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The Financial Services Authority invites comments on this Consultation Paper.
Comments should reach us by 31 October 2006.

Comments may be sent by electronic submission using the form on the FSA’s
website at (www.fsa.gov.uk/pubs/cp/cp06_14_response.html).

Alternatively, please send comments in writing to:

David Manning
MiFID Implementaion Office
Financial Services Authority
25 The North Colonnade
Canary Wharf
London E14 5HS

Telephone: 020 7066 2336
Fax: 020 7066 2337
E-mail: cp06_14@fsa.gov.uk

It is the FSA’s policy to make all responses to formal consultation available
for public inspection unless the respondent requests otherwise. A standard
confidentiality statement in an e-mail message will not be regarded as a
request for non-disclosure.

Copies of this Consultation Paper are available to download from our
website – www.fsa.gov.uk. Alternatively, paper copies can be obtained by
calling the FSA order line: 0845 608 2372.



Executive summary1
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1 Directive 2004/39/EC of 21 April 2004 amended by Directive 2006/31/EC of 5 April 2006.

2 Directive 93/22/EEC.

3 A firm that is authorised in one Member State can provide MiFID services in other Member States either cross-
border or through a branch without having to be authorised separately in each Member State in which they wish to
do business – this is known as the ‘passport’.

4 www.fsa.gov.uk/pubs/international/joint_MiFID.pdf.

5 Further CPs in the programme include the ‘Organisational systems and controls – common platform for firms’ CP
which was published in May (CP06/9), the ‘Reforming COB Regulation’ CP and the ‘Financial Promotions and
other communications’ CP both to be published in October 2006.

Introduction

1.1 The Markets in Financial Instruments Directive1 (MiFID or the Directive) is a major
part of the European Union’s Financial Services Action Plan (FSAP). It makes
significant changes to the European regulatory framework and is intended to take
account of developments in financial services and markets since the Investment
Services Directive (ISD),2 which it replaces, was implemented in 1995.

1.2 The Directive sets the initial authorisation conditions and ongoing regulatory
requirements for investment firms, Regulated Markets (RMs) and Multilateral
Trading Facilities (MTFs). It is designed to foster competition and a level-playing
field between Europe’s trading venues for financial instruments, and to ensure
appropriate levels of protection for investors and consumers of investment services
across Europe. It introduces pre- and post-trade transparency requirements for
equity markets, sets more extensive transaction reporting requirements, and expands
the range of investment services and financial instruments covered by the ‘passport’.3

1.3 Member States are required to finalise legislation and rules to give effect to the
MiFID provisions by 31 January 2007. Firms will then need to comply with these by
1 November 2007. In the UK, this will require amendments to the Financial Services
and Markets Act (FSMA) and its secondary legislation, and to our rules. We set out
the programme for consulting on the necessary changes in the Joint Implementation
Plan (JIP) we issued with the Treasury on 4 May 2006.4

1.4 In line with that programme,5 this Consultation Paper (CP) sets out our proposals
for implementing MiFID-driven changes in the following areas:

• authorisation and passporting;
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6 Level 1 is the ‘framework’ legislation that can be supplemented by ‘technical implementing measures’, the so-called
Level 2 which can be in the form of a Directive or a Regulation. At Level 3 CESR seeks to promote supervisory
convergence and at Level 4 the Commission ensures compliance by Member States with legislation and pursues
enforcement action where required.

7 The latest draft of the Level 2 legislation can be accessed at:
http://ec.europa.eu/internal_market/securities/isd/MiFID2_en.htm. These versions of the Level 2 measures form the
basis of the draft Handbook text contained in this paper. However, they have not been formally adopted by the
Commission and there may yet be some amendments to the final text of these measures. If this is the case, such
amendments may need to be reflected in the final version of our rules. 

• appointment of tied agents;

• regulatory enforcement and cooperation;

• principles for businesses;

• client assets and certain prudential requirements;

• RMs and MTFs;

• markets transparency and transaction reporting.

MiFID’s legal architecture

1.5 MiFID was negotiated under the 4 Level Lamfalussy framework.6 The ‘Level 1’
Directive of the European Parliament (EP) and Council was adopted in April
2004. In certain areas, that framework Directive provides for its requirements to
be supplemented by ‘technical implementing measures’ adopted by the
Commission, so-called ‘Level 2’ legislation.7 The Level 2 implementing measures,
formulated by the Commission on the basis of technical advice provided by the
Committee of European Securities Regulators (CESR), were finally agreed by the
EP on 15 June 2006, and approved by the European Securities Committee (ESC)
on 26 June. The Commission expects to formally adopt the agreed Level 2
measures in Q3 2006.

1.6 The Level 2 measures dealing with markets transparency, transaction reporting,
some elements of record-keeping, and the definition of commodity derivatives are in
the form of a Regulation. Level 2 measures relating to organisational and conduct of
business requirements and the definition of investment advice are set out in a
Directive. The proposals in this CP address the consequences of most of the
provisions in the implementing Regulation, and the associated Level 1 provisions,
and those elements of the implementing Directive concerned with the protection of
clients’ assets. They also address certain aspects of the Level 1 provisions
(particularly in relation to authorisation, passporting, the appointment of tied agents
and regulatory enforcement and co-operation).

1.7 The legal form of the Level 2 measures affects our approach to implementation.
Many of the provisions in the implementing Regulation will be directly applicable:
we will not need to make rules to implement such provisions. However, amendments
to our rules will still be required to remove existing requirements overwritten by the
Regulation and ensure consistency. Nevertheless, for ease of reference, we propose
replicating certain parts of the text of the Regulation in the relevant sections of our
Handbook on a non-legislative basis.8 In appropriate places, we also propose
explanatory guidance on the application of particular provisions.
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8 Firms should not look to the Handbook as a comprehensive statement of their obligations under EU legislation.
Additionally, only EU legislation printed in the paper edition of the Official Journal of the European Union is authentic.

9 www.fsa.gov.uk/pubs/other/better_regulation.pdf.

1.8 The requirements of the Level 2 Directive, and relevant provisions of the Level 1
Directive, will be implemented through amendments to our rules and guidance, in
certain cases, together with amendments to FSMA and secondary legislation made
under it. The first consultation on amendments to our rules and guidance was the
‘Organisational systems and controls – common platform for firms’ CP (CP06/9),
published in May. 

Approach to implementation

1.9 We summarised our approach to implementing European directives and MiFID in
our Better Regulation Action Plan,9 published in December 2005, and in the JIP
respectively. When formulating proposals for consultation our approach is guided by
the following principles:

• implementation should be pragmatic and proportionate: meeting the
requirements of directives in a way that makes sense for UK markets, consistent
with the statutory objectives and principles of good regulation;

• ‘intelligent copy-out’ will be the basis for implementing EU financial services
directives (that is, our rules would generally be based on copied-out directive
text), to avoid placing any unintended additional obligation on firms; 

• national measures that go beyond directive requirements will be proposed only
when justified in their own right (including through use of appropriate market
failure analysis (MFA) and cost-benefit analysis (CBA) and where consistent
with directive provisions); and

• implementation of MiFID would be used as an opportunity for radical review of
existing Handbook material, removing measures that are no longer effective or
proportionate.

1.10 Clearly, implementation is not just about intelligent copy-out of the Directive’s
provisions. In this CP we point to other work with stakeholders on implementation
issues, which may not result in Handbook requirements for firms. For example, we
are developing an approval process for transaction reporting mechanisms, and
standards for trade data monitors, to help firms meet their MiFID post-trade
publication obligations.

1.11 The Level 2 implementing measures – both the Regulation and the Directive – are
highly harmonising, with limited scope for adding further national requirements. In
respect of matters covered by the Regulation, we plan to make limited and focused
use of discretions provided by MiFID. We propose that we should be provided with
certain additional information on transaction reports (these proposals are contained
in Chapter 17).

1.12 For the matters covered by the Level 2 Directive, adding or retaining national
measures is constrained by Article 4.10 The precise scope of this obligation is still
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10 MiFID Level 2 Implementing Directive Article 4 limits Member States’ ability to impose additional obligations at the
national level to those contained in, or otherwise authorised by, MiFID. 

under consideration. However, there may be some provisions in the Client Assets
sourcebook (CASS) that require notification under it. 

Cost-benefit analysis (CBA)

1.13 In proposing new rules or general guidance on rules, we are required under FSMA
to publish a CBA, unless we think there will be no significant increase in costs.
Using a wide range of sources (including data gathered by consultants), and working
closely with industry, we have therefore undertaken a CBA of the significant
proposed changes arising from implementation of the MiFID requirements covered
in this CP. This is set out in Annex 2.

1.14 This CBA has two elements. Firstly, where – as indicated – we have implemented
MiFID requirements through intelligent copy-out, the CBA, consistent with our
FSMA obligations, focuses on significant areas of change, assessed against the
baseline of our existing rules and guidance.

1.15 Secondly, where our implementation proposals go beyond MiFID minima – for
example, some of our transaction reporting proposals for the addition of new
requirements or retention of existing material – then, consistent with our approach
to implementation in paragraph 1.9, the CBA focuses on changes, assessed against
the MiFID minimum standard.

1.16 The CBA in this paper on copy-out of the MiFID requirements will be combined
with the CBA on other aspects of MiFID implementation (as captured in CP06/9)
and published alongside the ‘Reforming COB Regulation’ CP in October, to provide
an overall picture of the costs and benefits of MiFID implementation.

Contents

Structure of the CP

1.17 This CP is in three parts, structured as follows:

• Part I explains the proposed changes to our rules, guidance or procedures
arising from the implementation of MiFID requirements relating to the
scope of UK regulation; the authorisation of investment firms and their
passporting rights; the registration of tied agents; and the enforcement
powers and regulatory cooperation obligations of competent authorities. It
also covers minor amendments to the scope of application of the Principles
for Businesses.

• Part II sets out our proposals for implementation of the MiFID requirements on
clients’ assets, together with the prudential requirements and capital adequacy
reporting requirements for MiFID firms that are exempt from the risk based
capital requirements of the Capital Adequacy Directive (CAD). 
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• Part III explains how we intend to implement MiFID’s provisions governing
RMs and MTFs, to the extent that they are not already covered by proposed
Treasury legislation. It also deals with pre- and post-trade transparency for
transactions in shares admitted to trading on an RM and concluded either on
RMs, MTFs or by investment firms trading outside an RM or an MTF,
including those acting as systematic internalisers; and the MiFID provisions on
transaction reporting.

Key issues

1.18 The key areas of change arising from the proposals in this CP to which we
particularly draw attention are:

• The extension of the range of clients in relation to which a tied agent may only
act for one investment firm principal in respect of MiFID business to include
all categories of client and not just retail clients. A MiFID tied agent that
wished to act for more than one principal, would have to seek authorisation as
an investment firm.

• Our proposed replacement of the current opt-out from client money
protection for professional clients with an alternative set of arrangements
having broadly similar economic effects; our proposed amendment of the
client money regime to make it more flexible for firms, particularly when
performing reconciliations.

• Our proposals to require those MiFID firms that are exempt from the risk based
requirements of the CAD to have either capital or professional indemnity
insurance (PII) (or a comparable guarantee) of prescribed minimum levels, or an
equivalent combination of the two.

• The MiFID authorisation and on-going compliance requirements for MTFs will
replace our existing Alternative Trading Systems (ATS) requirements. The new
requirements are broadly similar except in the area of capital. MiFID brings
MTFs within the scope of the Capital Requirements Directive (CRD). 

• A new pan-EU pre- and post-trade transparency regime for transactions in
shares admitted to trading on an RM, which will apply – albeit with some
differences in detail – to deals done on RMs and MTFs, and to investment firms
trading outside RMs and MTFs.

• Our proposed extension of transaction reporting to include commodity, interest
rate, and foreign exchange derivatives contracts that are admitted to trading on
RMs – in order to comply with the Directive – and other requirements, not
expressly required by MiFID, in relation to the definition of a reportable
transaction and the content of a transaction report.

1.19 A transposition table, showing where MiFID requirements have been
implemented or reproduced in our Handbook, is published alongside this CP.
This table is a work in progress and will be further developed on publication of
the Reforming COB Regulation CP planned for October. There is also a
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11 See paragraph 11.4.

12 Both of these documents can be found on the Treasury’s website: www.hm-treasury.gov.uk.

consolidated list of consultation questions in Annex 3; Annex 4 gives a glossary
of terms used in this CP. 

1.20 The changes proposed in this CP are reflected in the draft Handbook text drawn
together at Annex 5, which also sets out proposed associated changes to the
Glossary of the Handbook. Handbook text on some prudential issues will be issued
at a later date.11

Treasury’s consultation on MiFID Implementation

1.21 In its consultation the Treasury set out proposed amendments to FSMA and its
secondary legislation to implement MiFID. The consultation period closed on 31
March and on 4 May the Treasury published on its website a summary of the
responses it received.12 The Treasury continues to hold discussions with stakeholders
on some of its proposals and plans to finalise the necessary legislative changes before
the end of 2006.

1.22 Some of our proposals are based on the Treasury’s proposed amendments and are
therefore dependent on any further modifications to be made to those amendments.
Key dependencies include:

• Scope – widening of RAO categories of options, futures and contracts for
differences and the Treasury’s proposal to exercise the optional exemption in
MiFID Article 3.

• Passporting/Transitionals – Once the Treasury has finalised its legislation, we
will be communicating with UK firms with existing passports on what they need
to consider, taking account of any transitional provisions that automatically
update existing passports. Due to its international nature, the practical
arrangements for passporting notifications may also depend on future
discussions at a European level. 

• Tied agents – the Treasury propose that the tied agents provisions of the
Directive will be implemented through changes to the legal framework for
appointed representatives (ARs).

• Recognised Investment Exchanges (RIEs) – we propose changes to our
Recognised Investment Exchanges and Recognised Clearing House Sourcebook
(REC). The Treasury proposes to implement the MiFID requirements for RMs
by incorporating them into the existing framework for RIEs which is largely
contained in legislation, rather than in our rules.

Who should read this Consultation Paper?

1.23 The proposals in this paper apply principally to firms that fall within the scope of
MiFID. In general, MiFID will apply to all firms currently subject to the ISD, plus
some firms providing investment advice or investment services related to
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13 Planning for MiFID, November 2005 p. 4 and 5.

14 Planning for MiFID and the Joint Implementation Plan, p. 5 and p. 6.

15 ISD Article 5.

16 MiFID Level 1 Article 32(7).

commodity derivatives. Broadly speaking, the types of firm likely to fall within
MiFID scope include:

• retail banks;

• investment banks;

• portfolio managers (excluding firms acting as managers of collective investment
schemes);

• stockbrokers and broker-dealers;

• many futures and options firms;

• corporate finance firms;

• wholesale market brokers; 

• operators of RMs and MTFs; 

• providers of custody services; and

• some commodities and venture capital firms.

1.24 However, as we said in Planning for MiFID13 significant elements of the UK
securities and investments market will fall outside, or will be exempted from, the
scope of MiFID. For example, many advisory firms – mostly retail – are likely to be
exempt from MiFID by virtue of the optional exemption in Article 3 of the Level 1
Directive, which the Treasury is minded to exercise. This raises the general question
– highlighted in Planning for MiFID and in the JIP14 – whether and to what extent
MiFID requirements should also apply to, or affect the way we currently regulate,
non-scope business. 

1.25 A particular scope/non-scope issue is the extent to which MiFID applies to
branches of firms from third countries (i.e. non-EEA Member States). In our
view, the general approach to this issue under MiFID is the same as has prevailed
under the ISD.15 This is that while the Directive does not apply directly to third
country branches, Member States must not treat such branches more favourably
than branches of investment firms from other EEA Member States. This means
that as a minimum we should apply to the UK branches of third country firms
the same requirements that we are required to apply to the UK branch of an EEA
firm under MiFID.16 This covers transaction reporting, transparency and conduct
of business requirements (including best execution and order handling). We
understand that the Commission may give clarification shortly. 

1.26 We do not start from the presumption that MiFID requirements should automatically
apply to non-scope business. Rather, we will set out proposals for consultation on a
case-by-case basis, taking into account consideration of the needs of consumers,
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17 Draft PERG 13 in CP06/9.

business efficiency, fair competition and cost-benefit judgements. In this CP, the impact
of our proposals on non-scope business is explained chapter by chapter. Overall, this is
limited to Client Assets (Chapter 10).

1.27 To avoid uncertainty, credit unions, and general insurance and mortgage brokers
will be not be affected by the proposals in this CP, unless they also provide MiFID
services or conduct MiFID activities and do not fall within any of the exemptions –
including Article 3 – provided for in the Level 1 Directive.

1.28 We are currently undertaking work to help firms identify whether they are inside or
outside MiFID scope and if they are inside MiFID scope which prudential category
they fall under.17

Next steps

This CP

1.29 We plan to meet the January 2007 deadline for transposition and the November
2007 deadline for implementation of the MiFID provisions consulted on in this CP.
The consultation on this CP will close on 31 October 2006. We plan to publish
feedback in January 2007 together with made rules and guidance to take effect on
1 November 2007.

Consequential Handbook amendments

1.30 Our proposals in this CP will trigger consequential changes to many parts of the
Handbook. Many of these are relatively minor, for example, amending cross-
references between sourcebooks, but they may also be affected by more
substantive amendments that are being proposed for those other sourcebooks.
Most consequential changes are not covered in this CP: we intend to consult on
them at a later stage either through a quarterly CP or by other means, and will
give further information on timing in due course.

1.31 For information, in Chapter 12, we have flagged the Handbook changes required to
maintain the current solo prudential regime for specialist commodity firms that are
exempt from having to comply with the capital requirements of CAD and the
Banking Consolidation Directive (BCD), following previous consultation on the
policy approach.

Practical implications

1.32 Some of the proposed changes to our rules, guidance or procedures in this CP will
give rise to further communications with firms in due course on the status of the
information that we are required to keep concerning firms and their activities. This
will include, for example how we propose to handle: 

• the processing of any necessary changes to permission statements or passport
notifications; and
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18 The CESR work programme is accessed through its website: www.cesr-eu.org

• the notification to us of particular types of information required by MiFID.

1.33 A further practical issue is status of any current waivers from our rules that may
be affected by application of MiFID requirements. Currently under FSMA any
firm has, and will continue to have, a general right to apply for a waiver of a
FSA rule at any time. However, our ability to grant waivers is likely to be
significantly different after 1 November 2007. This is because we will have no
general ability to waive Directive requirements (whether copied-out or not)
unless there is an express provision in the Directive for that. (Moreover, the
Level 2 Regulation applies to firms directly so no waivers will be available from
its requirements). However, there may be scope for waivers from rules we
introduce or retain in addition to the Directive’s requirements. As a result, some
existing waivers are likely to lapse on or after 1 November 2007, and those that
expire before then may not be able to be renewed. We therefore recommend that
firms which rely on current waivers review and assess how important those
waivers are to their business, and the implications for them should the waivers
no longer be available. 

1.34 A similar need to obtain new, or clarify existing, information may also arise from our
other CPs and publications on MiFID implementation. We will seek to minimise the
administrative burden on firms, and plan to publish a practical guide early in 2007
setting out how and when we propose to obtain and process the necessary information,
on the issues set out above. 

Level 3

1.35 Firms should be aware that, as part of its Level 3 work programme, CESR is
taking forward important work that will have a significant bearing on the
practical implementation of MiFID requirements in two of the areas discussed in
this CP. Firstly, CESR is examining the barriers to consolidation of equity
transparency information which may exist post-MiFID. CESR plans to complete
this work by the end of 2006. Secondly, the new CESR-Tech is drawing up a
blueprint for how regulatory authorities can exchange transaction data between
themselves to assist with the detection of market abuse. CESR plans to publish
this work in the Autumn.

1.36 CESR has published its wider Level 3 work programme, which is open for
industry comment until 11 September.18 In addition, the Commission is holding a
series of transposition workshops with Member States to discuss the
implementation of MiFID. 

Small firms and consumers

1.40 Finally, we have sought to identify the likely impacts of implementing the MiFID
requirements for small firms and consumers. These are outlined below.
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Small Firms

Our proposed implementation of the MiFID requirements in this CP is not intended
to discriminate against small firms. However, we recognise that some proposals will
be of particular concern to some types of small firm, depending on their business,
and on whether they fall within or outside the scope of MiFID. 

We estimate that approximately 2,600 small firms, covering a wide range of
investment services, are likely to fall within the scope of MiFID. However,
approximately 4,700 firms – mostly small, retail advisory firms – are likely to fall
outside scope through exercise of the Article 3 exemption in the MiFID Level 1
Directive (see discussion in Chapter 3). Credit unions are outside MiFID scope, as are
general insurance and mortgage brokers – unless they also carry on MiFID activities.

The following proposals in this paper are likely to be of most relevance to small firms.

For those small firms that are within the scope of MiFID but exempt from the risk-
based capital requirements of the Capital Adequacy Directive (CAD) (we estimate
there to be about 650), our proposed implementation of the MiFID requirements on
capital and PII, set out in Chapter 11, are likely to be of most interest. However,
from information obtained during pre-consultation, we do not anticipate that these
proposals will impose significant change or cost.

For those small firms that hold client money or assets, our proposals to implement
the MiFID clients’ assets requirements (as discussed in Chapter 10) should provide
greater flexibility, particularly in relation to the frequency of calculation and
reconciliation of client money balances. However, if a small firm’s client base
consists of intermediate customers or market counterparties who opt out of client
money protection, the changes proposed in this area in order to implement the
MiFID requirements may have more significant implications.

For those small firms that are dealing in shares admitted to trading on an RM, our
proposals to implement the pre-trade transparency requirements (Chapter 16) are
unlikely to impact them heavily. Indeed, firms subject to the Systematic Internaliser
provisions seem more likely to be large firms. However, the post-trade reporting
measures (Chapter 16) may have some particular impacts. 

The data of small firms are likely to be less commercially exploitable than those of
large firms. However, as a result of our discretionary proposed standards aimed at
ensuring a higher level of data consolidation, we expect that smaller firms will benefit
from access to more consolidated and reliable information, as with the rest of the
market. But it may become more expensive for small fund managers and brokers to
acquire trade data. As far as transaction reporting obligations (Chapter 17) are
concerned, small firms may face one-off costs which are proportionally higher than
those facing medium and large firms.

We will continue to engage with small firms in order to understand the issues they
may face in implementing the proposals set out in this paper. We plan to do so
through dialogue with the relevant trade associations, and through discussions with
the Smaller Businesses Practitioner Panel.
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Consumers

The proposals in this CP primarily focus on meeting our market confidence
objective. They are also designed to enhance consumer protection by:

• Strengthening capital standards for certain type of firms

• Maintaining a high level of protection for clients’ assets, while providing greater
flexibility for firms in meeting the required standards; and

• Increasing market transparency and strengthening our ability to monitor for
market abuse

Some of these changes may indirectly increase costs to consumers. We welcome
comments from consumers on our proposals, including the CBA set out in Annex 2.
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Part I: Scope,
Authorisation, Passporting
and Enforcement 



Introduction2
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2.1 Set out below is a summary of what is covered in each of the chapters in Part I. The
respective chapters relate to the scope of MiFID, authorisation, ‘passporting’, the
appointment of tied agents, enforcement and regulatory cooperation and principles
for businesses.

Scope of MiFID and its implications for firms (Chapter 3)

2.2 In this chapter we discuss the necessary changes to be made to the Regulated
Activities Order (RAO) by the Treasury and outline the practical implications of
these for firms. In particular, we cover permission notices and transitional
provisions. 

Authorisation (Chapter 4)

2.3 In this chapter we explain the relatively few changes needed to our authorisation
requirements and flag future work planned on approved persons and controllers.

Cross-border services and establishment of branches (passporting)
(Chapter 5)

2.4 In this chapter we set out our proposals for UK firms wishing to provide services
or establish branches in the EEA and for other EU firms wishing to do business
in the UK. There are relatively few new rules proposed; instances where changes
need to be made relate to the practical considerations regarding these provisions,
e.g. notifications, timings and the need for some firms to amend their ‘passports’.
We are also proposing to amend the definition of EEA State to clarify that where
appropriate this will include references to Gibraltar.

Appointment of tied agents (Chapter 6)

2.5 The Treasury has proposed that UK MiFID firms should be able to appoint tied
agents. So, in this chapter we outline our proposals for implementing this regime.
These proposals will be based on the current appointed representatives regime, with
MiFID tied agents effectively a subset of the appointed representatives population. 
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Enforcement and regulatory cooperation (Chapter 7)

2.6 In this chapter we discuss the minor changes we propose to the Enforcement (ENF)
and Decision making (DEC) manuals to take account of the amendments the
Treasury has proposed to FSMA. We also cover how we will cooperate with other
Competent Authorities and how we will exchange confidential information.

Principles for Businesses (Chapter 8)

2.7 This chapter outlines the minor amendments we propose to make to the application
of the Principles for Businesses for firms within MiFID scope.



Scope of MiFID and its
implications for firms3
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19 UK firms meeting the conditions of the Article 3 MiFID exemption, as implemented by regulation 5 of the Financial
Services and Markets Act (Markets in Financial Instruments) Regulations 2006 (FSMA), pp107-108 of the Treasury
Consultation Document, are also subject to the increases in scope, by virtue of the definition of ‘investment firm’ in
Article 3 of the RAO, pp93-94 of the Treasury consultation document.

Introduction

3.1 Implementation of MiFID will result in some modifications to the scope of financial
services regulation in the UK. The Treasury consulted on proposed changes to the
scope of FSMA and its secondary legislation in December 2005. Broadly speaking,
the Treasury in its draft legislation limits the increases in regulatory scope arising
from MiFID to EEA firms (including UK firms) subject to MiFID19 but does not
extend these to non-EEA firms. The Treasury has asked whether this would give rise
to adverse practical consequences and is currently considering responses to its
consultation proposals. It intends to finalise the necessary legislative changes by the
end of 2006.

3.2 In this Chapter we: 

• summarise the most significant impacts of MiFID on the scope of UK
regulation; 

• explain the steps we are taking to help firms determine whether they fall within
the scope of MiFID; and 

• set out some of the practical implications for firms and our plans in relation
to them.

Summary of main MiFID impacts and changes proposed

Activities 

3.3 The main change to the RAO is the creation of a new regulated activity of operating
an MTF. This creates a new regime similar in substance to the current domestic
regime for Alternative Trading System (ATS) operators.
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20 Articles 83-85 RAO.

21 MiFID Annex 1 Section C10; see also Q37 of the draft perimeter guidance PERG 13 in CP06/9.

22 Q35 of the draft PERG 13.

23 CP06/9 Paragraph 10.16. 

24 MiFID Level 1 Annex 1 sections C4 and C9.

25 Article 4(4) of the RAO, p.93 of the Treasury consultation document.

26 Article 4(4) RAO.

27 Article 67 RAO.

28 Article 72 RAO.

Specified investments

3.4 The approach to implementation adopted by the Treasury is essentially to expand
the existing categories of derivatives (options, futures and contracts for differences)20

to reflect the fact that certain MiFID financial instruments are not currently within
the scope of domestic regulation. The main increases in the scope of domestic
regulation relate to:

• commodity options;

• credit derivatives; and

• other miscellaneous derivatives.21

3.5 Probably the most significant increase in scope relates to commodity options. At present,
broadly speaking, non-cash settled commodity options fall outside the scope of domestic
regulation except in the case of precious metals. In essence, MiFID expands the scope of
domestic regulation to include physically settled commodity options generally where
these are traded in an RM or MTF and in other prescribed cases.22

3.6 As mentioned in CP06/9,23 in our view the categories of financial instruments listed
in MiFID24 do not require an extension in the current scope of the RAO perimeter
in relation to foreign exchange instruments. We propose to include a statement to
similar effect in PERG 13 in due course.

Exclusions

3.7 Some RAO exclusions are subject to the ‘MiFID override’.25 In essence, the effect of
the override is that where a firm performs MiFID investment services or activities, it
can only rely on certain RAO exclusions if it also falls within one or more MiFID
exemptions. As part of MiFID implementation, the Treasury has added to the list of
RAO exclusions currently subject to the ‘ISD override’26 so that the new override
will also include those exclusions relating to:

• activities carried on in the course of a profession or non-investment business;27

and

• overseas persons.28

Draft perimeter guidance

3.8 In CP06/9, we published draft perimeter guidance (PERG 13) addressing issues
relating to the scope of MiFID. Its purpose is to help firms in considering whether
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29 The Draft MiFID Implementing Directive and draft MiFID Implementing Regulation dated 6 February 2006.

30 Annex D, Draft RAO Order and Annex F, Draft MiFID regulations of the Treasury Consultation Document.

31 Authorisation and regulated activities (PERG 2); Periodical publications, news services and broadcasts: applications
for certification (PERG 7); Guidance on activities related to pension schemes (PERG 10).

32 Article 16 RAO.

they fall within the scope of MiFID. We used a question and answer (Q&A) format
supplemented by flow charts and tables to help firms with the task of considering
whether and how their business is affected by the Directive. In preparing the
guidance we sought input from industry experts and the consultation text reflects
these contributions in several places. The draft Perimeter Guidance refers to draft
MiFID Level 2 measures29 and draft Treasury legislation.30 You may find it helpful
to read the overview of the draft Perimeter Guidance in Chapter 10 of CP06/9
before reviewing the guidance itself. The closing date for comments on CP06/9,
including the draft Perimeter Guidance, is 19 August 2006.

3.9 The draft Perimeter Guidance focuses on the scope of European legislation and in
particular the investment services, activities, financial instruments and exemptions in
MiFID. In this CP, we have included amendments to other sections of the existing
PERG31 to take account of the impact of MiFID implementation on the scope of UK
regulation. So, whereas the perimeter guidance in PERG 13 explores the scope of
MiFID itself, the changes we propose to other parts of the Perimeter Guidance
Sourcebook (PERG) in this chapter focus on the effect of MiFID on the domestic
scope of regulation.

Cost-benefit analysis

3.10 We published draft perimeter guidance for consultation in CP06/9, and are
publishing amendments to existing perimeter guidance in this CP. The purpose of the
draft perimeter guidance is to help firms understand the effect MiFID will have on
the domestic scope of regulation. Since the perimeter guidance does not affect the
substantive operation of any rules, we do not believe it will impose any costs on
firms beyond those already involved in the operation of those rules and in relation
to each of which we have conducted or will separately conduct a cost-benefit
analysis. We also believe the perimeter guidance should reduce costs for firms by
reducing the need for them to obtain legal advice on the scope of those rules.

What do we expect firms to do?

Need for authorisation

3.11 Where firms rely on exclusions subject to the ‘ISD override’, they should consider
the effect of the increase in scope of financial instruments from ISD to MiFID. For
instance, an unauthorised commodities firm dealing in commodity derivatives
currently relies upon the ‘with or through’ exclusion,32 should bear in mind that
once MiFID is implemented it can only rely on this exclusion if it also falls within
one or more MiFID exemptions.
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33 Further information on applying for authorisation can be found on our website.

34 MiFID Level 1 Article 3. See also PERG 13.6 in CP06/9.

35 Treasury Consultation Document pp99-100, draft RAO Order, Schedule 3.

3.12 Furthermore, a firm only needs to consider the effect of the ISD override where it is
performing an investment service subject to the ISD and relying on one or more
RAO exclusions (for example the ‘with or through’ exclusion) subject to the
override. So the unauthorised commodities firm mentioned above would not
currently need to consider the effect of the ‘ISD override’ as commodity derivatives
fall outside the scope of the ISD. However, as these instruments will fall within
MiFID scope, the firm will need to consider the effect of the MiFID override when
deciding whether it can continue to rely upon the ‘with or through’ exclusion.

3.13 Unauthorised firms will need to consider whether the changes to the scope of UK
regulation arising from MiFID implementation mean they will need to apply for
authorisation for the first time. Where firms conclude that this is necessary, they will
need to apply in time for authorisation to be granted by 1 November 2007.33 In
some cases, an alternative for firms may be to become an appointed representative.

3.14 Firms that meet the conditions of the optional exemption in MiFID34 will also have
to consider whether they wish to ‘opt in’ to MiFID to benefit from passporting
rights. Any firm in this category that wishes to ‘opt in’ will need to notify us and
make the necessary passporting notification in time for 1 November 2007. Firms
that wish to opt-in will have to ensure they are able to meet the systems and
controls requirements under MiFID as well as the base capital requirements that
may apply to them under the recast Capital Adequacy Directive. We gave more
information on this in CP06/9.

Impact on permission notices

3.14 Authorised firms will need to consider the impact of MiFID implementation on their
existing permission notices. In some cases, the Treasury’s draft RAO transitional
provisions35 provide for update of firms’ permission notices without the need to
apply for variations of permission. For example, an authorised person who operates
an ATS before 1 November 2007 would be automatically granted permission to
carry on the new regulated activity of operating an MTF, unless it notified us to the
contrary by 1 October 2007.

3.15 The Treasury is also considering a mechanism which would have the effect of
expanding firms’ permission notices in relation to certain specified investments to
reflect the increases in scope arising from MIFID, as outlined in paragraphs 3.4 –
3.5 above. The aim here is to reduce the need for firms to apply for variations of
permission simply as a result of those amendments to the RAO required to
implement the MiFID categories of options, futures and contracts for differences.

3.16 We are currently considering the circumstances in which firms may need to apply for
variations of their permission notices (VOPS). This may arise, for example, in relation
to existing customer-type limitations which appear on many firms’ permissions,
because these may be affected by the implementation of the MiFID client
categorisation requirements. We will include our proposed handling of VoPs in the
practical guide planned for early 2007 (see paragraph 1.34).
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Introduction 

4.1 This Chapter sets out how we intend to implement the MiFID requirements on
authorisation of investment firms, the conditions which may apply to that
authorisation and to subsequent processes for firms once authorised. 

4.2 The authorisation provisions in the ISD have for the most part been imported
directly into MiFID. As our Handbook currently reflects the ISD provisions,
relatively few amendments are required. The main changes include: guidance on
additional powers under FSMA that have been provided to us to cancel an investment
firm’s Part IV permission; changes to the approved persons regime; and potential
changes to the FSMA Controllers regime.

4.3 As noted in paragraphs 4.20, we plan to consult separately on the impact of MiFID
on the approved persons regime as part of an August 2006 consultation paper
dealing with our wider review of this regime. As discussed in paragraphs 4.21 –
4.24, the relevant legislation concerning controllers is currently subject to review at
a national and European level. If any changes to our rules are necessary or desirable
as a result of these initiatives, we will consult on them at the appropriate time.

4.4 We will need to revise our application packs to reflect these and other changes
introduced by MiFID including, for example, the scope of a firm’s permission in
terms of MiFID client types, requirements and limitations. References to the ISD will
also need to be replaced by references to MiFID, for example, in the financial
resources section of the pack.

4.5 As part of our Handbook simplification, perimeter guidance contained within the
Authorisation Manual (AUTH) was transferred to PERG in June 2005. Later this
year, we plan to dismantle the remainder of AUTH, transferring all remaining
requirements either to the Supervision Manual (SUP) or to PERG.
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36 Throughout this CP where we refer to a ‘firm’ or ‘investment firm’ carrying on MiFID investment services and
activities we are referring only to those firms that fall within the scope of MiFID e.g. not those subject to the Article
2 and Article 3 exemptions.

37 MiFID Level 1 Article 5.

38 Section 347 of FSMA.

39 MiFID Level 1 Title II, Chapter 1, but excluding Article 11 (membership of an investor compensation scheme) and
Article 15 (relations with third countries).

40 Treasury Consultation Document ‘Operation of MTFs’, Chapter 5, pp 41-42.

41 MiFID Level 1 Article 6. 

42 Section 44(1) of FSMA.

43 SUP 6.3.

Sectors affected

4.6 Our authorisation requirements apply to any person falling within the scope of
MiFID36 and applying for FSA authorisation to carry on MiFID investment services
and activities in the UK, including a firm changing its current authorisation and UK
firms that plan to passport into another EEA Member State.

Summary of MiFID requirements and changes proposed

Requirement for authorisation

4.7 MiFID37 requires that firms carrying on MiFID investment services or activities as a
regular occupation or business on a professional basis should obtain authorisation
from their Home State regulator before carrying on such activities. It also imposes
requirements on firms about the location of their head office as described in the
Treasury’s Consultation Document. 

4.8 MiFID requires us to maintain a publicly-accessible register of investment firms
which includes information on the investment services and activities that the firm
undertakes. FSMA38 and the FSA register meet this requirement so we do not
propose to make any changes to implement it. The Directive also provides a right to
delegate certain authorisation tasks; however we do not intend to exercise this right. 

4.9 MiFID also allows operators of regulated markets to run MTFs, without being
authorised.39 The Treasury is responsible for transposing the MiFID requirement for
MTFs run by Recognised Investment Exchanges (RIEs). It has done so by proposing
a recognition requirement for RIEs that operate MTFs to comply with the relevant
MTF requirements under MiFID.40

Scope of authorisation

4.10 MiFID41 requires us to specify the investment services and activities and financial
instruments that a firm is authorised to provide. We already do this and include the
information in the FSA Register. 

4.11 The Directive also requires a firm to apply to us if it is seeking to extend its
authorisation. Such a control is currently implemented through FSMA42 and our
provisions in SUP.43 The authorisation is valid across the EEA and can be exercised in
other Member States by firms establishing a branch or providing services on a cross-
border basis. Amendments to our passporting requirements are discussed in Chapter 5.
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44 MiFID Level 1 Article 6(1)

45 MiFID Level 1 Annex 1 Part B.

46 Section 40 FSMA (Regulated Activities) Order 2001.

47 MiFID Level 1 Article 7.

48 MiFID Level 1 Articles 5 to 15.

49 Condition 2: Location of offices.

50 MiFID Level 1 Article 7.

51 MiFID Level 1 Article 8.

52 Section 45 of FSMA.

4.12 MiFID44 clarifies that authorisation shall not be granted solely for the provision of
ancillary services. This relates to being authorised as an investment firm under
MiFID and not authorisation under existing UK requirements. A firm that only
performs ancillary services would not fall within the MiFID definition of an
‘investment firm’, could not passport under MiFID and would not be bound by
MiFID requirements. However, it could still require authorisation in the UK if the
ancillary service were a regulated activity under the RAO. 

4.13 The authorisation required under MiFID is only relevant for those ancillary services
set out in MiFID45 which relate to the regulated activities set out in the RAO. So, for
example, a person carrying on the ancillary service of safekeeping and administration
of financial instruments46 will still require authorisation in the UK under the RAO.
However, assuming this is the only regulated activity it carries on, while the firm will
require UK authorisation, it will not be a MiFID ‘investment firm’. 

Procedure for granting and refusing requests for authorisation

4.14 MiFID47 sets out requirements for granting and refusing requests for authorisation.
The requirements stipulate that: 

• authorisation is not granted until we are satisfied that the investment firm has
satisfied all the requirements of MiFID; and

• a firm shall supply all the information required by us so that we are satisfied it meets
its initial obligations,48 including the provision of a programme of operations. 

4.15 We use the Threshold Conditions, as set out in FSMA, and the guidance we provide in
the Threshold Conditions manual (COND), to assess a firm’s suitability for
authorisation. The Treasury indicated in its consultation document that it proposes to
change one of the Threshold Conditions49 to reflect more closely the requirements of
MiFID. We are therefore proposing a change to COND to reflect the changes to FSMA. 

4.16 Under MiFID50 we are also required to inform a firm of the decision on a complete
application within six months of receipt. This is consistent with existing FSMA
provisions. 

Withdrawal of authorisation 

4.17 MiFID51 prescribes circumstances in which an investment firm’s authorisation may
be withdrawn. These go beyond our existing powers to do so under FSMA.52 The
Treasury has therefore proposed an amendment to FSMA to give us additional
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53 New sub-section 45(2A) of FSMA.

54 Section 54(1) of FSMA.

55 SUP 6 and ENF 5.3.2G (see paragraph 6.18). 

56 MiFID Level 1 Article 9.

57 New provisions in SYSC (see CP06/9) also implement the first of these requirements in SYSC 4.

powers53 to cancel an investment firm’s Part IV permission in four particular
scenarios. These are when an investment firm:

• has provided or performed no investment services and activities at any time
during the period of six months ending with the day on which the warning
notice is given;54

• has obtained the Part IV permission by making a false statement or by other
irregular means; 

• no longer satisfies MiFID requirements for authorisation or any further EU
legislation made under those requirements in relation to any of the regulated
activities which are investment services and activities for which it has
permission; or

• has seriously and systematically infringed the operating conditions in Chapter II
of Title II of MiFID or in any EU legislation made under that Chapter in
relation to any of the regulated activities which are investment services and
activities for which it has permission.

4.18 The proposed amendments to FSMA will be reflected in the Supervision Manual (SUP)
and the Enforcement Manual (ENF).55 Our procedures governing the use of our
withdrawal powers will not change. 

Persons who effectively direct the business

4.19 MiFID56 contains several requirements relating to those persons that ‘effectively
direct the business’ of an investment firm. These are that:

• the persons directing the business should be of sufficiently good repute and
experience to ensure the sound and prudent management of the firm; 

• the firm must notify us of any changes to its management, along with all
information needed to assess whether new governing staff meet the above
conditions; and 

• we should refuse or cancel authorisation of the firm if we are not satisfied that
those persons meet the above conditions, or if there are objective and
demonstrable grounds for believing that the proposed changes to the
management of the firm pose a threat to its sound and prudent management.

4.20 Our view is that the approved persons regime will deliver the first two of these
requirements.57 The third requirement is met through the provisions in FSMA and
COND, relating to the Threshold Condition of suitability, and under our powers
for withdrawing authorisation as outlined above. We are currently reviewing the
approved persons regime and plan to consult separately on it after the end of
August 2006.
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58 MiFID Level 1 Article 10.

59 Part XII of FSMA on Control over Authorised Persons and SUP 11 respectively.

60 ‘Reducing reporting requirements: A consultation on reform of the ‘controllers regime’ in Part XII of FSMA,
March 2006.

61 MiFID Level 1 Article 11.

Shareholders and members with qualifying holdings

4.21 MiFID58 requires a firm to notify us of its controllers and close links at
authorisation and any changes above certain thresholds that affect its controllers
and close links. We must report at least annually on the details of all shareholders
and members with qualifying holdings. 

4.22 We are required:

• to refuse authorisation if a particular close link or controller would prevent
effective supervision of the firm; 

• to let firms know within three months from the date of notification if we are
not satisfied that a change to a firm’s controllers or close links is suitable; and

• to consult with Home State regulators of an EEA firm in certain circumstances
relating to controllers and close links.

4.23 We believe the current provisions in FSMA and SUP59 adequately implement these
requirements. However, the FSMA provisions relating to the controllers and close
links regime are currently under separate review by the Treasury. The main purpose
of the Treasury’s consultation60 on the controllers regime is to consult on
establishing a more proportionate regime for requiring persons (authorised and
unauthorised) to notify us in writing if they acquire, increase or reduce their control
over a UK authorised person. 

4.24 The Treasury review also aims to bring the controllers regime closer into line with
the minimum requirements of EU-level legislation (including MiFID and the
Transparency Directive). In addition, the Commission is considering a proposal to
review the MiFID requirements on controllers along with those in other sectoral
directives. The timetable for both the Treasury and Commission initiatives is
uncertain. Should any changes to our rules be necessary or desirable as a result of
these initiatives, we will consult on them at the appropriate time.

Membership of an Investor Compensation Scheme

4.25 MiFID61 requires that an investment firm be a member of a relevant compensation
scheme, which is officially recognised and which protects investors where investment
firms are unable to meet their obligations (in the UK this is the role played by the
Financial Services Compensation Scheme – FSCS), before being able to carry on
business. Effectively, this provision is already implemented in the Compensation
manual (COMP) because once such a firm is authorised the FSCS applies to it. Only
some minor amendments to COMP are required to implement MiFID.
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62 See Chapter 5 covering passporting.

Regular review of conditions for initial authorisation

4.26 MiFID requires that investment firms, once authorised, comply on an ongoing basis
with the established conditions for initial authorisation and notify us of any material
changes. We are satisfied that our existing Handbook provisions implement this
requirement effectively.

4.27 MiFID also allows us to delegate administrative, preparatory or ancillary tasks
related to the review of the conditions for initial authorisation for firms that
provide only investment advice. However, we have no plans to make use of this
delegation.

Transitional Provisions

4.28 The change in scope as a result of MiFID has raised some issues about firms and
their existing permissions notices. In its consultation, the Treasury proposed some
transitional provisions which enable firms to be automatically authorised under
MiFID. We continue to discuss our approach with the Treasury and will
communicate our plans in early 2007.62

Cost-benefit analysis

4.29 Our judgement is that CBA is not required for the changes described above. We will
be consulting separately on the Approved Persons regime in August 2006 and will
undertake CBA in relation to any changes we propose to this regime. Legislative
changes, made by the Treasury, were the subject of an RIA in their Consultation
Document of December.

What do we expect firms to do?

4.30 The relatively minor changes outlined in this chapter have few practical implications
for firms. As indicated in Chapters 3 and 5, firms will need to consider the impact, if
any, that MiFID may have on their existing permissions and passport notifications.
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Introduction

5.1 This Chapter sets out how we intend to implement the requirements of MiFID for
UK firms wishing to provide services or establish branches abroad and for firms
from other EEA Member States wishing to provide services into the UK or to set up
a branch in the UK.

5.2 Currently, firms that are authorised in one Member State can provide ISD services in
other Member States, either cross-border or through a branch, without having to be
authorised separately in each Member State in which they wish to do business. This
is known as a ‘passport’. MiFID extends the range of activities and instruments
covered by the passport, and sets out the respective responsibilities of Home and
Host States for the supervision of passported firms. In particular, MiFID:

• upgrades investment advice to an investment service that can be passported in
its own right; 

• clarifies that operating an MTF is covered by the passport; and 

• extends the scope of the passport to cover commodity derivatives, credit
derivatives and financial contracts for differences for the first time. 

5.3 The ISD requirements will be repealed when MiFID comes into effect on 1
November 2007. However, the passporting provisions of the ISD have for the most
part been imported directly into MiFID, so implementation of the MiFID
passporting provisions will require relatively few amendments to the relevant
sections of our Handbook.

5.4 Some changes to our existing requirements will be necessary in relation to
notifications, timings, tied agents and the new regulated activity of operating an
MTF, and these are discussed below. 

5.5 We intend to retain some existing provisions which are not derived from MiFID. On
passporting we believe our existing guidance helps firms understand their
responsibilities, and retaining it will not impose any additional requirements on firms.
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63 SUP 13A Annex 1 G.

64 MiFID Level 1 Article 31.

Some amendments to this guidance63 in relation to incoming EEA firms may be
necessary, and we will consult on these in due course. 

5.6 We have also taken the opportunity to make some minor house-keeping changes to
the text. These are detailed in Annex 5 and will come into force immediately after
the rules are made in January 2007, and not 1 November 2007 as with the
remainder of the proposed changes. Briefly, these changes are of a general nature
and also allow for the on-line submission of passport notification forms when these
are available.

Sectors affected

5.7 The proposals in this Chapter apply to any UK investment firm intending to carry
on investment services and activities in another Member State by providing cross-
border services or establishing a branch. The rules also apply to firms from other
Member States wishing to provide cross-border services or to establish a branch in
the UK. They do not apply to a non-MiFID scope firm.

Summary of MiFID requirements and changes proposed

5.8 This section sets out the effect of implementing the MiFID provisions on cross-
border services and the establishment of a branch. It explains our current Handbook
provisions, what is changing and what new rules will be required as a result. 

Cross-border services 

5.9 Under MiFID64 a firm may passport investment services and activities, as well as
ancillary services, covered by its authorisation. The responsibility for regulating a
firm’s compliance with the various requirements of MiFID where business is
conducted on a cross-border services basis will rest solely with the firm’s Home State
regulator. Note that the use of a tied agent to provide cross-border services into
another Member State is covered in Chapter 6.

5.10 MiFID also outlines the notification requirements for MiFID investment firms
and credit institutions wishing to provide cross-border services in a Member State
other than their own. Such firms must notify their Home State of the Host
State(s) into which they wish to provide services, as well as the programme of
operations, whether the firm intends to use tied agents and, if so, the identity of
those agents. MiFID also provides a specific regime for MTFs wishing to provide
access to their systems for remote users in other Member States. Implementation
of these provisions will require the changes described below.
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65 Treasury Consultation Document p 126, proposed changes to paragraph 20 of Schedule 3 to FSMA. 

66 SUP 13 Ann 3R. 

67 SUP 14.2.8.

68 MiFID Level 1 Article 31. 

69 MTFs operated by investment firms see SUP 13.4.2G; for MTFs operated by RIEs the requirement is transposed by
the Treasury in new section 300C of FSMA; see also REC 4.2B.

Ancillary services

5.11 Under MiFID, as under the ISD, it is possible to passport an ancillary service on a
cross-border basis only in conjunction with an investment service or activity. It is
not possible to passport an ancillary service alone. A proposed amendment to FSMA
will clarify this.65

Location

5.12 Firms are required to notify their Home State of the Member State(s) in which they
intend to provide cross-border services. This is currently only implicit in our
requirements. We propose to amend our Handbook to make this requirement express.66

Commencing activities 

5.13 MiFID requires the competent authority of the Home State to pass the information
provided by the firm (location, programme of operations, tied agents) to the
competent authority of the Host State within one month of receiving the information.
The firm will then be able to start activities. As there is no change here no Handbook
amendments are required. 

Changes to information communicated to the Home State

5.14 Our current rules require firms to notify us and the competent authority of the Host
State into which they provide cross-border services, of any changes to information.
Under MiFID, firms will need to notify the Home State regulator only of any
changes to information previously communicated about its passported business. We
propose an amendment67 to our Handbook to reflect this. 

MTFs 

5.15 A Member State (the Host State) must allow an MTF from another Member State
(the Home State) to provide remote access facilities, such as screens on the
territory of the Host State. The MTF operator must notify its Home State
competent authorities of the Host State in which it intends to provide such
facilities. The competent authority of the Home State must inform the competent
authority of the Host State within one month. If the competent authority of the
Host State requests, the competent authority of the Home State must tell it the
identity of the members or participants of the MTF within a reasonable time.68

We therefore propose to introduce a new requirement for MTF operators to tell
us where they intend to provide screens for remote users in other Member States
and the identity of the members of the MTF.69
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70 MiFID Level 1 Article 32.

71 The use of tied agents established in a Member State other than its Home State is covered in Chapter 6). 

72 MiFID Level 1 Article 32(7).

73 Specifically, the obligations that fall to the Host State regulator are those laid down in MiFID Level 1 Articles 19,
21, 22, 25, 27 and 28). In addition, under Article 13(9) the Host State regulator is given jurisdiction over record
keeping requirements relating to transactions undertaken by a branch.

Establishing a branch

5.16 MiFID70 imposes several information requirements on investment firms wishing to
establish a branch in another Member State.71 They must notify their Home State
regulator of the location of the intended branch, the programme of operations, the
organisational structure, whether they intend to use tied agents, and the address in
the Host State for obtaining documents and the names of branch management. The
timing of such notifications (three months) is longer than that for firms wishing to
provide cross-border services to allow the competent authorities time to consider the
complex issues that can arise in the establishment of branches.

5.17 The UK, as the Host State, must ensure that MiFID investment firms from other
EEA states are free to establish branches here. However, MiFID72 divides
responsibility for the supervision of branches between Home and Host State
regulators. For example, the Host State regulator must assume responsibility for
ensuring that the services provided by the branch within its territory comply with
the obligations of MiFID in areas such as conduct of business, transaction reporting
and transparency.73 All other MiFID obligations are the sole responsibility of the
Home State regulator, including organisational requirements (for example, systems
and controls and conflict of interest provisions). 

5.18 The matters reserved to the Home State regulator include organisational
requirements (for example, systems and controls, client assets and conflict of interest
provisions). They also appear to include conduct of business, transaction reporting
and transparency requirements relating to the activities of a branch that are not
conducted within the territory of the Member State in which the branch is located.
However, there is no specific guidance on this issue that would help to determine
whether the activities of a branch are conducted within the territory of the Member
State in which it is located for these purposes. 

5.19 How the division of regulatory responsibility is implemented in practice between Home
and Host State regulators could have significant operational implications (in terms of
efficiency and effectiveness) both for firms that establish and operate branches under the
passport and for regulators. This will be particularly the case where the activities
conducted by a branch have a pan-European or global reach. The cross-border nature of
this issue means it is desirable to reach a common approach with other Member States.
CESR has recognised this as an urgent priority in its MiFID Level 3 work programme.
CESR published its programme on 18 July and invited comments by 11 September and
we would encourage firms affected by this issue to engage in this process. 

Ancillary services and location

5.20 Under MiFID, as under the ISD, only those ancillary services conducted in
conjunction with an investment service or activity may be passported through the
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74 Treasury Consultation Document p126, proposed changes to paragraph 19 of Schedule 3 to FSMA.

75 SI 2001/2511. Treasury Consultation Document pages 138-140.

76 SUP 14.

77 SUP 13 Annex 1A

78 SUP 13.11.1 (2)

establishment of a branch. It is not possible to passport an ancillary service alone. A
proposed amendment to FSMA will clarify this.74

Reasons for refusal

5.21 Under MiFID, we must transmit a firm’s branch notification to the competent
authorities in the relevant Member States unless we have reason to doubt the
adequacy of the administration structure or financial situation of the firm given its
proposed activities. In such a case, we are required to give reasons to the firm within
three months of it notifying us that it intends to establish a branch. In this situation,
we must be satisfied that we have received all relevant information (i.e. the
notification is complete) before the three month period starts to run. As there is no
change here no Handbook amendments are required.

Changes to branch information

5.22 Should any branch information change from that previously notified (see paragraph
5.16 above), a firm must give written notice of the change, at least one month
before implementing it, to the competent authority of its Home Member State which
should then inform the Host Member State. This change will be accommodated by
changes to the EEA Passport Rights Regulations75 and our Handbook.76

Record-keeping 

5.23 Firms which wish to passport must keep records that detail the services or activities
carried on from a branch or provided on a cross-border basis including the requisite
details of those services or activities. Requisite details include such information as
the programme of operations to be carried on from the branch, the address at which
the branch is to be established and whether the branch intends to use tied agents.77

MiFID requires that the records be kept for a period of five years, while for firms
not passporting under MiFID the period of retention is three years, which is our
existing requirement. The Handbook text has been amended accordingly.78

Retained Handbook provisions not in MiFID

5.24 As with other parts of our Handbook, the passporting provisions contain several
sections that refer to further sources of guidance, make firms aware of
requirements in other Handbook sections or from Host State regulators, or make
reference to the relevant sections of FSMA. We are proposing to retain this
guidance setting out the structure, format and confirmation of notifications as we
believe this is useful for firms.

5.25 We make clear that if a firm wishes to establish a branch or to provide cross-border
services in more than one Member State then this can be communicated in a single
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79 SUP 13.8.

80 Treasury consultation document, Schedule 12.

notification as long as the required details for each Member State are clearly
identifiable. MiFID does not make specific reference to multiple notifications, but by
clearly allowing this we can help reduce the amount of paperwork for firms.

5.26 We are required to inform a firm that we have communicated the required
information to the Host State. Through the Handbook we make it clear to firms
that such notifications will be in writing and we plan to retain that provision

5.27 While the Directive does not prescribe the method or format of a change notification
from firms we propose to maintain our existing requirements in this area, with
necessary modifications allow for efficient and effective processing. The
requirements for firms are set out in our Handbook.79

Q1: Do you agree with our proposals to retain these provisions?

Cost-benefit analysis

5.28 Our CBA for the changes described above can be found in Chapter 2 of Annex 2.
The costs are essentially one-off in nature, and fall mostly on us as the competent
authority. We identify some minor benefits in terms of improving the efficiency of
our supervisory efforts and the formalisation of certain passporting rights.

What do we expect firms to do? 

5.29 The Treasury proposes to provide transitional provisions to smooth the transfer
from the ISD to MiFID. In particular, these should avoid the need for fresh
passporting notifications relating to investment services and financial instruments
that come within the scope of a UK firm’s existing passport. MiFID provides that
ISD passports shall automatically become MiFID passports. Therefore, in so far
as a UK firm provides investment services in other Member States in relation to
ISD services contained in its existing passport, a firm will not be required to
submit a new notification under FSMA. However, it is possible that some other
Member States may take a different view. This issue is subject to further
discussions at European level, and we will inform firms of the outcome and its
practical implications in due course. 

5.30 In the meantime, firms may find it helpful to consider the proposed changes to
FSMA80 which indicate how ISD investment services and instruments map to the
corresponding MiFID investment service, activity or financial instrument.
Although still in draft form, it will provide a starting point for firms considering
their position.

5.31 Where a UK firm wishes to provide cross-border services or establish a branch
carrying on activities or providing services which fall outside the scope of its current
passport, but which amount to MiFID investment services and activities, a new
passporting application will need to be made. This would arise, for example, where
a firm wished to passport investment services in relation to commodity derivatives,
credit derivatives or the new miscellaneous category of derivatives.81
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81 MiFID Level 1 Annex I Section C10

5.32 Firms falling within this category will need to apply in time for a passport to be
granted by 1 November 2007. However, in this respect, we will be communicating
with firms in early 2007 about passport notifications by which time the Treasury
legislation should be finalised.
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Appointment of tied
agents6

82 MiFID Level 1 Article 23. 

83 References in this section to investment firms also cover MiFID credit institutions. 

84 Treasury Consultation Document, Chapter 4.

85 Principally section 39 FSMA (exemption of ARs from the section 19 FSMA general prohibition).

86 SI 2001/1217.

87 SUP 12.

Introduction

6.1 MiFID82 sets out obligations for investment firms83 in relation to their use of
tied agents to carry on MiFID business. The MiFID tied agent regime is
discretionary and Member States are not required to allow their investment
firms to appoint tied agents. However, the Treasury has proposed that a regime,
largely similar to the current UK appointed representative (AR) regime, will be
permitted in the UK.84

6.2 The AR regime is delivered mostly through primary legislation,85 the Appointed
Representative Regulations86 and rules and guidance in SUP.87 The Treasury is
responsible for the legislation underpinning the AR regime and proposes to
implement the tied agent regime through changes to the AR legal framework,
effectively treating tied agents as a subset of the general class of ARs. In this chapter
the changes that we propose to make to our Handbook are based on the legislative
changes proposed in the Treasury Consultation Document.

6.3 MiFID explicitly gives Member States the discretion to impose requirements on
firms with tied agents in addition to those set out in the Directive. We indicate
below the key areas in which implementation via the AR regime utilises this
flexibility in retaining existing requirements, so as to ensure that the high-level
obligations imposed by MiFID are operationally workable.

Sectors affected

6.4 Many firms that currently have ARs will be outside MiFID scope. This will include
some networks of financial advisers, for example. We do not expect firms that are
outside MiFID and use ARs to have to change their arrangements where they
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88 Such as the exemption in MiFID Level 1 Article 3.

89 Exceptions apply for a long-term insurer or the operator of a UCITS scheme.

90 SUP 12.5.6AR.

continue to be outside MiFID scope as these ARs should fall within an exemption
from MiFID.88

6.5 Firms that will be within-scope and currently use ARs include some investment managers
and stockbrokers, for example. Irrespective of the business currently undertaken by the
ARs, they will be tied agents under MiFID if their principals are MiFID investment firms
and they carry on any activities that fall within the scope of MiFID. 

Summary of new MiFID requirements and changes proposed

Tied agents restricted to only one principal 

6.6 In general, our current regime prohibits an AR from carrying on designated
investment business in relation to a private customer for more than one principal.89

MiFID operates a similar regime in that in respect of MiFID business a tied agent
can act on behalf of only one investment firm as principal. However, the MiFID
restriction is not limited to retail business: it extends to MiFID activity undertaken
for any clients (including those who would currently be classified as Intermediate
Customers or Market Counterparties). 

6.7 We are proposing to amend our regime to reflect the MiFID requirements by
extending the current prohibition to all clients in respect of MiFID business. Any
tied agent arrangements affected by this change will need to be reviewed. If a MiFID
tied agent wishes to act for more than one principal, it would have to be treated as
an investment firm and therefore seek authorisation as such.

6.8 However, MiFID recognises that tied agents can undertake activities that are outside
MiFID scope, so (subject to any other national restrictions90) a tied agent could have
one principal for MiFID business and also act as the appointed representative of a
non-MiFID firm in respect of non-MiFID activities it carries on. For example,
insurance mediation activities or activities falling within an exemption under Article
2 or 3 of MiFID. 

6.9 Our current rules require the prohibition of multiple principals for certain activities
to be reflected in the written contract between a firm and its AR. We propose to
amend the rules to implement the broader MiFID prohibition described above. 

Q2: Do you agree with our approach to implementing the
prohibition on multiple ties in respect of MiFID business for
non-retail clients? 

Changes required to the FSA Register

6.10 MiFID requires a tied agent to be registered in a public register in the Member State
where it is established. The tied agent must satisfy certain high-level requirements;
generally that it is of sufficiently good repute and possesses appropriate general,
commercial and professional knowledge, before being admitted to the register. 
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91 As defined in SUP12.

6.11 To meet the MiFID requirements, we propose to maintain the current position
whereby UK firms assess the suitability of a potential tied agent, and the tied agent is
recorded on the current FSA Register. In addition, we will also record the UK tied
agents of EEA investment firms, or EEA tied agents that have established a branch in
the UK. In those cases the assessment of the tied agent’s suitability will remain the
responsibility of the EEA investment firm or its Home State regulator in accordance
with the Home State requirements. 

6.12 If a Member State does not permit the appointment of tied agents by its investment
firms, a tied agent in that Member State appointed by an investment firm elsewhere
must be registered in the Home State of the investment firm. So the FSA Register
will also contain details of any EEA tied agents of UK firms where the tied agent
cannot be registered in its own Member State. 

6.13 We will be exploring with firms the practical implications of the passporting and
registration requirements, and what they will need to do, in due course. 

Activities permitted by tied agents

6.14 Most services that MiFID envisages could be undertaken by tied agents can be
mapped to the activities permitted for ARs, as set out in the Appointed
Representative Regulations. MiFID is slightly wider in scope but the Treasury’s
position is to maintain the existing UK perimeter for tied agents of UK investment
firms (whether the tied agent is established in the UK or another EEA state). We
expect tied agents and their activities to be discussed with other Member States as
part of the CESR Level 3 programme.

6.15 Under MiFID, as under the AR regime, the investment firm remains fully responsible
for any action or omission of the tied agent when it acts on behalf of its principal as
agreed. It will remain the responsibility of the investment firm principal to decide on
the services to be provided by its tied agents. The principal can only allow such
activities as it can appropriately monitor.

6.16 The activity of Introducers91 is outside MiFID scope and we do not propose to make
any changes to our current regime bearing on this activity.

Holding client money

6.17 Our rules prohibit a firm from allowing its AR to hold client money (except where
the firm is an insurance intermediary, where specific client asset rules apply). MiFID
does not prohibit this but leaves the matter to the discretion of each Member State.
We are not proposing any change to the existing restriction and this will also apply
to tied agents undertaking MiFID activities. For tied agents established in the UK,
this would mean they could not hold client money when conducting business in the
UK or when passporting into other Member States. This restriction would also
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prevent tied agents of EEA MiFID firms from holding client money in the UK where
the tied agent is established in the UK, but would not apply where a tied agent is
providing cross-border services into the UK without an establishment here.

Territorial scope

6.18 Using tied agents across Europe brings a territorial element to a firm’s business as it
will give firms the opportunity to appoint tied agents established in other Member
States to act on their behalf. 

6.19 MiFID states that where an investment firm uses a tied agent established in a
Member State outside its Home State, the tied agent is to be considered as a branch
of the firm, so that the Directive’s requirements relating to branches apply to it.92

6.20 MiFID requires an investment firm to notify its Home State regulator when it wishes
to use tied agents in another Member State. This is part of the information
disclosure a firm must make when it wishes to use its passport to provide investment
services and activities in another Member State.

6.21 If the competent authority of the Host State requests it, the competent authority of
the Home State of the investment firm must provide the identity of the tied agent
that the firm intends to use within that Host State. It will be the firm’s responsibility
to advise its Home State of what should be notified. The competent authority of the
Host State may then make this information public.

What do we expect firms to do?

6.22 As the MiFID tied agent regime is similar to the UK AR regime, we will use the AR
regime already in place to accommodate tied agents in the UK. We do not envisage
within-scope firms having to make substantial changes to the relationships they have
with their ARs, unless they are affected by the extended prohibition on multiple ties,
in which case they may need to amend their agreements with their ARs. 

6.23 As noted above, we are considering the practicalities of the process for establishing
and/or registering a MiFID tied agent and will be explaining our plans in early 2007. 

6.24 We do not expect firms that are not caught by MiFID and have ARs to have to make
changes to these arrangements where they continue to be outside MiFID scope. 

92 MiFID Level 1 Article 32, which includes notification requirements relating to the firm, which apply in parallel to
the registration requirements relating to the tied agent, and provisions concerning the allocation of responsibilities to
the Host State regulator (see paragraphs 5.17 - 5.19).
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Enforcement and
Regulatory Cooperation7

93 The FSA’s key enforcement powers are listed in ENF 1 Annex 1.

94 MiFID Level 1 Articles 48 to 63.

95 MiFID Level 1 Articles 56 to 62 and MiFID Level 2 Implementing Regulation Articles 15 to 16.

96 Title IV of MiFID.

Introduction 

7.1 The Enforcement manual (ENF) is the part of our Handbook which contains guidance
for firms, approved persons and other persons on the use of our enforcement
powers.93 In this Chapter we explain the relatively minor changes we propose to make
to ENF and to the Decision Making manual (DEC) to take account of the Treasury’s
proposed amendments to FSMA to the relevant MiFID provisions.94 Our proposals are
therefore based on the Treasury’s Consultation Document and may change pending
finalisation of the legislative amendments later this year.

7.2 In this Chapter we also discuss implementing the cooperation and exchange of
information provisions in MiFID.95

Sectors affected

7.3 On the basis of the Treasury’s consultation and given the nature of the enforcement
and cooperation regime, the new and/or revised FSMA provisions will affect RMs,
MiFID firms and also market operators.

7.4 However, given the small scale of the changes in this area, the impact on UK
markets is not likely to be material.

Summary of MiFID requirements and changes proposed

7.5 MiFID96 sets out the minimum powers that a competent authority is required to
have to supervise and enforce compliance with MiFID requirements. It also deals
with the overarching cooperation obligations between competent authorities of
different Member States and between authorities in the same Member State. 
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97 Annex H

98 MiFID Level 1 Article 50. 

99 Sections 167 and 171 of FSMA.

100 ENF 2.

101 Section 296 of FSMA.

102 Recognised Investment Exchange and Recognised Clearing Houses manual, REC.

103 Section 300B of FSMA.

7.6 The transposition table incorporated in the Treasury’s consultation document97

shows that most the enforcement powers required by MiFID are already available to
us under existing provisions of FSMA. 

7.7 The following five key areas have been identified in relation to which amendments
to our enforcement powers are required:

• recognised investment exchanges (RIEs); 

• suspension and removal of a financial instrument from trading;

• intervention in respect of incoming firms that are EEA firms;

• withdrawal of authorisation in relation to investment firms; and

• enforcement of the MiFID Level 2 Implementing Regulation.

Enforcement powers in relation to RIEs 

7.8 FSMA is being amended to implement the enforcement and supervisory powers98

that a competent authority is required to have under MiFID in relation to RIEs.
Broadly, the required powers are consistent with the current approach under FSMA,
which provides for a high-level supervision regime in respect of RIEs. The proposed
amendments to FSMA will result in our having the following additional enforcement
and supervisory powers in relation to RIEs: 

• Powers of investigation into RIEs: amendments are being made to FSMA99 to
extend our powers of investigation to RIEs. We propose to make a
consequential amendment to ENF100 to reflect these changes. 

• Power to carry out on-site inspections and power to request temporary
prohibition of professional activities: amendments being made to FSMA101 will
give us the ability to direct an RIE to take specified steps, which could include
allowing us access to its premises for inspection purposes and/or temporarily
suspending the carrying-on of its regulated activities. We propose to reflect this
change in our guidance.102

• Power to require the suspension and removal of a financial instrument from
trading. (This is discussed in more detail below).

• Power to take precautionary measures in respect of EEA market operators: a
new section is to be inserted in FSMA103 and as a result we propose to refer to
this change in the REC section of our Handbook.
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104 Part XVIIIA of FSMA.

105 Section 313A of FSMA.

106 ENF 21.

107 Section 313B of FSMA.

108 Section 313C of FSMA and ENF 21.

109 DEC Chapter 3 Annex 1. 

110 MiFID Level 1 Article 62.

111 Section 194A of FSMA.

112 ENF 4.

113 Non-MiFID firms will continue to be subject to section 199 of FSMA.

114 Sections 199A and 199B of FSMA.

Suspension and removal of a financial instrument from trading

7.9 A new part is to be added to FSMA104 to implement the articles of MiFID105 which
provide that competent authorities must be given a power to require suspension or
removal of a financial instrument from trading. The new suspension/removal power
will apply to RIEs, investment firms and credit institutions. We propose to amend
ENF to refer to it.106

7.10 Under the new provisions in FSMA,107 we must give the relevant institution and
issuer written notice when exercising our suspension or removal power. We propose
to add to ENF references to this notice procedure and to a related publication
obligation.108 The new provisions further provide that if we have required an
institution to suspend a financial instrument from trading and we propose to refuse
an application by the institution or the issuer for the cancellation of the requirement,
we must give the institution and the issuer a warning notice. We propose to add this
new notice to the list of warning notices set out in DEC,109 and to make it clear that
decisions to issue a warning notice and decision notice will be taken under executive
procedures. 

Powers of intervention

7.11 MiFID110 provides that Host States must have precautionary powers where a firm is
breaching MiFID. A distinction is made between intervention in respect of
requirements that confer powers on the Host State in the event of breach and
intervention in respect of requirements that do not confer such powers. 

7.12 As this power is not currently available to us, a new section is to be inserted in
FSMA111 which will enable us to exercise powers of intervention in circumstances
where an incoming EEA firm has contravened a requirement imposed on it by
MiFID. We propose to add to ENF112 a reference to this new power.

7.13 MiFID also establishes specific procedures that competent authorities must follow
when exercising precautionary powers in relation to MiFID firms. The overall effect
is that we will be required to operate separate procedures for MiFID firms as
compared with non-MiFID firms.113 The new procedures are being transposed
through two new sections of FSMA,114 which will apply in the following
circumstances:

• where we have enforcement powers under MiFID; and
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• where the firm’s Home State regulator is responsible, in the first instance, for
enforcing compliance with MiFID requirements.

7.14 By way of illustration, where an EEA investment firm providing cross-border
services into the UK or operating from a branch established in the UK is in breach
of a Home State requirement (i.e. a requirement not conferring powers on us in the
event of breach), MiFID requires us to notify the Home State competent authority. If
the measures taken by that authority prove inadequate and the EEA firm persists in
‘acting in a manner that is clearly prejudicial to the interests of UK investors or the
orderly functioning of markets’, MiFID provides that we should be able to act to
protect investors and the proper functioning of markets. The new section of FSMA
gives us the ability to take this action.

7.15 On the other hand, where a UK branch of an EEA firm is acting in breach of Host
State requirements (i.e. requirements conferring powers on us in the event of
breach), we will be able to require the EEA firm ‘to put an end to its irregular
situation’. If the firm fails to do so, MiFID provides for a new streamlined
procedure enabling us to take appropriate action against that firm, having first
notified the firm’s Home State competent authority. 

7.16 In addition to investment firms, MiFID applies to credit institutions when they provide
one or more investment services and/or perform investment activities.115 It follows that
the procedures outlined above will apply, for example, in relation to breaches of
requirements by credit institutions when dealing on their own account, executing client
orders and providing investment advice. 

7.17 We propose to amend ENF to refer to the new sections of FSMA. 

Withdrawal of authorisation in relation to investment firms 

7.18 The provision of additional powers to withdraw an investment firm’s Part IV
permission is discussed in chapter 4.We propose making minor changes to ENF 5116

to reflect these new powers 

Enforcement of the MiFID Level 2 Implementing Regulation

7.19 To ensure we can enforce the directly applicable requirements of the Level 2
implementing regulation, several of the enforcement provisions of FSMA are to be
modified so that they extend not only to requirements imposed by or under FSMA
but also to requirements imposed by the Level 2 measures. The following table
identifies the sections of FSMA that are to be amended in this regard, as well as the
sections of ENF that require consequential amendments as a result.

115 MiFID Level 1 Article 1(2).

116 ENF Chapter 5, paragraphs 5.18-5.20
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117 Section 16.

118 MiFID Level 1 Recital 63.

Transitionals

7.20 Transitional provisions in FSMA are unnecessary as the Interpretation Act117 will
address any transitional issues that arise in proceedings which are partly completed
at the time of the commencement of the FSMA changes.

Cooperation and exchange of information

Scope of cooperation and exchange of information

7.21 Because of increasing cross-border activity it is important that competent authorities
strengthen regulatory cooperation and assistance they provide to each other to
ensure the effective enforcement of MiFID.118

FSMA section Brief description of power ENF amendment

s. 66 Disciplinary powers ENF 7.6
ENF 8.10
ENF 11.5
ENF 13.1

s. 168 Appointment of persons to
carry investigations in
particular cases

ENF 2.3
ENF 2.5

s. 194 General grounds on which
power of intervention is
exercisable

ENF 4.3

s. 205 Public censure ENF 12.1

s. 206 Financial penalties ENF 13.1

s. 380 Right to request the
freezing and/or the
sequestration of assets

ENF 6.3

s. 382 Restitution order ENF 9.2
ENF 9.4
ENF 9.7

s. 384 Restitution required by the
FSA

ENF 9.2
ENF 9.5
ENF 9.7

s. 401 Criminal prosecution
powers

ENF 15.2 
ENF 15. 3
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119 Sections 169 and 354 of FSMA.

120 The Financial Services and Markets Act 2000 (Disclosure of Confidential Information) Regulations 2001.

121 MiFID Level 1 Article 58 and MiFID Level 2 Implementing Regulation Article 15.

7.22 While MiFID envisages a greater degree of cooperation than under the ISD, our
existing cooperation obligations as set out in FSMA119 are broad enough to
encompass the cooperation obligations that are required under MiFID. 

7.23 Minor changes are being made to the regulations that enable disclosure of
confidential information.120 We will have regard to these changes, particularly the
wider gateway enabling disclosure of confidential information to the Competition
Commission and to the Office of Fair Trading for the purposes of their functions.

Requests for cooperation and exchange of Information

7.24 MiFID121 establishes the procedures governing requests for cooperation and exchange
of information between competent authorities. We do not propose to amend ENF to
refer to this part of the Regulation. However, we will follow the procedure set out
there in relation to requests for cooperation and exchange of information.

Q3: Do you have any comments regarding the amendments we
propose to make to ENF and DEC?

Cost-benefit analysis

7.25 Our CBA for the changes required by MiFID is set out in Chapter 4 of Annex 2.
The majority of the estimated costs are relatively minor and fall upon us as the
competent authority. The benefits are likewise minor and accrue principally to
regulators across the EU – but improved enforcement and regulatory cooperation
will benefit EU firms and investors generally.
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Principles for Businesses8

122 PRIN 2.1.1R.

123 PRIN 3 – rules about application.

Introduction 

8.1 This Chapter explains the changes that we propose to make to the PRIN
Sourcebook arising from the implementation of MiFID.

8.2 The PRIN Sourcebook (PRIN) provides a high-level regulatory framework that sets
fundamental standards which apply to authorised firms generally. The 11 Principles
for Businesses122 (‘the Principles’) are largely consistent with the high-level
requirements of MiFID. We have concluded that we do not need to amend the text
of the Principles in order to implement MiFID requirements; this will be delivered
where necessary through changes to other areas of our Handbook, as described
elsewhere in this, and in other, consultation papers. This approach will enable us to
maintain the Principles as a consistent set of high-level standards. 

8.3 However, some amendments to PRIN 3123 will be necessary to ensure that the
application of the Principles does not conflict with the application of the MiFID
requirements as implemented through changes to our Handbook on which we are
consulting in this CP. We will revise the amendments to PRIN proposed in this
Chapter if, following the Reforming COB Regulation CP planned for October,
further amendments appear necessary.

Sectors affected

8.4 The Principles apply to all firms regulated under FSMA. However, the changes to
their application described in this chapter affect firms that are within MiFID scope
only when conducting Eligible Counterparty (ECP) business or when concluding
transactions as members or participants of a regulated market (RM) or a
Multilateral Trading Facility (MTF). For all other firms, the Principles will continue
to apply as they do now subject to jurisdictional changes.



Financial Services Authority 47

124 MiFID Level 1 Articles 19, 21 and 22.

125 MiFID Level 1 Article 24(1).

126 MiFID Level 1 Articles 14(3) and 42(4). 

127 MiFID Level 1 Articles 13 and 18.

128 Integrity (Principle 1); Skill, care and diligence (Principle 2); Customers’ interests (Principle 6); and Customers:
relationships of trust (Principle 9).

129 Conflicts of interest (Principle 8).

130 Chapter 9.

Summary of MiFID requirements and changes proposed

8.5 MiFID sets conduct of business, best execution and client order handling
obligations124 that apply to firms when providing investment services to clients.
However, the Directive limits those obligations in two instances:

• firstly, where a firm conducts certain business with a client which is an ECP,125

recognising that ECPs do not need the same level of protection as other types of
client; and

• secondly, where it would be unnecessary to require the members or participants
of an MTF or an RM to owe conduct of business obligations to each other in
relation to the conclusion of transactions that would be governed by the rules of
the MTF or RM.126

8.6 However, the organisational and conflicts of interest requirements of MiFID apply
to business conducted with all types of client, including ECPs.127 Certain of the
Principles impose high-level obligations similar to, but going beyond, those imposed
by the conduct of business and organisational requirements of MiFID. We therefore
propose to amend the application of those Principles to make them consistent with
the application of the MiFID requirements.

8.7 We propose to do this by introducing a general amendment to PRIN 3, the effect of
which is that the Principles will not apply where this would result in the UK being in
breach of a European obligation (this will also avoid the need for further
amendments to PRIN which might arise from future European legislation).

8.8 We propose guidance to explain how this general provision will affect the
application of the Principles in the circumstances described above.

8.9 Broadly speaking, the effect of the general amendment is that Principles 1, 2, 6 and 9:128

• will have only limited application to a firm when carrying on business with ECPs;

• will not apply to members and participants of an MTF or an RM in the
circumstances described in paragraph 8.5; but

• will continue to apply, as now, in relation to a firm’s obligations to uphold
market integrity.

8.10 Principle 8129 will continue to apply as now, but the MiFID provisions on conflicts
of interest, as implemented through amendments to SYSC consulted on in our
CP06/9,130 will impose obligations that are wider than Principle 8 and will apply to
business with ECPs.
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8.11 The proposed guidance makes clear that Principles 3, 4, 5, 7, 10 and 11 are not
affected;131 they will continue to apply as now to firms both within and outside the
scope of MiFID.

8.12 The proposed general amendment and guidance are set out at Annex 5.

Cost-benefit analysis

8.13 We believe that the amendments described here are of minimal significance when
considered in relation to the application of the Principles as a whole. Annex 2 does
therefore not contain a CBA of these amendments. CBA of the implementation of the
MiFID organisational and conduct of business requirements, to which the amendments
to PRIN 3 relate, is or will be included in the relevant CPs described in the JIP.

What do we expect firms to do?

8.14 In assessing the impact on their business of these amendments to PRIN 3, firms
should also note that the MiFID client categorisation regime differs from our current
client classification regime. In particular, some clients that can be classified now as
market counterparties may not qualify to be classified as ECPs under MiFID and, as
professional or retail clients, will be owed obligations under all 11 Principles.

Q4: Do you agree with our proposed approach to ensuring that
the application of the Principles for Businesses is
consistent with MiFID requirements?

131 Management and control (Principle 3), Financial prudence (Principle 4), Market conduct (Principle 5),
Communications with clients (Principle 7), Client assets (Principle 10) and Relations with regulators (Principle 11)
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Part II: Client assets and
prudential issues



Introduction9

50 CP06/14: Implementing MiFID (July 2006)

132 That is, exempt CAD firms – see Chapter 11.

133 CASS 6 ‘MiFID custody’ and CASS 7 ‘MiFID client money’.

134 CASS 2 ‘Non-MiFID custody’ and CASS 4 ‘Non-MiFID client money’.

9.1 In this Part we set out our proposals for implementation of the MiFID provisions on
the safeguarding of client assets (CASS), and on capital adequacy for exempt CAD
firms (ECFs).132

Client Assets (Chapter 10)

9.2 Client asset requirements (covered in the CASS Chapter of our Handbook) are the
only element of the MiFID Level 2 Implementing Directive on which we are
consulting now. Given the complexity of the client asset rules, we prefer to maximise
the consultation time available to the industry. We intend to create two new
Handbook Chapters for MiFID scope business133 which will consist of intelligent
copy-out of MiFID text with the addition of provisions that are either required
under the MiFID Level 2 Implementing Directive, are necessary to ensure its
effective operation or fall outside its scope. The existing CASS Chapters 2 and 4134

of our Handbook will continue to apply for non-MiFID scope business, but with
flexibility for firms that are both within and outside MiFID scope, to opt-in to the
new MiFID regime for their non-scope business. 

9.3 The MiFID requirements and our implementation proposals bring significant
changes to the existing CASS regime. One of the more important relates to the
current opt-out from client money protection by professional clients. We do not
believe that this is compatible with MiFID segregation requirements and so our
proposals do not provide for any such opt-out. For client asset reconciliations and
calculations, a key change – providing more flexibility for firms – is that most of our
Handbook text would be guidance rather than rules. We also propose rules that
permit firms to place client money in qualifying Money Market Funds (MMFs),
which will give firms more flexibility. But, to meet MiFID requirements there will be
some restrictions on the use of unregulated custodians.
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Capital and Professional Indemnity Insurance (PII) Requirements
(Chapter 11)

9.4 ECFs are exempt from the risk based requirements of the recast Capital Adequacy
Directive (CAD) due to the limited scope of their activities. MiFID introduces
flexibility for these firms by offering them the option of having capital or
professional indemnity insurance (PII) (or a comparable guarantee), or an equivalent
combination of the two. To implement this we propose a simple approach to the
capital/PII trade off, together with an additional minimum capital requirement for
those firms that choose the PII option, and a basic solvency requirement. 

9.5 We are also consulting on the data to be provided by ECFs as part of the
introduction of integrated regulatory reporting (IRR). CP06/11, issued in May 2006,
set out new reporting requirements for non-CRD and non-MiFID scope firms but
did not cover capital adequacy reporting for ECFs. The new reporting requirements
for these firms will come into force on 1 November 2007.

9.6 For information, we have also included the Handbook changes required to maintain
the current solo prudential regime for specialist commodity firms that are exempt
from the capital requirements of CAD and BCD, on which we consulted in CP06/3.
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135 MiFID Level 1 Article 13(7), 13(8) and Level 2 Implementing Directive Articles 16-20.

136 Assets refers to funds and financial instruments.

Introduction

10.1 In this Chapter we explain our proposals for implementing the MiFID requirements
on client assets.135 Safeguarding of client assets,136 by appropriate differentiation
between the assets of the firm and its clients, is a fundamental component of
investor protection under MiFID, as under the existing UK regulatory framework.
Although MiFID will require us to make changes to CASS, the existing sourcebook,
the regulatory standard is broadly equivalent. However, there are significant
changes, in particular to the definition of client money and in allowing more
flexibility for firms. This flexibility will put more emphasis on the responsibility of
firms and their senior managers for meeting the standards required. Our proposals
give firms more discretion in certain areas, but have not changed the outcomes we
expect firms to achieve. 

Sectors affected

10.2 The MiFID requirements on the safeguarding of client assets apply to all firms
undertaking MiFID business when they are holding financial instruments or funds
belonging to clients.

10.3 We will create two new Chapters in CASS for the MiFID requirements on
safeguarding of client assets. These will be CASS 6 (MiFID custody) and CASS 7
(MiFID client money). The existing CASS 2 (non-MiFID custody) and CASS 4 (non-
MiFID client money) rules will continue to operate for non-MiFID scope business.
Our proposals include provisions which will allow a firm which does both MiFID
scope and non-MiFID scope business, and which holds client assets in connection
with both, to comply with the MiFID requirements for all its business but with some
flexibility around the way its non-MiFID assets are treated. 

Summary of new MiFID rules and changes proposed

10.4 The protection of assets properly belonging to clients, particularly when a firm
becomes insolvent, has been a cornerstone of the UK regulatory regime since 1988.
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137 In Scotland money is held as ‘agent’.

138 MiFID Level 1 Article 13(7) and (8).

139 MiFID Level 2 Implementing Directive Articles 16-20.

140 MiFID Level 2 Implementing Directive Article 16(2).

141 Together these provisions form the ‘MiFID requirements’ for client assets.

142 MiFID Level 2 Implementing Directive Article 16(2).

FSMA empowers us to write rules providing for clients’ money to be held ‘on
trust’,137 underwriting the protections provided through the client asset rules.
Segregation of client money and the trust relationship constrain a firm in the way it
handles client money and makes it clear to third parties that the money is not the
firm’s. If a firm becomes insolvent, client money does not constitute part of the
insolvent firm’s estate. It is thus protected from claims by creditors of the firm.
CASS similarly protects assets that are safe custody investments, although FSMA
does not specifically empower us to make rules providing for such assets to be held
on a trust basis. 

10.5 MiFID seeks to protect client assets in a broadly similar way through very general
provisions requiring firms to make adequate arrangements to safeguard clients’
ownership rights of both financial instruments and funds. MiFID Level 1138 is drafted at
a very high level of generality. The MiFID Level 2 measures139 supplement these high-
level principles in relation to certain of the responsibilities of firms set out under Level 1.
The Directive recognises the diversity of legal systems among Member States and, in
particular, of national laws relating to property and insolvency. MiFID requires Member
States to prescribe supplementary binding rules where necessary.140

10.6 We propose the following approach to implementation:141

• intelligent copy-out of MiFID, involving a move to higher-level rules in some
areas, supplemented by guidance, e.g. about the method and frequency of
reconciliations;

• retaining certain existing provisions required under MiFID,142 e.g. segregation of
assets by a sub-custodian, and the statutory trust;

• retaining existing provisions that fall outside of the scope of the Directive, e.g. the
client money distribution rules and rules on different types of client accounts; and

• retaining existing provisions covering matters that the Directive did not address
but that are necessary to ensure its effective operation, e.g. the definition of
client money, the holding of client money by third parties, and rules dealing
with when money ceases to be client money. 

10.7 Our implementation proposals for the MiFID requirements imply key changes in the
existing CASS regime. One of the more important relates to the current opt-out
from client money protection for professional clients. We do not believe that this is
compatible with MiFID segregation requirements and, hence, our proposals do not
include any such opt-out. For client asset reconciliations and calculations, a key
change is that most of our Handbook text will be Guidance rather than Rules. This
provides more flexibility for firms that can show that they are currently performing
the calculation/reconciliation more often than is reasonably required in all the
circumstances. We also propose rules that permit firms to place client money in
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143 MiFID Level 2 Implementing Directive Article 18(1) and 16(1)(e) respectively – ‘segregation provisions’.

144 MiFID Level 2 Implementing Directive Article 18(1).

145 See MiFID Level 1 Recitals 26 and 27.

146 CASS 4.1.9R.

qualifying Money Market Funds (MMFs), and there will be some new restrictions in
the use of unregulated custodians. We discuss these changes further below.

Defining client money

10.8 Our existing definition of client money is very broad, catching any money that a
firm receives or holds from, or on behalf of, a client in the course of, or in
connection with its designated investment business. The scope is cut back by specific
carve outs, such as those for approved banks, the permitted activities of a long-term
insurer, money held by depositaries and money that is opted-out.

10.9 MiFID does not define client money. MiFID requires firms to segregate ‘client
funds’ and that these funds be separately identified from any money belonging to
the investment firm.143 However, there are some MiFID recitals and provisions
which help delineate the nature of client money. For example, there is an express
exemption where a bank holds money as banker144 and MiFID provides examples
of where money (or financial instruments) will not be regarded as belonging to
the client.145

10.10 We propose to carry forward the current approach for the definition of client
money, particularly as this will provide certainty for statutory trust purposes. We
propose a new carve-out reflecting the effect of the banking exemption and any
relevant recitals. MiFID does not make provisions about the treatment of money
paid out of the segregation arrangements, for example money that is due and
payable from the client to the firm or money transferred by the firm to third
parties such as exchanges and clearing houses. Our view is that it is not intended
that such money be subject to the full MiFID segregation requirements, because
either the intention is that the client should not have any rights in the money or
the money is being transferred for the purpose of a transaction. We propose,
therefore, rules that set out when money ceases to be client money and on the
transfer of client money to a third party that are similar to our existing rules.

The opt-out for professionals

10.11 Although, in principle, CASS 4 currently applies whenever a firm holds or
receives money from, or on behalf of, its clients in the course of, or in connection
with, its designated investment business, there are several specific exclusions. One
of these exclusions is the ‘professionals’ opt-out’.146 This exclusion permits a firm
to agree with intermediate customers and market counterparties that money that
would otherwise be ‘client money’ will not be subject to the protections in CASS
4. Retaining the professionals’ opt-out would not be compatible with the MiFID
segregation requirements. So we are not proposing to carry-forward the current
exclusion into CASS 7.
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147 See MiFID Level 1 Recitals 26 and 27.

148 Article 5 of the RAO.

149 Article 8 of the RAO.

150 MiFID Level 1 Article 19(1).

10.12 There is no express scope to derogate from the segregation requirements in MiFID
where the firm is holding money belonging to clients. However, the MiFID Recitals147

clearly suggest that certain monies and financial instruments should not fall within
the definition of client money or of financial instruments belonging to clients.
Subject to certain conditions, money received by the firm under, for example, title
transfer collateral arrangements will be outside the client money protections.
However, the scope of the recitals is not unlimited – an unconstrained
interpretation would be inconsistent with the purpose of the operative provisions
of the Directive. Recital 27 covers relevant collateral arrangements under the
Financial Collateral Directive FCD (which covers collateral arrangements for
certain business outside the consumer sphere). By analogy, we believe the same
position holds true for title transfer arrangements under domestic law, provided
they are consistent with Community law.

10.13 We think that these Recitals would allow many existing arrangements to continue.
However, we would expect the arrangement to be properly documented between the
firm and the client and to involve good faith collateral or other arrangements, even
where they relate to future or prospective obligations. 

10.14 In any decisions to remove money from MiFID’s protections, firms will also be
constrained by limitations implicit in the definition of accepting deposits. The scope of
the current ‘opt-out’ is in practice limited by the definition of accepting deposits under
the RAO.148 The RAO provides an exemption for money received by an authorised
person ‘in the course of or for the purposes of carrying on certain regulated
activities’.149 If the receipts go beyond this exemption it is possible that the firm is
accepting deposits. The position will be the same going forward, in other words, it
must be within the contemplation of any agreement, that monies received under title
transfer or other arrangements are genuinely for the purpose of meeting obligations
relating to the carrying-on of investment business.

10.15 Our understanding is that such arrangements may be used for retail clients but only
in very limited circumstances, for example stocklending (for financial instruments)
or arrangements for retention of commission rebates. We would also expect firms
to be mindful of the MiFID COB requirements,150 in particular, on the need for
investment firms to act honestly, fairly and professionally in accordance with the
best interests of their clients. This will include, for instance, providing appropriate
information to clients so they are reasonably able to understand the nature and
risks of the investment service being provided. 

10.16 We would be concerned if firms tried to use the flexibility in the Recitals to avoid
providing client money protections to retail clients. However, we do not propose any
specific rules to counter this risk at this stage, but will be sensitive to firms seeking
to push the envelope in this way.

Q5: Are there any current arrangements that might not be
covered by the proposed carve-out under Recitals 26 and 27?
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151 CASS 4.1.22G.

152 Before determination of ownership, the money cannot be said to be money ‘belonging to the client’.

153 MiFID Level 1 Article 19(1).

Q6: Would these arrangements have any unintended
consequences that we would need to consider in our overall
implementation of the Directive e.g. impact on repapering
or firm permissions/requirements?

The statutory trust

10.17 MiFID’s segregation provisions require a firm, on receiving any client funds,
promptly to segregate those funds in an account or accounts identified separately
from any accounts used to hold funds belonging to the investment firm. Our view is
that under English law, a trust is the most appropriate mechanism for segregating
client money and a statutory trust has advantages over a private law trust. For
example, the incorporation of the client money distribution rules into the statutory
trust assists in the efficient and prompt distribution of client money. 

10.18 We propose, therefore, to use the existing definition of client money with the carve-
outs described above, and the existing requirements concerning the establishment of
the statutory trust and the segregation and operation of client money accounts. This
will provide certainty as to beneficial ownership and the authority of the firm. And
it would preserve the solid foundation for action by us, or liquidators or other
persons appointed on their behalf, in the event of firm default.

Commission rebates, depolarisation and MiFID

10.19 Before depolarisation, firms were permitted to hold commission rebates and offset
these against future fees without the need to treat them as client money, provided
that this was envisaged in their contractual terms with a client. Guidance in CASS
sets out the circumstances in which such monies might become due and payable.151

In the May 2005 Retail Intermediaries Newsletter, we provided more detailed
guidelines for firms that wished to hold themselves out as ‘independent’. The
newsletter also explained that, although depolarisation had not affected this
treatment of commission, MiFID would change the position and that these monies
might need to be protected as client money. 

10.20 Now that the relevant MiFID provisions have been finalised, our view is that firms
that receive commission on behalf of clients could hold excess commission outside
the client money regime for as long as it was reasonably necessary to determine the
ownership of the money. In addition, excess commission will not be client money
(for MiFID business) where the firm has agreed, in advance with its client, that such
money will be held as collateral to secure payment of future work under a lawful
collateral title transfer arrangement and the firm acts honestly, fairly and
professionally.152 In these circumstances, ‘excess’ commission held by the firm will
not be subject to the client money rules because such money would not fall within
the definition of client money.153



Financial Services Authority 57

154 CASS 2.1.9R(3).

155 We will no longer limit this to personal investment firms.

156 CASS 2.5.8R.

157 MiFID Level 1 Article 19(1).

10.21 Under arrangements such as those outlined above, the firm will not be considered to
be holding funds belonging to clients. Therefore, provided that appropriate
provisions are contained in the firm's agreement with its clients it may still be able
to avail itself of the exemption in Article 3 of MiFID Level 1. We will work with
industry to identify the appropriate provisions that would be required to be included
in standard documentation.

Q7: Do you agree with our proposals that will allow firms to hold
excess commission outside MiFID’s requirements for the
safeguarding and administration of client money?

Personal investment firms temporarily handling financial instruments 

10.22 We are proposing to include in CASS 6 a modified version of the rule154 which
permits the temporary handling of client financial instruments by personal
investment firms outside the client asset protections.155 The rule will permit firms to
handle financial instruments outside the client asset protections provided that they
are passed on to the relevant client or dealt with ‘promptly’ (no later than the close
of the following business day) or for longer periods where this is necessary because
of the nature of the transaction (e.g. while a firm is awaiting stock transfer forms). 

Q8: Do you agree that we should permit investment firms
temporarily to handle financial instruments belonging to
clients without being subject to the full ambit of the
custody rules?

Q9: Will the change to this rule have any unintended
consequences for your firm, if you currently hold
designated investments on a temporary basis?

Private customers’ stock lending and relevant collateral 

10.23 Our existing rules156 currently provide that, for stock-lending activity involving the
custody investments of private customers, firms must ensure that relevant collateral
is provided by the borrower to protect the customer’s rights in the event of default.
We are proposing a more principles-based approach derived from the general duty
to act in the best interests of a client157 together with guidance that we would expect
a firm that engages in stock lending activities with a retail client to ensure that
relevant collateral were provided by the borrower.

Q10: In the absence of this rule, in what circumstances would
you undertake stocklending activities for a retail client
without ensuring that relevant collateral were provided by
the borrower to protect the client’s rights?
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158 MiFID Level 2 Implementing Directive Article 18 – MMFs must meet the following conditions: (a) primary
investment objective must be to maintain the net asset value; (b) invest exclusively in high quality money market
instruments; and (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.

159 E.g. Best execution or transaction reporting.

160 E.g. Custodian agreements and registration and recording.

161 MiFID Level 2 Implementing Directive Article 17.

Guidance on reconciliations and calculation 

10.24 Our existing rules require firms to undertake internal (e.g. the client money calculation)
and external reconciliations in relation to client money and client financial instruments at
different frequencies. The MiFID Level 2 requirements refer only to ‘regular’ external
reconciliations and make no express reference to internal reconciliations. However, it is
implicit in the MiFID client money, systems and controls and compliance requirements
that such internal reconciliations should take place. To align with MiFID, we propose to
replace the current prescriptive time requirements with ‘as often as is necessary to ensure
the safeguarding of clients’ instruments and funds’. This will provide firms with some
flexibility to use alternative approaches to comply with the rule, and is in line with a
more principles-based approach. We propose to carry forward our existing requirements
for client assets systems and controls to be audited annually.

Q11: Will your firm make use of this flexibility or will you
continue to reconcile under current timescales?

Money market funds 

10.25 MiFID includes an express provision that recognises that firms, when segregating client
money, may place that money in a ‘qualifying money market fund’ (MMF) provided
that the fund meets certain conditions listed in the Directive.158 MiFID requires that
clients be given a right to oppose the placement of their funds in a qualifying MMF.
While placing client money in an MMF is not prohibited by our existing rules (provided
a firm has the necessary permissions), there is no express provision that allows for this
method of ‘segregation’. Firms choosing to place their clients’ money in an MMF will
effectively be converting the assets from ‘money’ to ‘financial instruments’ and will need
to have regard to any relevant COB159 and CASS 6160 requirements that apply. They
should also ensure that their permission authorises them to conduct any regulated
activities involved in that conversion or in the safeguarding and administration of units
in MMFs on behalf of clients. We propose to copy-out the MiFID provisions.

Q12: Will your firm use MMFs for the segregation of client money?

Restrictions on the use of unregulated custodians 

10.26 MiFID161prohibits firms from depositing client financial instruments with an
unregulated third party in a jurisdiction where the safekeeping of financial
instruments for the account of another person is subject to specific regulation and
supervision. MiFID also prohibits firms from depositing client financial instruments
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 at least
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162 These are that (a) 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; or (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.

163 CASS 4.1.25R and CASS 4.1.26R.

164 CASS 4.3.106AG – CASS 4.3.110R, in particular CASS 4.3.108R.

one of two conditions is met.162 We propose to copy-out these provisions. These
restrictions may affect certain firms using custody services in third countries. We have
no discretion to allow any derogation from the MiFID text, although to the extent a
firm has opted investments it holds outside of the scope of MiFID into the CASS 6
regime, we propose to incorporate the CASS 2 requirements on the use of
unregulated custodians into the text.

Q13: Will our proposals affect arrangements that firms currently
have with unregulated custodians?

Money received in a foreign currency

10.27 MiFID does not cover segregation of client money received in a foreign currency.
Our existing rules permit firms to segregate client money in a currency different
from that of receipt, provided that the firm adjusts the balance on a daily basis. This
ensures the client bears no currency risk and clarifies that the firm is not required to
open a separate client money account for each currency. We propose to carry
forward this rule. 

Q14: In the absence of this rule, would you pass on currency
exposure to relevant clients?

Issues not covered in this paper

10.28 Three issues remain outstanding and will be covered later in the year. The first is the
application of our rules to solicitors.163 Currently, if solicitors apply the rules of their
relevant Law Society, they do not have to apply our rules. We are working with the Law
Societies of England and Wales, Scotland and Northern Ireland to determine whether
this exemption can be carried forward for those firms undertaking MiFID business.

10.29 The second is the Commodity Futures Trading Commission (CFTC) Part 30
exemption order.164 We are liaising with the CFTC to determine if any change will
be needed to this rule following the implementation of MiFID.

10.30 Under MiFID, the retention period for records will be extended from three to at
least five years. The CBA of this change will be covered in the record-keeping
section of the forthcoming Reforming COB Regulation CP.

Cost-benefit analysis

10.31 The CBA for our proposals on client assets can be found in Chapter 5 of Annex 2
and covers three key issues: the deletion of the client money opt-out for professional
customers; the frequency of client money calculations; and the placement of client
money in money market funds. Of these, the first is the most significant area and we
note that depending on the number of clients affected and the proportion of those
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165 CASS 2.1.9R(3).

166 The holding of documents relating to SIPPS or life policies will fall outside of the scope of MiFID. The key issue is,
therefore, bonds, shares and other financial instruments.

167 For example, MiFID Level 2 Article 16(1)(a) requires that firms ‘… 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’.

who seek legal advice, the costs could be substantial: however, our CBA also notes
ways in which these costs may be mitigated.

What do we expect firms to do?

10.32 Authorised firms which conduct MiFID-scope business will need to consider the
impact, if any, that our proposals may have on their existing arrangements for the
holding/controlling of client money and client financial instruments. In particular,
firms which currently opt-out professional clients for ISD business will need to
consider the impact of the deletion of the opt-out and the extent to which their
present arrangements will need to change. Firms that do not make appropriate
changes may receive and hold client money and will need to have the necessary
permissions and comply with relevant requirements. 

10.33 Firms relying on contractual terms to treat commission rebates as outside of the
client money protections, will need to consider the impact of the changes outlined
above on their customer terms and conditions. Personal investment firms
temporarily holding designated investments should consider what designated
investments they are holding under our existing rules165 and the extent to which
these are caught by our proposals.166 Where they are, our proposals will require
firms to have arrangements to ensure that these designated investments are held for
no longer than is necessary (typically one day but it may be longer depending upon
the nature of the transaction in question). 

10.34 Our proposals provide firms with flexibility in the frequency and method of
reconciliations for client money and financial instruments. Firms will need to
consider a number of issues when deciding how often these calculations and
reconciliations should be performed. This might involve looking at:

• the nature of the firm’s business; 

• the types of client; 

• the complexity of transactions; 

• the risks to which the firm and its clients are exposed; 

• the firm’s systems and controls; and 

• the overarching requirements of MiFID.167

10.35 Firms currently using unregulated custodians will need to assess whether these
arrangements are affected by our proposals and, if so, what changes are required.
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168 An exempt CAD firm (ECF) is authorised to receive and transmit orders from investors and/or to give investment
advice, without holding client money or securities for its MiFID scope activities and without permission for any
other MiFID scope investment service or activity. For further information, see the draft perimeter guidance in Annex
5 to our CP06/9:‘Organisational systems and controls: common platform for firms’ including the answers to
questions 62 and 63. MiFID scope investment services and activities are set out in Annex 1 Section A to MiFID. In
the context of this CP, an ECF means a firm that is established in the UK. It will include firms that were previously
defined as Category D firms in chapter 10 of IPRU(INV). However, it will also reflect the expanded scope of Article
2(2) of CAD to include other firms giving investment advice.

169 MiFID Level 1 Article 67(3) – The impact of Article 67(3) of MiFID has been to amend the CAD by introducing
Articles 7 and 8 (CAD) with effect from 1 November 2007. 

170 PII of at least €1,000,000 for each claim and in aggregate €1,500,000 for all claims.

171 CP06/11 Integrated Regulatory Reporting (IRR): credit institutions and certain investment firms, May 2006.

Introduction

11.1 Exempt CAD firms (ECFs),168 due to the limited scope of their activities, are exempt
from the risk-based capital requirements of the re-cast Capital Adequacy Directive
(CAD). MiFID169 introduces flexibility for ECFs by offering them the option of
having capital or PII (or a comparable guarantee), or a combination of the two. 

11.2 ECFs that are subject both to MiFID and the Insurance Mediation Directive (IMD)
are required, in addition to the IMD PII requirements,170 to have capital or PII, or a
combination of the two, at a level set at 50% of MiFID’s requirements.

11.3 In this Chapter set out our proposed approach to implementation of these
requirements. We are consulting;

• on a simple approach to the capital/PII trade off in relation to implementing
Article 67(3) of MiFID;

• on a basic solvency requirement for ECFs;

• on whether there should be an additional minimum capital requirement for
ECFs that have chosen to comply with the MiFID PII option; and

• on the new capital adequacy reporting requirements for ECFs as part of the
implementation of integrated regulatory reporting (IRR). We indicated what we
expected the reporting requirements to look like in the May 2006 IRR CP,171

which outlined the next phases in implementing IRR.

11
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172 IPRU(INV) Chapter 3 (securities and futures firms which are not investment firms); Chapter 5 (investment management
firms); Chapter 10 (securities and futures firms which are investment firms); and Chapter 13 (personal investment firms).

173 See paragraph 11.16 below.

174 At least €1,000,000 for each claim and in aggregate €1,500,000 for all claims.

175 1 of capital is the equivalent of €20 for each claim/€30 in aggregate of PII cover.

11.4 We intend to issue our draft Handbook text and the new capital adequacy reporting
requirements to reflect these proposals separately in August 2006.

Sectors affected

11.5 From our permissions database, we identified some 650 firms that were
potentially ECFs. We sent a fact-finding questionnaire to a representative random
sample of these firms. Our analysis of the responses confirmed that these firms
operate in the markets for investment advice, corporate finance and venture
capital. These firms are currently subject to the requirements of one of chapters 3,
5, 10 or 13 in IPRU (INV).172

11.6 We consider that MiFID will not apply to the vast majority of personal investment
firms (PIFs), following the Treasury’s proposed exercise of the Article 3 optional
exemption in MiFID. So MiFID is not likely to be relevant for PIFs unless they wish
to use the MiFID passport.173

Summary of new MiFID requirements and changes proposed

The appropriate mix of capital and PII

11.7 MiFID amends the CAD so that it requires all ECFs to hold a minimum level of
PII174 (or a comparable guarantee) or initial capital of €50,000. It also allows a
capital/PII trade off, provided that the combination gives coverage equivalent to
either of these requirements. But MiFID is silent on what proportion of each might
be appropriate to achieve this.

11.8 We do not propose to go beyond the simple interpretation of the MiFID minimum175

for the appropriate mix of capital and PII. Nor do we think that rules in respect of
the excess limit/capital trade-off on the lines of those already existing in our rules
for PIFs would be appropriate, except for any PIFs that are ECFs. We also do not
propose a minimum PII requirement for an ECF which meets the capital option of
the Article 67(3) requirements. Our policy proposals are largely informed by the
responses we received to the questionnaire.

11.9 Respondents to our questionnaire confirmed that most ECFs already have sufficient
resources to meet the €50,000 capital option. This is either because that is their
current capital requirement or because they choose to hold capital of at least this
amount for business or cash flow reasons even if their current regulatory capital
requirement is below that amount. Respondents also indicated that where ECFs
have a capital shortfall compared to MiFID requirements, they will opt to increase
their capital resources to the required level and not naturally use the PII option.
There is no current regulatory requirement for ECFs (which are not PIFs) to have PII
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and most have chosen not to have it for business purposes. Most indicated to us that
they regard PII as high cost, with little or no benefit to their business, and therefore
unnecessary or inappropriate.

11.10 Most ECFs do not have retail customers or clients eligible for the Financial Services
Compensation Scheme (FSCS). None of the respondents had received any claims
from clients in the previous three years.

11.11 11.11 Some ECFs may also conduct other non-MiFID scope activities that are
within the scope of FSA regulation. For those firms we propose they meet a
financial resources requirement that is the higher of the requirement set out in
MiFID and the requirement applied by the section of IPRU(INV) that covers the
other activities of that firm. Therefore, the firm’s financial resources requirement
will more closely reflect the risks of the firm’s activities.

Q15: Do you agree that there is no need for a more sophisticated
capital and PII trade off beyond a simple interpretation of
Article 67(3)? 

Q16: Do you agree that there should not be rules specifying the
excess limits required for ECFs that are not PIFs? 

Q17: Do you agree that there should not be a PII requirement
for ECFs that have capital of at least €50,000, the MiFID’s
maximum requirement? 

Q18: Do you agree with our proposal to apply the higher of the
financial resources requirement for ECF, and that for other
non-MiFID scope activities that are FSA regulated?

A basic solvency requirement and a minimum capital requirement

11.12 Although subject to our high level requirements in PRIN and COND, most ECFs are
not explicitly subject to a basic solvency requirement in the current rules in IPRU
(INV). We propose that they should be subject to a basic solvency requirement, which
requires them to meet their liabilities when they fall due. This is additional to the
MiFID provisions, but we believe that this requirement only codifies what is implicit in
PRIN 4 (financial prudence) and in other legislation such as insolvency law, and brings
these firms in line with those in other similar sectors, for example mortgage and
insurance intermediaries.

Q19: Do you agree that ECFs should be subject to a basic
solvency requirement i.e. that they must meet liabilities as
they fall due? 

11.13 Even if an ECF meets the MiFID requirements by having the appropriate PII cover
alone, we propose that it should also be subject to a minimum capital requirement.
The purpose of capital is not just to meet the excess on PII claims. We believe that
having capital gives a business a degree of resilience and some indication to its
clients of credit worthiness, substance and commitment by its owners.
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176 The Treasury, in its December 2005 Consultation Document, has proposed that such firms should be allowed to
do this.

177 Article 4.3 of the IMD.

11.14 We propose that the minimum capital requirement should be £5,000, the existing
capital requirement for ECFs currently subject to IPRU (INV) chapter 5, which
would represent the lowest current capital requirement for the firms affected,
with the exception of a very small number of firms subject to a positive net assets
requirement in IPRU (INV) chapter 3. While additional to the MiFID provisions,
virtually all the firms affected are already subject to at least this capital
requirement, so, in practice, we do not anticipate that it should give rise to
additional costs.

11.15 An alternative amount could be £10,000, the minimum capital requirement for PIFs.
This amount would eliminate any potential regulatory arbitrage opportunity
available to firms.

Q20: Do you agree that there should be a minimum capital
requirement for ECFs that have chosen to comply with the
MiFID requirements by holding PII alone? 

Q21: If your answer to Q20 is yes, do you think that £5,000 or
£10,000 or a different amount (if so, specify how much)
would be most appropriate?

PIFs wishing to use the MiFID passport

11.16 We consider that there may be a small number of PIFs that wish to become subject
to MiFID by opting out of the Article 3 exemption in order to use the MiFID
passport and provide MiFID-scope services in other Member States.176 In view of the
small number of PIFs we expect to be affected, we do not propose to develop a
special regime for them beyond adding the MiFID requirements to the existing
standards applied to them through IPRU (INV) chapter 13.

Q22: Do you agree that we should not develop a special regime
beyond adding the MiFID requirements to the standards set
out in IPRU (INV) chapter 13 for PIFs that are ECFs? 

Q23: Is your firm a PIF that intends to make use of the MiFID
passport?

Comparable guarantees

11.17 Like other directives, MiFID allows an alternative of ‘some other comparable
guarantee’ to enable firms to meet their PII requirement but is silent about the
detail. We have already implemented in PRU 9.2 and IPRU (INV) chapter 13 a
similar requirement under IMD.177 We propose to apply the requirements in PRU
9.2 for a comparable guarantee used by an ECF. ECFs are already subject to the
PRU 9.2 requirements if they conduct insurance or mortgage mediation.

Q24: Do you agree that the PRU 9.2 requirements for a
comparable guarantee should be used for ECFs? 
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178 CP06/11 Integrated Regulatory Reporting (IRR): Credit institutions and certain investment firms (May 2006).

179 PS04/8 Regulatory reporting – a new integrated approach: Feedback on CP198 and made text (March 2004).

180 The term ‘Article 67(3) MiFID firm’ used in the May CP has been replaced by ECF in this CP.

181 The Prudential Sourcebook for Banks, Building Societies and Investment Firms (BIPRU).

Cost-benefit analysis

11.18 The upgraded capital requirements will impose costs for some firms as they will be
required to bring their capital (or PII coverage) up to certain minimum levels. We
have also conducted CBA for a discretionary proposal for a minimum capital
requirement; we do not claim major benefits for this proposal but our analysis
indicates that the costs are similarly minor. Our CBA of the changes proposed is set
out in Chapter 6 of Annex 2.

Integrated Regulatory Reporting (IRR)

Proposed reporting requirements

11.19 In May 2006 we issued CP06/11.178 This outlined the next phase in the
implementation of IRR following the policy approach set out in PS04/8.179

CP06/11 covered, amongst other things, the following matters that are of specific
interest to ECFs:180

• new financial reporting for investment firms that are not BIPRU181 firms
including the new format balance sheet and income statement that will be
completed by ECFs; 

• new capital adequacy reporting requirements for ECFs (although it did not
formally consult on them); and

• non-financial reporting for all firms including ECFs that undertake investment
activity that is not retail investment activity. 

11.20 We consider each of these matters in turn in so far as they are of interest to ECFs
and set out our planned timetable for implementation.

11.21 The first aspect of new reporting for ECFs set out in CP06/11 concerns the new
format balance sheet and income statement. From 1 November 2007, ECFs will be
required to submit the new format balance sheet and income statement (FSA029 and
FSA030) that will be completed by investment firms that carry on investment
activity that is not retail investment activity and are not BIPRU firms. Consultation
on these items closes on 31 August 2006.

11.22 The second aspect of new reporting in CP06/11 concerns capital adequacy
reporting. We can only formally consult on the new capital adequacy reporting
rules for ECFs when the draft Handbook text is published. As indicated in
paragraph 11.4, this will appear later in August 2006 with the consultation period
ending on 31 October 2006.
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182 Supervision manual, SUP 16.7.

183 Annex 9 of CP06/11.

184 Annex 5 of CP06/11.

11.23 However, as part of our general objective of being easier to do business with, we
wanted to provide ECFs with as complete a picture of their new reporting
requirements, as early as possible, even though we could not formally consult at
the time CP06/11 was published. We did this by indicating in CP06/11 the shape
of the new capital adequacy reporting requirements for ECFs (specifically data
items FSA031 and FSA032) that would replace existing reporting182 even though
the detailed prudential rules for ECFs will not be issued for consultation until
August 2006. 

11.24 PIFs should be aware that the scope of this new reporting for ECFs will extend to
those PIFs currently using the Retail Mediation Activities Return (RMAR) that
choose to opt out of the Article 3 exemption and bring themselves within the scope
of MiFID in order to use the MiFID passport. Commodities firms, oil market
participants and energy market participants that wish to determine if the new capital
adequacy return for ECFs and non-BIPRU firms applies to them should refer to
chapter 10 of CP06/11.

11.25 The third aspect of reporting that will be of interest to ECFs is the proposals in
CP06/11 on non-financial reporting by firms undertaking investment activity
that is not retail investment activity. Consultation on these data items closes on
31 August 2006. 

11.26 The new reporting requirements outlined above are discussed in depth in Part II of
CP06/11 so we have not repeated that text here. CP06/11 also includes a summary
of how the data will be used to make our regulation more effective.183 The costs and
benefits of the reporting requirements, including the proposed capital adequacy data
items, are considered in the cost-benefit analysis in CP06/11.184

Q25: Having regard to the rationale set out in CP06/11, do you
consider that the proposed reporting requirements, when
published in August 2006, are a reasonable and
proportionate approach to collecting the data we need to
allow us to monitor the capital requirements of ECFs?

Implementation

11.27 We are obliged to transpose MiFID by 31 January 2007 and to apply it to firms
on 1 November 2007. So, changes to the financial reporting requirements for
ECFs and investment firms brought within the scope of CRD by MiFID will
follow the MiFID implementation timetable. We expect that rules will be made
on 31 January 2007 which gives firms nine months notice from the date final
rules on financial reporting are made to the date the new financial reporting
takes effect on 1 November 2007.
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11.28 The new non-financial reporting framework for firms carrying on investment
activities that are not retail investment activities is not subject to a Directive
implementation timetable. We still plan to make final rules in January 2007 but
reporting will not commence until February 2008 giving firms more than 12 months
notice of our new requirements for reporting non-financial data.
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185 These firms will still be subject to the non-capital requirements of the CRD, such as for systems and controls.

186 See IPRU (INV) Chapter 3 and the OMPS and EMPS Guides.

187 CP06/3 – Strengthening Capital Standards 2, February 2006.

188 As stated in our Feedback Statement to CP06/3 we have now decided to continue with this regime.

Prudential issues for
commodity firms and
other non-ISD firms

12

Introduction

12.1 When compared to the ISD, MiFID extends the scope of European regulation to
include specified activities relating to commodity derivatives, subject to the
exemptions contained within MiFID Article 2. Where a firm falls within such an
exemption, MIFID and, by extension, the CRD do not apply to it.

12.2 Commodity firms and other non-ISD firms brought within MiFID scope and which
cannot benefit from one of the MiFID exemptions will also be caught by the CRD,
subject to the transitional provision set out in CAD Article 48. At the solo level, this
exempts firms from having to comply with the capital requirement provisions185 of
the CRD if:

• their main business consists exclusively of providing investment services or
activities for commodity derivatives or other specified derivatives; and

• the ISD would not have applied to them if it had remained in force in the form
it was on 31 December 2006.

Next Steps

12.3 The Commission is to review both the MiFID Article 2 and CAD Article 48
exemptions (including the appropriate prudential regime for such firms) by April
2008. On a domestic level we already regulate (including the application of a capital
regime) specialist commodity derivative firms.186 In CP06/3,187 we published CBA
and proposed continuing with our existing capital regime at least until the
Commission’s review is finalised.188

12.4 We have already consulted on our proposals to maintain the current capital regime
for these firms. In this CP we are not therefore seeking comments. In CP06/10, we
said we would include in this CP the Handbook changes required to maintain the
current regime. For those firms that are interested, this text appears in Annex 5.



Part III: Markets 

Financial Services Authority 69



Introduction 13

70 CP06/14: Implementing MiFID (July 2006)

189 European Commission, Press Release IP/02/1706, 19 November 2002.

190 These are listed in MiFID Level 1 Annex 1 Section A (1) to A (7).

13.1 The European Commission has stated that MiFID will ‘uphold the integrity and
transparency of EU markets and foster competition between traditional exchanges
and other trading systems, with the effect of encouraging innovation, reducing
trading costs and releasing more funds for investment, ultimately boosting
economic growth.’189

13.2 MiFID aims to achieve these outcomes by establishing, across the EU, a
comprehensive regulatory framework governing the execution of investor
transactions by exchanges, other trading systems and investment firms. In relation to
markets, the Directive makes the following main legal and regulatory provisions.

• It sets authorisation and ongoing requirements for all Regulated Markets (RMs)
in the EU. These provisions extend and deepen the requirements currently
operative under the ISD. RMs include multilateral markets operated by
traditional stock exchanges, such as the London Stock Exchange (LSE) and
Euronext-LIFFE. There are currently 10 RMs in the UK. Under MiFID,
commodity derivatives exchanges will, for the first time, become eligible to be
authorised as RMs.

• It establishes, and sets authorisation and ongoing requirements for, Multilateral
Trading Facilities (MTFs). These are multilateral trading systems which bring
together multiple third-party buying and selling interests in financial instruments
in accordance with non-discretionary rules, in a way that results in a contract.
MTFs can be operated by investment firms or by market operators (such as the
LSE) and will encompass execution venues that we currently classify in the UK
as alternative trading systems (ATSs). A firm can be an MTF operator whether
or not it performs any other MiFID investment service or activity.190 MTF
operators will be able to make their facilities available to users across the EU on
the basis of their home country authorisation. 

• It creates a new, comprehensive EU-wide pre- and post-trade transparency
regime for trades in any share admitted to trading on an EU RM, whether those
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191 MiFID Level 1 Article 22 and Level 2 Implementing Directive Section 6. 

trades are executed on an RM, an MTF or by an investment firm operating
outside those systems – i.e. Over-the-Counter (OTC).

• The details of the pre-trade requirements differ according to type of trading
venue and trading methodology. They will apply to transactions on RMs and
MTFs and also to trading undertaken by investment firms – designated as
‘systematic internalisers’ (SIs) – which, on an organised, frequent and systematic
basis, deal on own account by executing client orders outside RMs and MTFs.
The details of the post-trade transparency requirements are the same across all
trading venues. 

• MiFID ends the discretion which Member States had under the ISD to require
certain transactions to be executed on an RM (the so-called ‘concentration’
rule). The UK had not exercised this discretion.

• There are also changes to the present provisions requiring the reporting to
competent authorities of transactions in instruments admitted to trading on an
RM. The main purpose of these changes is to help regulators uphold the
integrity of markets by enabling them to obtain a more complete picture of their
firms’ trading activities than they can at present. 

13.3 The markets provisions will thus affect exchanges, ATSs and all investment firms
dealing in financial instruments admitted to trading on an RM. They will also have
implications for other users of trading venues, particularly for users of equity venues. 

13.4 This Part of the CP explains how we intend to implement the MiFID market
provisions, including the requirements on transaction reporting. Where transposition
falls to us, rather than to the Treasury, we propose to adopt ‘intelligent copy-out’ of
the Level 1 provisions. Although the Level 2 measures take the form of a
Regulation, and will therefore have direct effect, we intend to copy them into our
Handbook for ease of reference. Our proposed approach to implementing the
MiFID provisions relating to client order-handling and limit-order displays191 will be
covered in our Reforming COB Regulation CP due to be published in October 2006. 

13.5 The MiFID requirements for RMs and MTFs run by market operators will be
transposed by the Treasury, primarily by way of amendments to Part XVIII of
FSMA and the Recognition Requirement Regulations. Overall, the changes
compared with the current UK regime are relatively small. We propose to make only
minor consequential amendments to our Handbook – which provides guidance on
applying that legislation. 

13.6 The MiFID requirements for MTFs run by investment firms will be transposed
directly into FSA rules and will replace our existing ATS requirements. The new
requirements are broadly similar to our existing requirements, except in the area of
capital. Here, MiFID will bring MTFs run by investment firms within the scope of
the Capital Requirements Directive (CRD), making them subject to the regulatory
capital requirements laid down in that Directive. Chapter 14 deals with RMs, while
Chapter 15 covers MTFs.
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13.7 While the MiFID transparency requirements for all three types of execution venue
are in themselves very similar, their introduction will involve considerably bigger
change for some execution venues than for others. In particular, the broad
application of transparency requirements to OTC trading in shares that are admitted
to trading on an RM (including RMs in other Member States) is new to the UK.
These are discussed in Chapter 16. 

13.8 Although MiFID does not currently establish detailed transparency requirements for
trading in other financial instruments, it allows Member States to apply
transparency requirements to instruments other than shares if they so choose. The
Treasury has already indicated, in its Consultation Document, that it will not
propose new legislation that goes beyond the minimum that MiFID requires.
However, the existing recognition requirements and related guidance that deal with
pre- and post-trade transparency will continue to apply to non-equity RMs operated
by exchanges. For MTFs, we will also retain the ATS transparency requirements that
apply to non-equity instruments. 

13.9 The Commission is required to report, before November 2007, on whether it
considers that the scope of the transparency requirements for shares should be
extended to transactions in other classes of financial instruments. In anticipation of
that review, we have been consulting on the issues relating to transparency in
secondary bond markets, and we published a Feedback Statement on 5 July 2006. 

13.10 MiFID allows investment firms a choice over the means by which they make public
their post-trade information. In principle, this creates a risk of fragmentation of
post-trade data, which could undermine the efficiency of UK equity markets. We
make proposals for addressing this risk in Chapter 16.

13.11 To uphold the integrity of EU markets it is essential for market regulators to
monitor behaviour in relation to those markets. Transaction reports are a key tool
for regulators undertaking this monitoring. We therefore place a high priority on
having an effective transaction reporting regime and our implementation of the
MiFID provisions on transaction reporting is central to this. We are, however,
conscious of the burdens transaction reporting places on firms and the technical
nature of this area. Therefore we have proposed a regime that will:

• not require firms to report any transactions in addition to those that are
necessary for us to discharge our monitoring obligations under MiFID (and
other relevant Directives);

• enable firms, in particular investment managers and firms executing reportable
transactions in commodity derivatives, to rely on the most cost effective
methods of providing transaction reports to us; and

• be complemented by a transaction reporting users pack that will provide
technical assistance to firms. 

13.12 Chapter 17 sets out the details of our Transaction Reporting proposals.
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Cost-benefit analysis

13.13 The proposed changes for RMs, MTFs, SIs, markets transparency and post-trade
reporting form the most significant part of our CBA, and are discussed in Chapters
7 to 12 of Annex 2. The CBA follows a slightly different structure from the CP text:
we consider pre-trade and post-trade transparency across all venues (to avoid
unnecessary repetition); post-trade reporting by investment firms; requirements for
MTFs; and then look at the wider market impacts of the changes. We have proposed
standards for Trade Data Monitors to facilitate consolidation of post-trade data; the
basis for this proposal rests on a detailed market failure analysis conducted and
seeks to ensure that fragmentation of market data is avoided.

13.14 For our proposals on Transaction Reporting, we have set out our analysis of costs
and benefits in Chapter 13 of Annex 2, and split it according to whether the changes
are MiFID-essential (and thus mandatory) or additional requirements added or
retained (and discretionary). There will necessarily be some upfront costs for both us
and industry in adapting to the MiFID requirements, but the benefits in terms of
harmonised reporting requirements and cleaner markets will accrue not only to
firms but also EU investors generally.



Regulated Markets14

74 CP06/14: Implementing MiFID (July 2006)

192 MiFID does not use the term ‘exchange’ but, as a broad equivalent, uses the term ‘Regulated Market’.

193 There are currently 7 RIEs operating in the UK: LSE, virt-x, LIFFE, LME, ICE, NYMEX Europe, EDX.

194 See Schedule 6 of the draft Treasury regulations – amendments to the Financial Services and Markets Act 2000
(Recognition Requirements for Investment Exchanges and Clearing Houses) Regulations 2001 (SI 2001/995).

Introduction 

14.1 This Chapter consults on the changes we propose to make to our Recognised
Investment Exchanges and Recognised Clearing Houses Sourcebook (REC). The
Treasury proposed in its consultation to implement the MiFID high-level regulatory
principles for RMs192 by incorporating them into the existing UK framework for
Recognised Investment Exchanges (RIEs).193 UK entities wishing to operate as an
RM will therefore have to be an RIE to ensure they are complying with the
conditions established in the Directive for RMs and their operators. 

14.2 Given that most of the operating conditions for RIEs are set out in legislation rather
than in FSA rules, MiFID for UK RIEs will be implemented largely by amendments
to FSMA and the Recognition Requirements Regulations (RRRs).194 The Treasury
initiated its consultation on its proposals for transposing MiFID into UK law at the
end of last year and has yet to announce its final position on several issues. In this
Chapter, we have used the Treasury’s consultation as the basis for proposed changes
to REC rules and guidance. Modifications to the Treasury’s proposals may therefore
yet have some knock-on effects on our proposals. If so, we will address the effects in
our Feedback Statement, which is due to be published in January 2007. 

14.3 Our overall approach to the REC Handbook, which sets out guidance on the RRRs
as well as several rules relating to information that RIEs must supply to us, is to
make the minimum changes needed. Many of those changes will focus on deleting
inconsistent or duplicative text. 

Sectors affected

14.4 The rules and guidance set out in REC will apply to all UK RIEs, their management
and their controllers. However, the new equity transparency requirements will affect
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195 ‘Upstairs trading’ refers to trading by members of the exchange which takes place outside the trading systems of the
exchange but is reported to the exchange.

196 MiFID Level 1 Articles 37and 38 respectively.

197 See new Chapter 1A of Part XVIII of FSMA, sections 301(A) – 301(G).

only UK RIEs that operate RMs offering trading in shares (i.e. LSE and virt-x) and
exchange members when trading these shares on exchange, particularly when
trading ‘upstairs’.195

Summary of new MiFID requirements and changes proposed 

Management, organisation, access and trading

Management of the Regulated Market 

14.5 MiFID introduces suitability requirements196 for market operators that are rather
more detailed than the current high-level requirement for an RIE to be a ‘fit and
proper person’. The MiFID requirements are broadly similar to the approved
persons and controllers regimes for authorised firms. 

Management 

14.6 MiFID requires market operators to notify us of the identity of persons who
effectively direct the business and operations of an RM, and we must refuse to
approve persons who we believe pose a material threat to the sound and prudent
operation of the market. The Treasury has proposed adding new clauses to the
RRRs on suitability. We propose to add guidance in REC explaining that in
assessing suitability we may have regard to the repute and experience of the UK
RIE’s key individuals. Additionally, we will amend existing notification rules to
require RIEs to inform us of proposed management changes.

Controllers

14.7 MiFID requires that persons who can influence significantly the management of an
RM through ownership must be suitable. The Treasury has proposed new provisions
in FSMA197 which would:

• oblige controllers to notify us of the acquisition of, or an increase in, control
over an RIE;

• define what is meant by acquiring and increasing control; 

• establish our duty in relation to notices of control; 

• set out procedures we must follow if we wish to object to existing controllers; 

• establish procedures enabling us to place restrictions on the use of shares where
shares were acquired in spite of our refusal; and 

• set out offences in relation to the acquisition of control.
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198 New paragraph 2(4) of the Schedule to the RRRs.

199 MiFID Level 1 Article 42.

200 MiFID Level 1 Article 33.

201 New paragraph 7B(4) and paragraph 4(2)(a) of the Schedule to the RRRs as amended.

202 Remote participation refers to participation from persons located outside the UK.

203 MiFID Level 1 Article 43.

204 This supports the provisions of the Market Abuse Directive (2003/6/EC) 

14.8 Given the detailed nature of the requirements proposed by the Treasury, we do not
intend to add new guidance in REC. However, as part of implementing the
‘controller’ requirements, we have added a provision mandating RIEs to notify us
when they become aware of a transfer of ownership which gives rise to a change of
control. The notification must include the name of the person(s) concerned, as well
as details of the transfer.

14.9 In addition, the Treasury has proposed amending the present legislation198 to clarify
that the controllers of an RIE must meet the suitability requirements set out in
MiFID. We do not propose new guidance on this in REC.

14.10 Consultees should note that FSMA provisions relating to the controllers regime are
currently under separate review by the Treasury. The main purpose of the Treasury’s
review is to develop a more proportionate regime for requiring persons to notify us
if they acquire, increase or reduce their control over a UK authorised person. It also
aims to bring the controllers regime into closer line with the minimum requirements
of EU legislation. In addition, the Commission is considering a proposal to review
the MiFID requirements on controllers along with those in other sectoral directives.
The timetable for both the Treasury and the Commission initiatives is uncertain.
Both reviews would be broader than the controllers regime that applies for RIEs, but
they may nonetheless have ramifications for the controllers regime which will apply
to RIEs under MiFID. Should any changes to our rules and guidance be necessary or
desirable as a result of these initiatives, we will consult on them in appropriate time.

Access to Regulated Markets and monitoring of compliance with rules

14.11 Under MiFID, RMs must establish and maintain transparent and non-discriminatory
rules, based on objective criteria, governing access and membership.199 MiFID also
lays down that investment firms and credit institutions from other Member States
have the right to access UK RMs without being subject to additional regulatory or
administrative requirements by the UK.200 The Treasury intends to reflect this
obligation by introducing a provision in the RRRs201 mandating RIEs to provide
direct and remote202 participation to their RMs to persons from other Member
States on the same basis as for a UK person. RIEs will also need to provide us with
the list of members of their RMs. We will amend our REC guidance to remove
duplication or inconsistencies with the new text to be included in the RRRs.

14.12 Furthermore, MiFID requires RMs to establish203 procedures for the regular monitoring
of their members’ compliance with their rules and to identify disorderly trading
conditions and conduct that may involve market abuse.204 UK RIEs are already
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205 Paragraphs 4(2)(f) and 8(1) of the Schedule to the RRRs as amended.

206 MiFID Level 1 Article 39.

207 New paragraph 4(2)(ea); paragraph 3(2)(b) as amended; new paragraph 3(2)(ca); new paragraph 4(2)(aa); and
paragraph 1(2) as amended respectively of the Schedule to the RRRs. 

208 MiFID Level 1 Article 47.

209 REC 3.14A.

210 MiFID Level 1 Article 40 and Level 2 Implementing Regulation Articles 35 – 37.

211 New paragraph 7(A) of the Schedule to the RRRs.

expected to have such procedures in place, and the Treasury has proposed to amend the
content of the current requirements205 to better reflect the MiFID provisions. 

Organisational requirements

14.13 MiFID sets out organisational requirements for RMs.206 These will be applied to
RIEs. Broadly speaking, these provisions are substantially similar to existing
recognition requirements. However, the Treasury has proposed some amendments207

that more closely follow the MiFID text and which require RIEs to have:

• arrangements to identify and manage the potential adverse consequences of
conflicts of interest (between the RIE, its owners and the sound functioning of
its markets);

• systems and controls not only to identify and manage all significant risks to its
operations but also to mitigate them;

• effective systems and controls for the technical operations of the RIE’s systems
(including contingency arrangements for disruption to its facilities); 

• transparent and non-discretionary rules and procedures that provide for fair and
orderly trading and establish objective criteria for the efficient execution of
orders; and 

• sufficient financial resources considering the nature and extent of transactions
concluded on the RIE and the range and degree of risks to which it is exposed. 

14.14 We are required under MiFID to draw up a list of RMs and forward that list to
other Member States and the Commission.208 To assist us in meeting our European
obligations, we intend to require that RIEs planning to operate a new RM, or close
an existing one, inform us at the same time as they communicate their proposal to
members or shareholders.209 We are also minded to require a similar notification for
RIEs planning to open a new, or close an existing, MTF.

Admission to trading

14.15 MiFID requires210 RMs to have clear and transparent rules to ensure that financial
instruments, including derivative contracts, admitted to trading are capable of being
traded in a fair, orderly and efficient manner. It also sets out the criteria that RMs
should take into account when admitting different types of financial instruments to
trading. The exact nature of these criteria varies according to the instrument in
question. What is currently in the RRRs is not sufficient to cover all the MiFID
provisions in this area. The Treasury therefore intends to supplement the RRRs211
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212 MiFID Level 1 Articles 4(1) second paragraph, 41(2), 50(2)(j) and 50(2)(k).

213 New sections 292A(3) and 313A-C of FSMA.

214 Section 293 of FSMA.

215 REC 3.14.2A R and REC 3.152A R.

with the full MiFID requirements. As our current guidance covers many of these
provisions, we propose to clarify which part of existing guidance will no longer
apply with respect to admission to trading on an RM. 

14.16 In addition, and also flowing from the MiFID admission to trading requirements, the
Treasury has proposed to incorporate a new provision in the RRRs requiring RMs to
establish and maintain effective arrangements to verify that issuers of transferable
securities admitted to trading on an RM comply with their European disclosure
obligations. We do not propose to add guidance about this new obligation.

Suspension and removal of instruments from trading

14.17 MiFID requires competent authorities to have powers to suspend or remove a
financial instrument from trading.212 As FSMA does not currently afford us such a
wide power, the Treasury therefore intends to include new provisions213 which will:

• give us the power to require an RIE, an investment firm or a credit institution to
suspend or remove financial instruments from trading;

• set out the procedure for suspension or removal;

• require us (unless this would damage the interest of investors or the orderly
functioning of the financial markets) to require all RIEs and MTFs to suspend
trading in an instrument if we receive notice from the competent authority of
another EEA State that that authority has suspended or removed a financial
instrument from trading; and

• require us to inform the competent authorities of other EEA States of any
action taken by an RIE to suspend or remove financial instruments from
trading (See below).

14.18 MiFID also provides that an RM may suspend or remove from trading a financial
instrument which no longer complies with its rules, unless this would cause
significant damage to investors or the orderly functioning of the market. The
Treasury has proposed to amend the RRRs to make explicit the conditions
(described above) under which an RM should not exercise this power. 

14.19 The Directive sets out several process requirements for publicising suspensions and
removals from trading. For example, RIEs must make public all such suspensions and
removals from an RM and report them to us. To achieve the latter, we will use our
existing powers under FSMA214 to make a new notification rule.215 Once we have
received a notification from an RIE, we will notify competent authorities in other EEA
states. Similarly, if we suspend or remove from trading an instrument on a UK RM, we
must publish that decision and inform competent authorities in other Member States. 
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216 MiFID Level 1 Article 34.
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221 MiFID transparency requirements apply to shares admitted to trading on an RM. This means, for example, that they
do not apply to AIM shares because although they are traded on the LSE, they are not admitted to trading on one of
the LSE RMs. Furthermore, MiFID only applies to shares in companies and will not therefore extend to depository
receipts in respect of shares. Exchange-traded funds are subject to MiFID transparency requirements.

Access by firms and market operators to central counterparties

14.20 MiFID establishes rights216 for investment firms from other Member States to access
central counterparty, clearing and settlement facilities and, when dealing on an RM,
to designate the system for settlement of those transactions. The Treasury intends to
include new provisions in the RRRs217 which will:

• require an RIE or a Recognised Clearing House (RCH) that provides central
counterparty, clearing or settlement facilities to make transparent and non-
discriminatory rules governing access to those facilities, enabling eligible EEA
investment firms or credit institutions authorised elsewhere in the EEA to have access
to those facilities on the same terms as a UK firm. However, the RIE or the RCH may
refuse to permit the use of those facilities on legitimate commercial grounds; and

• require the rules of an RIE to permit a user or member to use whatever
settlement facility he chooses for a transaction, where links already exist and the
smooth and orderly functioning of the financial markets will be maintained.

14.21 In view of the Treasury’s proposed legislative changes to implement MiFID, we
propose to clarify that the existing guidance218 in REC governing access to facilities
will no longer apply to investment firms and credit institutions.

14.22 Finally, under MiFID,219 we are not allowed to prevent RIEs from entering into
appropriate arrangements with a central counterparty, clearing house or settlement
system of another Member State. We may oppose this only when it is demonstrably
necessary to maintain the orderly functioning of that RIE, and we are required to
take into account the supervision already exercised by other regulatory bodies
within the EEA with competence in relation to such systems.

Pre-trade transparency 

General obligations

14.23 Currently, UK RIEs must ensure that business conducted by means of their facilities
is carried out in an orderly manner and so as to afford proper protection to
investors. In determining whether a UK RIE meets this requirement, we may have
regard (among other things) to the degree of pre-trade transparency, taking into
account the practices in the markets and trading systems operated by the RIE. 

14.24 MiFID220 goes much further than this. It sets out exactly what information RMs
must make public concerning bid and offer prices and the depth of trading interest
for each share,221 depending upon what kind of trading system it is traded. These
requirements are summarised in Table 1 at the end of Part III.
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222 MiFID Level 1 Article 44(2) and Level 2 Implementing Regulation Articles 18-20.
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Waivers

14.25 MiFID222 allows us to waive the obligation for RMs to comply with the general
requirements in respect of certain market models, types of orders or sizes of orders.
However, we are not allowed to impose additional requirements when granting any
of these waivers. Furthermore, if we grant a waiver, it must be a blanket waiver for
all RMs (and other trade execution venues as well, including, as relevant, MTFs and
firms trading OTC). 

14.26 MiFID allows us to grant four types of waivers. These are for: 

• Crossing systems where the price is determined by reference to a price generated
by another system (including one operated by the same RM). This waiver can be
granted only for systems where the reference price is widely published and
regarded by market participants as a reliable reference price.

• Systems that formalise negotiated transactions in shares, provided the
transaction:

–  takes place at or within the current volume-weighted spread reflected on the
order book or the quotes of market makers in that share or, where the share is
not traded continuously, within a percentage of a suitable reference price set
by the RM; or

–  is subject to conditions as to price other than the current market price of the
share (e.g. a volume weighted average price transaction).

• Orders that are held in an order management facility operated by an RM
pending those orders being disclosed to the market. 

• Transactions that are larger than normal size (block trade).223 This recognises
that transactions larger than normal market size are often conducted differently
to normal-sized trades. In particular, public exposure of larger than normal
orders may move the market against the initiator of the order, potentially
leading to worse execution than might have been obtained in a privately
negotiated deal with a targeted party (or parties). The size of order that qualifies
for a waiver differs depending on the liquidity of the share, as measured by the
average daily volume of trading in that share. The thresholds are set out in
MiFID224 and reproduced in Table 2 at the end of Part III.

14.27 The Treasury intends to include provisions in FSMA225 that give us powers to grant
waivers for RMs. We do not intend to add any additional guidance in REC. Rather,
we propose to amend our existing REC guidance226 to clarify that it no longer
applies to shares. 
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14.28 Furthermore, we are proposing to use our new powers to waive from general pre-
trade transparency: crossing systems; systems that formalise negotiated transactions,
orders held in an order management facility; as well as block trades that meet
conditions spelled out in MiFID.

Q26: Do you agree that we should use our power to waive from
pre-trade transparency requirements:

• crossing systems that meet MiFID conditions;

• systems that formalise negotiated transactions and
meet MiFID conditions;

• management systems operated by RIEs that meet MiFID
conditions; and/or

• transactions which are large in scale according to
thresholds outlined in Table 2 at the end of Part III? 

Implications 

14.29 In practice, the new MiFID pre-trade transparency obligations seem unlikely to
result in the publication of any additional information for existing UK order books
and quote-driven systems in respect of trading, as current stock exchange rules and
market practices already encompass the level of information which MiFID requires
to be disclosed.

14.30 RIEs will need to ensure that all transactions conducted on an RM trading shares
satisfy the MiFID pre-trade transparency requirements, if not covered by one of the
four waivers outlined above. RMs will be free to choose whether to make use of any
of the waivers we are proposing to grant. MiFID also allows RMs to impose more
onerous pre-trade transparency requirements (e.g. a higher minimum size of order to
qualify as large in scale compared with normal market size), but it does not permit
them to adopt less onerous requirements. RIEs will be expected to inform their
supervisors whether they intend to use any of the waivers and, if so, whether they
are attaching any more onerous conditions to them.

14.31 Much business which is currently concluded under the rules of the UK’s RMs
already meets the MiFID pre-trade transparency requirements, or will be able to
take advantage of one of the waivers outlined above. However, some transactions
which are currently classed as on-exchange and on-RM business will not meet the
MiFID requirements for RMs without some adaptation. 

14.32 These transactions are likely to include trades in liquid shares conducted through
various forms of Request for Quote (RFQ) arrangements or systems – including
systems operated by dealing firms that provide quotes on request, usually
electronically, and which execute most UK retail orders. This model would not
currently meet the MiFID requirements in respect of the trading of liquid shares.
This is because the operators of RFQ systems in these shares do not expose their
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227 MiFID Level 2 Implementing Regulation Recital 14.

228 The procedure for determining the standard market size of an individual share is set out in MiFID. ‘Liquid’ shares
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SMS for all individual shares within that class. 

quotes publicly and may not be able to use the negotiated trade waiver, which might
otherwise be an option. Other aspects of the RFQ model which are not covered by
MiFID will continue to be subject to RM rules.

14.33 MiFID227 applies conditions to the use of the negotiated waiver: an RM providing a
negotiated trade facility may not allow firms to use it in respect of transactions so as
to avoid quoting obligations which would apply if those transactions were executed
outside an RM or an MTF. 

14.34 Broadly speaking, this means that an investment firm that internalises client orders
in liquid shares on an organised, frequent and systematic basis will not be able to
make use of the negotiated trade waiver to avoid quoting obligations for
transactions in those shares in sizes below standard market size (SMS)228 in liquid
shares for which it would, if operating outside an RM or MTF, be an SI. RIEs will
therefore need to ensure that their arrangements comply with this particular
constraint on systems that formalise bilateral transactions. This could be achieved,
for instance, by providing some additional display facility for quotes in liquid shares
below SMS (including price and volume), in accordance with MiFID requirements. 

14.35 More generally, RIEs will need to ensure that transactions which are unable to satisfy
the conditions of the negotiated trade waiver comply with the RM’s pre-trade
transparency requirements. RIEs could consider, for example, admitting firms as
registered market-makers, who would be required to publish continuous public quotes
on the exchange. MiFID will continue to allow RMs to operate models which allow
market-makers to trade at prices which improve on these public quotes provided this
does not undermine the proper functioning of the price formation process. 

14.36 Alternatively, firms may prefer to execute these transactions as agency rather than
principal business, and conclude them on the order-book, or with a third party
market maker. Another option would be for firms to conduct these transactions
off-exchange, outside the facilities of an RM, in which case the pre-trade
transparency requirements applicable to OTC trading – detailed in Chapter 16 –
would apply, as appropriate.

Post-trade transparency 

14.37 As with pre-trade transparency, we currently consider whether an RIE provides
sufficient post-trade transparency in its markets when determining whether business
conducted by means of its facilities is carried out in an orderly manner. In doing so,
we take into account the nature and liquidity of the instruments traded, market
conditions, the scale of transactions, the need to preserve anonymity for members
and the clients for whom they act as well as the needs of market participants for
timely price information. 



Financial Services Authority 83

229 MiFID Level 1 Article 45 and Level 2 Implementing Regulation Chapter IV.
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14.38 The MiFID requirements229 are considerably more detailed, and specify exactly what
information RMs must make public about an individual transaction. The basic
obligation is to publish the price, volume and time of the transaction and execution
venue. UK RIEs already publish such information in respect of shares traded on
their RMs. RMs must also publish other details if relevant to the transaction in
question. For instance, they should indicate when an exchange of shares has been
determined by factors other than the current market valuation of the share (i.e. in
the case of portfolio and VWAP trades). They must also indicate whether the trade
was a negotiated trade.

14.39 MiFID also requires RMs to publish details about transactions as close to real time
as possible, but no later than three minutes,230 after the transaction took place.
When a transaction takes place outside the normal trading hours of the RM, details
may be published before the RM opens on its next trading day. These requirements
are in keeping with current UK market practices.

14.40 MiFID allows us to authorise RMs to defer publication of information relating to
certain transactions that are large compared to normal market size. To be eligible,
transactions must be between an investment firm dealing on own account and a
client of that firm. The Directive permits deferred publication for these transactions
as they may be less easy to execute efficiently in a fully transparent environment. In
particular, an intermediary that puts capital at risk to facilitate a large client trade
may be disadvantaged if details of its position are published before it has had time
to lay off at least part of that risk. 

14.41 The new rules aim to ensure that the delay is no longer than is reasonably needed
for a firm to work off its risk. This means that the minimum trade sizes qualifying
for deferred publication, as well as the lengths of delay, will differ, depending on the
liquidity of the stock in question. Liquidity in this case will be measured by the
average daily volume of trading in that share. 

14.42 Where an RM is allowed to defer publication and chooses to do so, it is entitled to
establish higher thresholds and shorter delays than set out in MiFID231 and
reproduced in Table 3 at the end of Part III.232

14.43 One of the features of the UK market practice with respect to block trades is that
firms do not use the delays currently permitted by stock exchanges, particularly in
the more liquid securities. While it is difficult to predict how firms’ behaviour might
change post-MiFID, there is a clear possibility that firms may wish to continue to
use delayed reporting only on an ‘as needed basis’ to protect a risk position in more
difficult market conditions. However, their ability to publish trades above MiFID
size thresholds immediately will depend crucially on whether RMs (as well as MTFs
and other publication entities) provide firms with the flexibility to have their trades
published without delay if they wish. Providing firms with the choice to delay
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publication would be in keeping with current practice and would be desirable.
Accordingly, we would encourage RMs providing a block trading facility to
continue to facilitate the immediate publication of trades technically eligible for
delayed publication when that is the member’s wish. 

14.44 The Treasury will include new provisions in FSMA233 on these measures. We do not
intend to add any additional guidance in REC. Rather, we propose to amend our
existing guidance234 to clarify that it no longer applies to shares admitted to trading
on an RM.

14.45 We propose to use our powers to allow RMs to provide for deferred publication of
the details of the transactions. 

Q27: Do you agree that we should use our power to permit RMs
to provide a block trade facility?

Q28: Do you see the need for additional guidance on post-trade
transparency requirements to implement MiFID? 

Public availability of pre and post-trade transparency information

14.46 In addition to mandating what needs to be disclosed, MiFID requires235 that any
arrangement to make pre- and post-trade information public must meet certain
conditions. These are outlined in Chapter 16 of this Part of the CP.

What do we expect RIEs to do?

14.47 MiFID requirements are broadly similar to the existing regime governing RIEs and
we do not foresee at this stage the need for transitional arrangements. RIEs are
therefore expected to meet the recognition requirements, amended as necessary to
transpose MiFID, from 1 November 2007. One area to which RIEs will need to give
attention is consistency of their rules and procedures with the amended RRRs
governing admission and access to their facilities and the rights of members from
other Member States in relation to clearing and settlement arrangements. 

14.48 RIEs will also need to adapt their rules to comply with the amended, and more
detailed, recognition requirements for trading transparency in shares admitted to
RMs. In particular, they will need to consider whether trading in such shares outside
the main trading systems has sufficient pre-trade transparency, and they will need to
adapt any arrangements they currently have for the deferred publication of
completed transactions. In relation to the above, they will also need to consider
whether they intend to utilise the available waivers relating to pre-trade
transparency for negotiated transactions and crossing systems, what rules and
processes they need to ensure the waivers meet the MiFID conditions and whether
they intend to establish a deferred publication regime. 
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236 MiFID Level 1 Article 40.

14.49 RIEs should also take note of new areas in the RRRs on which we are issuing no
guidance and be certain that they will be able to demonstrate compliance. One
example is the requirement that RIEs establish effective arrangements to verify that
issuers of transferable securities that they have admitted to trading are in compliance
with (relevant) Community law.236
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Introduction

15.1 In this Chapter, we consult on changes arising from the implementation of MiFID
that will affect MTF operators. MiFID requires operators of MTFs to ensure their
markets operate on a fair and orderly basis.237 It aims to ensure this by placing
requirements on MTF operators regarding how they organise their markets and the
information they give users and potential users. In addition, MiFID provides for the
operators of MTFs to passport their services across borders.238

Sectors affected

15.2 The MiFID requirements apply to all MTF operators, irrespective of the asset classes
traded on their systems. There are also detailed transparency requirements in respect
of trading in shares that are admitted to trading on an RM. The requirements will
also have implications for the users of MTFs.

Summary of new MiFID requirements and changes proposed

Broad changes arising from MiFID

15.3 The requirements that MiFID introduces for operators of MTFs formalise and, to an
extent, expand on our current regime for operators of ATSs, as set out in guidance
in our Handbook.239 Where an MTF is operated by an investment firm, that firm
will also have to comply with additional changes that will affect all investment
firms. Where these changes relate to conduct of business requirements, they will be
addressed in the Reforming COB Regulation CP, planned for publication in October
2006. Other changes, regarding issues such as systems and controls and marketing
communications, are discussed in CP06/9. 

15.4 Most of the requirements in MiFID that are specific to MTF operations are similar
to the standard variations we place on the Part IV permissions of ATS operators and
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the associated guidance. However, there are some important differences. MiFID
allows for both investment firms and market operators (i.e. operators of RMs) to
operate MTFs. This differs from our existing regulatory framework, under which
systems operated by RIEs are not classified as ATSs. The Treasury is responsible for
transposing the MiFID requirements for MTFs run by RIEs. It has proposed a
recognition requirement for RIEs that operate MTFs to comply with the relevant
MTF requirements under MiFID.240 To avoid duplication, we propose to provide
guidance241 in REC stating that we will take into account compliance with
equivalent recognition requirements in determining whether the requirements of the
Directive have been met.

15.5 In the case of MTFs operated by investment firms, a key overarching change is that
most of our Handbook text will be converted from guidance into rules. We believe
this is the clearest way to implement the MiFID requirements given the Directive sets
uniform requirements for all MTF operators (except with respect to transparency
arrangements). However, we intend to retain tailored variations of permission for
those MTF operators that operate a primary market in shares to clarify how we
would expect them to satisfy some of the MiFID requirements.

15.6 Transparency requirements were established as part of the implementation of the
ATS regime in 2004.242 These require, for example, that an ATS operator publish
post-trade information for financial instruments other than shares where those are
traded on the ATS, and the same or substantially similar instruments are also traded
on a UK RIE, an RM or an EEA commodities market. We have also imposed pre-
and post-trade transparency requirements for ATS operators that provide facilities
for the trading of shares that are not traded on an RM. We continue to view those
transparency requirements as a necessary element of appropriate arrangements for
fair and orderly trading, and will expect them to be maintained by MTF operators
under MiFID. We are therefore proposing to introduce guidance which outlines our
expectation, and which will inform transposed MiFID provisions concerned with
fair and orderly trading. We expect that in practical terms there will be no
substantive change for ATS operators covered by our current provisions. 

Trading process and finalisation of transactions

15.7 MiFID introduces several requirements regarding the trading process and the
finalisation of transactions on an MTF. Among these, MTF operators will be
required to establish transparent rules governing access to their facilities (equivalent
to those required for RMs) and the financial instruments that can be traded on those
facilities. They will also have to comply immediately with any instruction from us to
suspend or remove a financial instrument from trading. Some ATS operators already
have policies in place determining who may trade on their systems and in what
instruments. Thus, MiFID requirements are not expected to represent a significant
change for these operators. 
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15.8 MiFID also requires that MTF operators have in place the necessary arrangements
to facilitate the settlement of trades transacted through their systems. Operators
must make clear to users their respective responsibilities for bringing about
settlement. MiFID allows MTF operators to establish arrangements with central
counterparties, clearing houses and settlement systems from other Member States.
We can prevent MTF operators from entering into such arrangements, where
necessary to maintain the orderly functioning of the MTF, and taking into account
the conditions for settlement systems established by the Directive.243

Pre-trade transparency

General obligations

15.9 UK ATS operators must currently ensure that business conducted through their
facilities is carried out on a fair and orderly basis and, as part of this, must provide
sufficient information about quotes and orders to users. This requirement applies to
trading in all asset classes, not just shares. Waivers are permitted for some market
models (e.g. reference price crossing systems).

15.10 The MiFID requirements244 are more extensive where an MTF operator provides a
market in shares admitted to trading on an RM. They set out exactly what
information must be made public for each share (admitted to trading on an RM)
traded in systems provided by MTFs operators. These requirements are the same as
those for operators of RMs and are detailed in Table 1 at the end of Part III.

Waivers245

15.11 MiFID allows us to waive the pre-trade transparency requirements for MTF
operators in respect of certain market models, types of orders and sizes of orders.
The various waivers that can be granted are summarised in paragraph 14.26. These
broadly mirror the types of waivers we already permit at UK trading venues for
shares. The conditions under which competent authorities can grant waivers are
described in paragraph 14.25. In particular, waivers must be granted for all three
types of trading venue (RMs, MTFs and OTC) and, as noted in the previous
Chapter, we are minded to permit them going forward.

Q29: Do you agree that we should use our powers to waive from
pre-trade transparency requirements:

• crossing systems that meet MiFID conditions;

• systems that formalise negotiated transactions and meet MiFID conditions;

• order management systems operated by MTFs that meet MiFID conditions;
and/or
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• transactions which are large in scale according to the conditions outlined in
Table 2 at the end of Part III.

Post-trade transparency

15.12 As with pre-trade transparency, we currently consider whether there is sufficient post-
trade transparency in the markets of a UK ATS operator when determining whether
business conducted by means of its facilities is carried out in a fair and orderly manner.
In doing so, we take into account the nature and liquidity of the instruments traded,
market conditions, the scale of transactions, the need to preserve anonymity for
members and the clients for whom they act, as well as the needs of market participants
for timely price information. MiFID imposes more rigid and detailed requirements for
post-trade transparency for MTFs which operate markets in shares that are traded on
an RM.246 The requirements are the same as those for the operators of RMs, as are
the circumstances in which the requirements can be waived.247

Q30: Do you agree that we should use our powers to waive the
post-trade transparency requirements for transactions which
are large in scale according to the conditions outlined in
Table 3 at the end of Part III?

Public availability of pre- and post-trade transparency
information

15.13 In addition to mandating what needs to be disclosed, MiFID requires248 that
arrangements to make pre- and post-trade information public must meet certain
conditions. These are outlined in Chapter 16 of this Part.

Capital requirements for investment firms operating MTFs

15.14 The Capital Requirements Directive (CRD) will apply to all firms providing services
covered by MiFID, including investment firms that operate MTFs. The CRD is due to
be implemented on 1 January 2007, and will recast the existing Capital Adequacy
Directive (CAD). A firm will only be subject to the requirements of the recast CAD in
its capacity as an MTF operator with effect from 1 November 2007, although a firm
may otherwise be subject to the recast CAD before that date by virtue of its other
activities, as described below. Under the ISD, operation of an ATS was not included
as an investment service, and thus operators of such facilities were required to meet
CAD capital requirements only if they undertook other, eligible activities. In practice,
most investment firms that operate MTFs will be subject to the recast CAD by virtue
of other activities they undertake (since most also perform other investment services)
and, on the same basis, are already subject to CAD requirements.
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15.15 However, some firms will become subject to these capital requirements for the first
time. Such firms will be caught by the requirements from implementing MiFID on 1
November 2007. In particular, service companies that operate ATSs currently fall
outside CAD requirements. In addition, some firms already subject to CAD capital
requirements will be required to meet a higher minimum capital requirement after
implementing MiFID than is currently the case. In our view – and as reflected in
Annex 5 of CP06/9 – the minimum capital requirement they will face under the
recast CAD will be €730k.

15.16 MTF operators, like other investment firms, will be subject to capital resource
requirements which take account of the risk profile of the business and the costs
associated with undertaking their investment activities. These requirements are set
out in CP06/3. However, within this regime MTF operators may be able to take
account of lighter requirements if they are a ‘limited licence firm’. The draft
perimeter guidance included in CP06/9 contains guidance on what qualifies as a
limited licence firm. 

What do we expect firms to do?

15.17 We expect MTF operators to comply with their obligations and introduce (where
they do not already exist) policies on the admission to trading of instruments and
access to their markets. These policies should be appropriate and fair, taking into
account the nature of the trading system and the instruments traded. Regarding
transparency, MTF operators that provide markets in shares that are traded on an
RM must ensure they meet the new and more detailed requirements outlined above.
Where other financial instruments are traded, MTF operators must provide
appropriate transparency for their markets. We also expect all investment firms that
operate MTFs to meet the recast CAD capital requirements.
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Introduction

16.1 MiFID transparency requirements aim to ensure investors are fully informed as to
the true level of potential or actual transactions in shares admitted to trading on an
RM, no matter which trading venue is used for the execution of transactions.
Furthermore, MiFID recognises that a consistent transparency regime across trading
venues is essential to ensure that the price discovery mechanism in respect of shares
is not undermined by the fragmentation of liquidity and that investors benefit from
a high level of information no matter where they trade. 

16.2 As noted earlier, MiFID identifies three types of trading venue: RMs, MTFs and
‘outside RMs and MTFs’. In this CP, we use the term ‘Over-the-Counter’ (OTC) to
refer to trading taking place outside RMs and MTFs, as this is the term commonly
used by market participants. 

16.3 MiFID introduces transparency obligations for OTC equity trading that are broadly
similar to those introduced for transactions taking place on RMs and MTFs. All
firms trading OTC will be subject to post-trade transparency requirements.249

However, only a subset of these will be subject to pre-trade transparency
obligations. More specifically, only SIs will face quoting obligations.250

16.4 In this Chapter, we consult on introducing two new Chapters in the Market
Conduct Sourcebook (MAR) that will implement the MiFID pre- and post-trade
transparency requirements that apply to transactions in shares executed OTC. The
new rules will be located in MAR 6 (quoting obligations for SIs) and MAR 7 (post-
trade transparency for all firms).

16.5 MiFID’s detailed transparency requirements apply only to trading in shares admitted
to trading on an EU RM. They do not apply to shares which have not been
admitted to trading on an RM (e.g. AIM shares); nor do they apply to non-equity
instruments, such as bonds and derivatives. MiFID allows us to apply transparency
requirements to instruments other than shares. However, we do not intend to extend
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251 MiFID Level 1 Recital 53 and Level 2 Implementing Regulation Article 21(3)(a)

252 MAR 6

into OTC space any of our established requirements in respect of transparency for
asset classes other than shares. This may be amended as a result of the Commission’s
review on whether the transparency requirements, that MiFID lays out for shares,
should be extended to other financial instruments. 

Pre-trade transparency for systematic internalisers

Introduction

16.6 To ensure that retail investors have a complete picture of trading opportunities in any
share admitted to trading on an RM, MiFID obliges certain investment firms – defined
as SI in the Directive – to disclose publicly the price at which they are willing to buy
such shares from, or sell such shares to, their clients. These pre-trade disclosure
requirements apply only for transactions up to certain sizes in liquid shares. Firms
dealing on own account exclusively in the wholesale markets, and in wholesale market
sizes, will not be subject to the SI pre-trade transparency obligations.251

16.7 At present, LSE member firms are required to report to the LSE their bilateral trades
which take place outside order books and quote-driven systems. As a result, there is
very little genuine OTC (i.e. outside RMs and MTFs) trading in equities in the UK.
Indeed, most of the activity which MiFID would categorise as systematic
internalisation by investment firms if it were undertaken outside an RM or an MTF
is currently categorised as ‘on-exchange’ trading.

Sectors affected

16.8 The new rules will apply to all UK investment firms and UK branches of EEA firms
that are SIs in shares admitted to trading on an RM. We are also minded to apply
the new requirements to UK branches of non-EEA firms.

16.9 Our proposed approach to implementation of the systematic internalisation regime
is an ‘intelligent’ copy out of the relevant Level 1 provisions. Because the relevant
Level 2 measures are in the form of a Regulation, they have direct effect for
European firms and do not need to be transposed. Nonetheless, for ease of
reference, we have copied them alongside the Level 1 text into a new Chapter of
MAR.252 The new rules will also be extended to UK branches of non-EEA firms. In
the Commission’s own words, MiFID imposes ‘significant obligations on those firms
that are deemed to be SIs’. We therefore intend to work closely with stakeholders to
implement the new regime in as proportionate a way as possible, while meeting
MiFID requirements. We are not in general proposing to provide any additional
interpretative guidance relating to SIs or to impose any additional rules, except for
one notification requirement. 
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253 Draft guidance was proposed in PERG which was consulted on as part of CP06/9, Annex 15 (Perimeter Guidance
(MiFID and Recast CAD Scope) Instrument 2006) Question 18.

Summary of new MiFID requirements and changes proposed

Definition of systematic internalisers

16.10 Currently, UK regulation has no formalised concept of systematic internalisation and
consequently there are no rules in our Handbook about such activity. MiFID
introduces the concept of systematic internalisation and defines SIs as investment
firms which, on an organised, frequent and systematic basis, deal on own account
by executing client orders outside an RM or an MTF. 

16.11 ‘Dealing on own account’ is defined in MiFID as ‘trading against proprietary capital
resulting in the conclusion of transactions in one or more financial instruments’. If a
firm is dealing for own account under the ISD, we would expect the firm to be dealing
on own account for the purposes of MiFID if it continues to perform the same
activities. As indicated in CP06/9,253 we consider there is a distinction between fully
matched back-to-back trading (executing orders on behalf of clients) and position-
taking (dealing on own account). In our view, if a firm enters into matched back-to-
back trades to execute a client order, this does not amount to dealing on own account.
This contrasts with a situation where a firm enters into a position to execute an order
on behalf of a client (at which time it has a market or ‘unmatched principal’ position
on its books) and subsequently hedges its exposure by taking a corresponding position
in the market. A firm which does this is position-taking and therefore dealing on own
account, as well as executing an order on behalf of a client. 

16.12 MiFID provides some qualitative criteria for determining whether internalisation
activity is carried out on an organised, systematic and frequent basis, for example,
whether the activity:

• has a material commercial role for the firm and is carried on in accordance with
non-discretionary rules and procedures;

• is carried on by personnel or automated technical system assigned for that
purpose; and/or

• is available to clients on a regular or continuous basis.

16.13 MiFID outlines some factors that a firm should consider when assessing whether
its activity should be considered as having a material commercial role. It should
take into account, for instance, the extent to which the activity is organised
separately, the monetary value of the activity and its comparative significance by
reference to the overall business of the firm and the overall activity in the market,
for the share concerned, in which the firm operates. We do not intend to propose
additional guidance in this area. We will expect firms to assess and determine by
reference to the MiFID provisions whether they meet the MiFID definition of
systematic internalisation.

16.14 MiFID makes clear that firms whose own account dealing is of an essentially
wholesale nature should not be considered to be SIs. It specifies that the systematic
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internalisation regime does not apply to transactions carried out on an OTC basis
when they are ad-hoc and irregular, carried out with wholesale counterparties and
are part of a business relationship characterised by dealings above SMS and outside
systems used by firms for systematic internalisation. 

16.15 There is no obligation in MiFID for investment firms to seek approval from their
Home State competent authority to carry out systematic internalisation. New firms
applying for authorisation will be able to act as SIs as long as their Part IV
Permission includes dealing on own account and executing client orders.

16.16 However, we are proposing to add a rule requiring investment firms to notify us in
writing when they become, or cease to be, an SI in shares admitted to trading on an
RM. We intend to require firms to inform us of their status as SIs by 1 December
2007 (one month after MiFID implementation). This information is necessary to
enable us to meet our obligation under MiFID to maintain and publish a list of all
SIs in shares admitted to trading on an RM. 

Q31: Do you see the need for additional guidance to clarify the
definition of SIs? 

Q32: Do you see the need for additional guidance to clarify the
meaning of dealing on own account? 

Obligations in respect of liquid shares

16.17 MiFID requires an SI that deals in sizes below SMS to publish a firm quote in
respect of any ‘liquid’ share in which it is an SI. A firm that is an SI in ‘liquid’ shares
but deals exclusively in sizes above SMS would not face an obligation to publish a
quote, nor to disclose a quote upon request. MiFID limits SIs’ quoting obligations to
‘liquid’ shares because it recognises that SIs will only be able to carry the risks of
maintaining a firm quote in a share if the share is sufficiently liquid to enable them
to lay off their risk. 

16.18 MiFID allows SIs to choose the size or sizes in which they quote. The quote can be in
any size, from one share up to the SMS for the liquid share in question. While there is
no obligation under MiFID to quote in size above SMS, firms may do so if they wish.
SIs must retain a record of quoted prices for a period of at least 12 months.

16.19 Where an SI is required to publish a quote in a share, this quote must include at
least a firm bid or offer price i.e. the firm can opt to publish either a two-way or
one-sided quote. This quote must reflect prevailing market conditions by being close
in price to comparable quotes in the same share on other relevant markets. For
instance, if the share is also traded on the LSE order book, then we would expect
that the SI’s quote would be close to the best bid or offer on the LSE order book for
the quantity of stock in question. 

Liquid shares and standard market sizes

16.20 Shares admitted to trading on an RM will be considered to have a liquid market if
they meet certain quantitative criteria. The initial criteria are that a share be traded
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254 A share can nonetheless be considered to have a liquid market even if it did not trade for some trading days because
it was suspended to preserve an orderly market or because of other force majeure

255 We would like to thank the LSE for providing us an indicative list of UK liquid shares.

daily254 and have a free float market capitalisation of at least €500 million. Shares
meeting those criteria must also have an average daily number of transactions of at
least 500 or an average daily turnover of at least €2 million. MiFID allows Member
States to specify that both of these conditions are to apply. We intend to apply both
conditions. We will give formal notice of our intention to apply both conditions on
our website.

16.21 Under the criteria spelled out in the Level 2 Regulation, there would be about 500
European ‘liquid’ shares, of which UK shares would account for about a quarter
(Table 4 at the end of Part III provides an indicative list of UK shares that are likely
to be considered to be liquid for the purpose of quoting obligations255). Information
relevant for the definition of liquid shares, such as the average daily turnover, the
average daily number of transactions and the free float market value, will have to be
published for the first time in July 2007 (based on trading in the April 2006 to
March 2007 period). Afterwards, information for the determination of liquid shares
will be published in March of each year on the basis of previous calendar year data.

16.22 It is important to stress that the term ‘liquid’ is defined specifically for the purposes
of the SI quoting requirements. Consequently, the determination of whether a share
is liquid under MiFID should not be taken to imply that the share is or is not liquid
for other purposes.

16.23 As noted above, the obligation to quote applies only to SIs that deal in sizes up to
SMS. The procedure for determining the SMS of an individual share requires
competent authorities to allocate ‘liquid’ shares to one of the prescribed SMS classes
(bands). We are required to do this by calculating the average value of transactions
executed in the market for each share, excluding any transactions that meet or
exceed the pre-trade transparency waiver threshold. Each class of shares has a
specific SMS assigned to it, and this will be the SMS for all individual shares within
that class. For UK shares that meet the liquidity criteria, it is expected that SMS will
range from €7,500 to €80,000. Table 5 at the end of Part III provides an indication
of the SMS for each UK share which is likely to be designated as liquid for MiFID
quoting obligations. As for liquid shares, information on the SMS will have to be
officially published for the first time in July 2007. Thereafter, it will be published
annually, in March.

Obligations in respect of non-liquid shares and non-equity instruments

16.24 As noted above, MiFID requires SIs to publish a quote when dealing in liquid
shares below SMS. This means a firm could meet the SI definition but not be
obliged to publish a quote. This would happen, for instance, if the SI deals in non-
liquid shares (in which case it is only required to quote on request) or if the SI
deals in non-equity instruments. 
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256 These obligations will be consulted on as part of the Reforming COB Regulation CP.

Executing client orders

16.25 MiFID contains rules about the price at which SIs can execute client orders below
SMS in shares in which they are SIs. These rules apply when an SI is dealing in
liquid shares. These obligations do not bite when the SI deals in non-liquid shares or
in non-equity instruments.

16.26 Regarding an order from a retail client in a size up to SMS, an SI must execute that
order at the price it is quoting when it receives it. This means that the SI cannot
offer an improved price to retail clients. This rule aims to prevent the SI from
discriminating between small investors, for example, by offering some of them
undisclosed improvements to the prices it has publicly quoted.

16.27 However, SIs are permitted to execute orders from professional clients at prices
other than their quoted price, in certain circumstances. When determining whether
or not it is dealing with a professional client, a firm will need to consider the person
with which it has contractual arrangements to provide investment services. That is
the relevant person, irrespective of whether that client is acting for an underlying
retail investor. 

16.28 There are two main circumstances in which SIs can deal with professional clients in
sizes below SMS at prices away from their quoted price. First, an SI that executes an
order from a professional client in a size up to SMS can do so at a price better than
its quoted price if the execution price falls within a published range close to market
conditions and the order is bigger than €7,500. This figure represents the size of
order that MiFID has determined should be considered as that customarily
undertaken by retail investors. Introducing brokers will, subject to their complying
with best execution and order-handling obligations,256 be able to aggregate orders,
which may enable them to trade with SIs in sizes greater than €7,500. In our view,
the ability to secure price improvement would be a factor which brokers could take
into account in implementing their best execution and order-handling policies.

16.29 Secondly, certain types of orders from professional clients can be executed at a
different price to the quoted price, even where the above conditions are not met. This
is to allow for the complex orders used by professional investors that are often
executed on the basis of factors other than immediacy and the prevailing market price. 

16.30 More specifically, this applies in respect of portfolio transactions, as defined in
MiFID. It would be impracticable for SIs to conduct such transactions on the basis of
the price they were quoting for any share in the basket in which they happened to be
an SI. This is because portfolio transactions are normally priced as a percentage of
the aggregate (and at the time unknown) mid-market value of the constituent stocks. 

16.31 In addition, orders from professional clients where execution is subject to conditions
other than the current market price can also be executed at a price different from
that quoted. For instance, an order for which the execution price is determined as an
average of prices throughout the day (e.g. a volume weighted average price order)
cannot be executed at the price quoted at the time the order is received. Market or
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equivalent orders and limit orders may however be executed only at the quoted
price, unless the conditions above apply. 

16.32 As SIs are permitted to choose the size or sizes in which they quote, it is possible
they may do so in ascending bands, i.e. 1 – 10,000 shares, 10,001 – 20,000 shares
etc. If an SI chooses to do so, it must execute client orders at the price quoted for
the size band within which the order falls. Additionally, if an SI chooses to execute
an order up to SMS and that order is in a size larger than the largest size in which it
is quoting, it must do so at the price of its largest quoted size. In both cases, these
rules will not apply if the order is eligible for price improvement, as discussed in
above. 

16.33 Alternatively, it is possible that an SI may choose to quote in non-contiguous sizes (for
example 1 – 5,000 shares and 10,000 shares). In this case, unless the order qualifies
for execution at a better or different price, the SI must execute an order that falls
between its quote sizes at one of the quoted prices. SIs should decide at which quoted
price to execute such an order in accordance with the procedures and arrangements
they have implemented to comply with their order-handling obligations. 

Protections for systematic internalisers

16.34 As quotes must reflect prevailing market conditions, SIs are free to, and indeed
should, update their quotes as prevailing price levels change. Although the basic
requirement is for SIs to publish quotes on a regular and continuous basis during
their normal trading hours, this does not preclude them from withdrawing a quote
(or quotes) in exceptional market conditions. 

16.35 To limit SIs’ risk exposure, MiFID also allows them to limit the number of
transactions from the same client that they execute at the quoted price, as long as
they do not do so in a discriminatory way. 

16.36 In addition, SIs can limit the total number of transactions they execute from
different clients at the same time at the quoted price. However, the SI may only do
so where the number or volume or orders considerably exceeds the norm. This is
judged to be where the SI cannot execute the totality of those orders prudently
without exposing itself to undue risk. The volume or number of orders that an SI
can execute without exposing itself to undue risk must be documented as part of its
risk management policy. It should take into account such factors as the volume of
transactions, the capital that the firm has at risk and prevailing market conditions. 

16.37 Where an SI limits the transactions from different clients it executes at the same time
at the quoted price, it must not discriminate between clients within the same category
(i.e. between two different retail clients). However, it could choose to give a different
price to a professional client than to a retail client for the same size of order.

Publication of quotes

16.38 MiFID dictates that when making pre-trade information public, any
arrangement chosen by the SI must meet certain conditions. These are outlined
later in this Chapter.
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16.39 Although SIs are required to make their quotes visible to the public, they do not
have to give access to these quotes to all market participants. Instead they must have
standards setting out clearly the basis on which they will decide to whom they will
give access to their quotes. These standards must be objective and non-
discriminatory but may differ depending on whether a client is a professional or
retail investor. The standards should be based on a commercial policy that takes into
account things like an investor’s credit status, counterparty risk and the final
settlement of transactions. SIs are entitled to refuse to enter into a business
relationship with a particular investor in line with this policy. 

What do we expect firms to do?

16.40 In broad terms, we are proposing to rely on firms to self-assess whether they fall
within the scope of the systematic internalisation regime and report back to us.
Firms are welcome to discuss with their supervisors how any aspect of their business
interacts with the systematic internalisation regime. Firms which are SIs in shares
admitted to trading on an RM will, under our proposal, be required to inform us of
their status within one month of the coming into force of MiFID. Firms will then
need to determine for which liquid share(s) and in which size(s) they want to publish
quotes. Standards governing the basis upon which they provide their clients access
to their quotes will have to be developed. Firms will need to put in place adequate
systems to monitor prevailing market conditions for liquid shares in which they are
SIs and to maintain a record of quotes for the mandated period of time. They will
also need to document in their risk management policy the volume of business they
can undertake without exposing themselves to undue risk.

Post-trade transparency 

Introduction

16.41 MiFID rules on post-trade transparency have a twofold aim: to promote the
efficiency of the overall price formation process, and to assist the effective operation
of the best execution obligation. To achieve these objectives, information on recently
completed transactions must be both reliable and brought together on a timely and
consistent basis. 

16.42 Our proposed approach to implementation of the post-trade transparency provisions
is an ‘intelligent’ copy out of the relevant Level 1 provisions and copy out, for ease
of reference, of the Level 2 measures into a new Chapter of MAR.257 In addition, we
intend to extend the provisions to branches of non-EEA firms based in the UK.
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Sectors affected

16.43 The proposed rules will apply to all UK investment firms and UK branches of EEA
firms trading OTC in shares admitted to trading on an EU RM, whether on own
account or on behalf of clients. We are also minded to apply the new requirements
to UK branches of non-EEA firms. 

Summary of new MiFID requirements and changes proposed

16.44 At present, we have no rules in our Handbook that require investment firms to
publish details of completed OTC transactions. 

16.45 Under MiFID, investment firms trading OTC will have to make public the same
information about transactions in shares admitted to trading on an RM as they would
if they concluded the transaction using the systems of RMs and MTFs (see paragraphs
14.37-14.45). This information is largely the same as that currently trade reported to
the LSE and virt-x and then published under their rules. Additional details must also
be published if relevant to the transaction in question, for instance, an indication that
the exchange of shares was determined by factors other than the current market
valuation of the share. Firms will be required to identify their trades using the code
‘OTC’, unless they are an SI in which case they will need to identify their trades using
the code ‘SI’. However, SIs that fail to publish specified information in respect of the
trades they have internalised in the most recent calendar quarter (e.g. the average daily
price) will have to use the firm’s name as the identifier. 

16.46 Currently, most equity trading in the UK is reported through exchanges. This includes
most off-book transactions involving a member of the LSE as its rules require
members to report a wide range of equity transactions (unless they report them to
another RM or approved organisation). There is, however, some difference between
the reporting arrangements for off-book trades in shares traded in an RM’s main
trading system and those that are not. In the case of shares admitted to order-books or
which are supported by market making, trade reports for upstairs trades are sent to
the RIE, checked and published. However, many trades in shares admitted to trading
on non-UK RMs are also traded bilaterally in London. Transaction reports are often
sent to RIEs, but there is no requirement to trade report. Details about these
transactions are therefore not currently published to the market in real-time. Under
MiFID, any trading in a share admitted to trading on an EU RM will be subject to the
post-trade publication requirements, wherever it’s traded in the EU. Exchanges and
firms will have to consider the arrangements needed to ensure that this happens. 

16.47 There are no existing post-trade transparency obligations in the UK for OTC trades
between or involving investment firms that are not members of the LSE or virt-x.
Under MiFID, these firms will be subject to post-trade transparency obligations
when trading OTC, even if they are not members of an exchange or MTF. 

Responsibility for publication

16.48 At present, exchange rules specify which party to a trade is responsible for reporting
a trade. While these rules will still apply for transactions undertaken on-exchange,
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we need to introduce additional rules to clarify on whom the obligation falls to
report OTC trades. MiFID allows the parties to a transaction to agree which party
must arrange for the information to be made public. In the absence of an agreement,
the information must be made public by the investment firm determined by
proceeding sequentially through the following list: 

• the investment firm that sells the share concerned;

• the investment firm that acts on behalf of or arranges the transaction for the seller;

• the investment firm that acts on behalf of or arranged the transaction for the
buyer; or 

• the investment firm that buys the share concerned.

16.49 In most cases, the obligation will likely fall to the investment firm that is the seller.
In complying with these rules, investment firms must take all reasonable steps to
ensure that a transaction is published as a single transaction. MiFID makes it clear
that, in this context, a matched principal transaction should be regarded as a single
transaction. 

Q33: Do you see the need for additional guidance to clarify
responsibility for publication and to avoid duplication of
trade reports? If so, please indicate what in your view this
should be and the basis for your recommendation.

Timing of publication, waiver and public availability of information

16.50 Like RMs and MTFs, investment firms must publish transactions as close to real time
as technically possible (in the case of portfolio transactions, this obligation applies in
respect of each constituent transaction, taking into account the time taken to allocate
prices to individual shares). An exception to this rule is made for transactions that
take place outside the normal trading hours of the investment firm. Details of such
transactions must be published before the opening of the next business day of the
most relevant market in terms of liquidity for the share, as determined for transaction
reporting purposes (See Chapter 17 – Transaction Reporting). 

16.51 Furthermore, MiFID allows us to approve arrangements for the deferred publication
of information relating to transactions that are large in size compared to normal
market size (see paragraphs 14.40 – 14.45). This waiver would apply to RMs, MTFs
and investment firms trading OTC. We propose to use our powers to allow firms to
provide for deferred publication of the details of the transactions. 

Q34: Do you agree that we should use our power to permit firms
trading OTC to be entitled to deferred publication for
transactions large in size?

16.52 MiFID dictates how post-trade transparency information must be published. Our
proposed approach is set out later in this Chapter. 
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Public Availability of Pre- and Post-Trade Information 

Introduction

16.53 At present, we have no rules in our Handbook relating to arrangements to make
transparency information public – although the RIEs have their own rules and
arrangements in this area. In addition to transposing MiFID provisions in our
Handbook,258 we are consulting on guidance which clarifies how we expect RMs,
MTFs, SIs and other firms trading OTC to comply with their obligations concerning
the publication of pre- and post-trade information, and in particular, their obligation
to ensure the information they publish is reliable and consolidatable.259

16.54 We also have a concern that the new rules will result in greater post-trade data
fragmentation, which if not consolidated, would have implications for price
formation and market efficiency more generally. To address this risk, we are
consulting on a framework for the consolidation of post-trade information. The
framework would offer firms, when transacting away from an RM or MTF, a
mechanism for publishing their post-trade information that would offer some
comfort that they comply with the MiFID requirements, while facilitating
consolidation of reliable information. 

Sectors affected

16.55 The proposed guidance on how we expect entities to comply with their pre- and
post-trade publication obligations will apply to RMs, MTFs, SIs, all UK investment
firms and UK branches of EEA firms trading OTC in shares admitted to trading on
an RM, either on their own account or on behalf of clients. We are also minded to
apply the new requirements to UK branches of non-EEA firms.

16.56 The tool for implementing the proposed consolidation framework would be
guidance applying to investment firms (UK investment firms and branches of EEA
and non-EEA firms based in the UK) when they execute trades in shares away from
an RM or MTF.

16.57 Non-Handbook service criteria would apply to any entity that chooses to be
admitted to our list of Trade Data Monitors.

Summary of new MiFID requirements and changes proposed

Arrangements for making information public 

16.58 In addition to mandating what needs to be disclosed, MiFID requires that the
information must be made available in a manner which is easily accessible to other
market participants. Furthermore, RMs, MTFs, SIs and investment firms trading
OTC must also ensure when making pre- and post-trade information public that: 
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260 CESR call for evidence on barriers to consolidation of transparency information – issued on 24 March 2006. 

• they take all reasonable steps to ensure that the information to be published is
reliable, monitoring it continuously for errors, and correcting these as soon as
they are detected; 

• they facilitate consolidation of the data with similar data from other sources; and

• make the information available to the public on a reasonable and non-
discriminatory commercial basis. 

16.59 It is important that all trade publication arrangements deliver good quality data and
do not inhibit the consolidation of the information with similar data from other
sources. These aims are shared by CESR and are being considered as part of Level 3
work on supervisory convergence in MiFID implementation. For further information
please refer to the Overview Chapter of this CP. 

16.60 Based on the responses to the CESR call for evidence on this issue,260 we believe the
trade publication arrangements of RMs, MTFs, SIs and investment firms trading
OTC should have error-checking processes in place that are independent from the
trading process. In addition, the arrangements should not result in continual change
to the order and format of the transparency information published or use complex
non-standard technology. Nor should they publish solely to ‘static’ websites, or
involve non-automated processes (such as requiring human intervention to access
the information). Otherwise, barriers to consolidation may be erected. 

16.61 To address these concerns, we are proposing to add new guidance in our Handbook
setting out that all pre- and post-trade publication arrangements used by RMs,
MTFs, SIs and investment firms trading OTC should conform to a set of minimum
standards, such that they: 

• Include a verification mechanism that is independent from the trading process.
This process should be systematic and conducted in real-time;

• Publish the information in a way that conforms to a consistent and structured
format based on industry standards;

• Make the information accessible by automated electronic means and in a
machine-readable format; and

• Be accompanied by instructions outlining how users can access the information. 

Q35: Do these standards achieve our stated objective?

16.62 CESR is considering issuing its own guidance in this area, on which it would consult
later in the year. We would take such guidance into account when finalising our own
Handbook guidance.

Arrangements for consolidation of post-trade information

16.63 Firms trading OTC will have the choice of publishing their post-trade information
through:
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261 See forthcoming Reforming COB Regulation CP to be published in October 2006 for our proposals on best
execution provisions.

• the facilities of any RM which has admitted the share to trading or through the
facilities of an MTF; or

• the offices of a third party; or

• proprietary arrangements. 

16.64 As a result of the greater flexibility and choice in the permitted publication channels,
the number of providers of trade processing services for transactions executed away
from RMs and MTFs is likely to increase. While we recognise the benefits and
opportunities that competition could bring in this area, it also poses risks for the
overall quality of market data.

16.65 If there were to be a substantial shift in the pattern of existing ‘on-exchange’ trading
to OTC, then greater choice, along with the ability for firms to assert ownership
rights over their trade data, would increase the probability of data fragmentation.
We are concerned that, if information remains fragmented, it will reduce overall
market transparency, hinder price discovery and undermine equity market efficiency
generally. This would mean that market participants will not get as ‘complete’ a
picture of the UK marketplace as they do today. This will make it harder for market
participants to identify and assess trading interest and prices and may consequently
make the best execution monitoring and review process261 more onerous for firms.

16.66 We are also concerned the integrity of market data may deteriorate. The UK equity
RIEs currently monitor all trades in UK shares reported to them (including ‘OTC’
trades) for accuracy and duplication. This acts as an incentive for firms to report
their trades accurately in the first instance – not least because the RIEs can penalise
firms for mis-reporting – and ensures inaccurate trade reports are corrected quickly.
If, under MiFID, firms choose to conduct and publish more of their trades away
from RIEs, it is important that data continues to be monitored effectively. Lower
standards may not only reduce the quality of data but may also reduce incentives for
firms to publish accurate trade information in the first instance and may increase the
incidence of market abuse. 

16.67 We believe that such deterioration in the price-formation process and data quality
would be detrimental to the UK market place and would undermine the MiFID’s
overarching transparency objective. 

16.68 For the full benefits of broad-based transparency to be realised, trade information
published through different sources needs to be brought together in a way that
allows for comparison between the prices prevailing in different trading venues.
MiFID goes some way to addressing this issue by requiring firms to publish their
trade information in a way that facilitates its consolidation and to take reasonable
steps to monitor it for errors. However, it does not put in place a framework for the
consolidation or quality checking of the information. 

16.69 Ideally, market forces would deliver a solution. However, it is our assessment that
there are still likely to be significant obstacles and insufficient incentives for the
market to achieve these objectives on its own. It is also our assessment that we
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would be taking a risk if we were to wait for market data to fragment.
Fragmentation would have an immediate impact on price formation and market
efficiency and longer-term implications for market confidence and participation.
Acting to consolidate after fragmentation has occurred would be more costly. 

16.70 Therefore, we are consulting on the basis of putting in place in the UK a framework
to address our concerns. In addressing our concerns, we have been conscious that
we need to strike a balance between the benefits of competition in trade publication
services and the need for comprehensive, reliable and timely trade information. On
this basis, we consider the best approach to facilitate our objective for greater
transparency and reliability of trade information is to encourage private sector
involvement and competition in the provision of trade publication services, while
minimising regulatory involvement. This is in contrast to the approach taken in
other jurisdictions, such as the US, where the regulatory authorities have promoted a
centralised consolidated tape of pre- and post-trade transparency information. We
believe our proposed approach achieves the right balance, while still relying broadly
on market forces.

Proposed Trade Data Monitor framework for the consolidation
of post-trade information

16.71 We are proposing that firms could use their choice of FSA-approved Trade Data
Monitor/s (TDM) to meet their MiFID post-trade publication obligations. Firms
could choose on a per trade basis which TDM they want to use. However, to avoid
double counting, each trade should be reported only once and to only one TDM.
The TDMs would check the trade publications in real-time for potential inaccuracies
and arrange for the information to be made publicly available in a way that
facilitates its consolidation with similar data from other sources. This is illustrated
in Figure 1 below.

16.72 Firms would not be precluded from publishing their trade information through the
alternative arrangements permitted under MiFID – i.e. RMs, MTFs, third parties or
proprietary arrangements. When using an alternative publication arrangement, we
would expect firms to undertake appropriate and ongoing due diligence to ensure it
enables them to comply with the MiFID obligations on an ongoing basis. Firms
should also consult their FSA supervisor regarding their selected option.

16.73 Use of a TDM, or other third party, would not absolve a firm of its responsibilities
under MiFID. However, using a TDM would reduce the amount of due diligence
they would have to undertake to meet their obligations. This should provide firms
with a degree of certainty and comfort when using a TDM that they comply with
their trade publication obligations. 

16.74 We recognise there may be commercial value in trade information, and investment
firms would be entitled to realise that value. This is in keeping with the overall
objective of enhancing competition in the provision of trade information.
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Figure 1:Proposed Trade Data Monitor Approach

16.75 For an entity to qualify as a TDM and be admitted to our official list of TDMs, we
must be satisfied that the service meets certain minimum standards. These standards
relate to security of information, data integrity, timeliness, and systems and
resources (full criteria are set out in Appendix A).

16.76 TDMs would be responsible for monitoring in real-time the trades reported to them
for potential errors. When discrepancies are identified, TDMs would arrange for the
reporting firm to correct the trade information. Importantly, TDMs would not be
responsible for monitoring a firm’s compliance with its publication obligations, nor
would they be required to monitor for market abuse or manipulation. 

16.77 We do not intend to regulate the number of TDMs. RMs, MTFs, data publishers
and new service providers could choose to be TDMs and be admitted to our list of
approved entities. This could include non-UK RMs and other non-UK entities.
Some TDMs may also act as data publisher/ consolidator. We would publish a list
of TDMs on our website so data consolidators would know where to source the
trade information. 

16.78 TDMs would be permitted to offer their services for all trading venues, including
RMs and MTFs, and not just for investment firms operating in the OTC space.

16.79 It is possible that some TDMs may choose to outsource some of their services. It is
important to note that TDMs would still remain ultimately responsible for meeting
their obligations irrespective of whether there are separate outsourcing or other
agreements in place. 

16.80 Some TDMs may decide for commercial reasons to offer additional services, such as
helping firms comply with their deferred publication entitlements for trades large in
size and monitoring for duplicate publication. We do not intend for these activities
to be included in the TDM service criteria.
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16.81 They would be entitled to charge for the monitoring service they provide. While we
do not intend to regulate their fees, TDMs must adopt a transparent, non-
discriminatory pricing policy. This does not preclude firms from being entitled to
realise some value for their data. The net price paid/received by TDMs should in
effect reflect the commercial value of trade data as well as the commercial value of
the monitoring and publication service. 

16.82 It is possible that a TDM may wish to sell trade information to only one data
consolidator, through an exclusive arrangement for instance. However, such exclusive
arrangements may present unacceptable risks to consolidation. For this reason, MiFID
effectively prohibits firms from entering into exclusive arrangements and requires that
trade information be made available on a reasonable and non-discriminatory
commercial basis and in a manner which is easily accessible to other market
participants. We propose to extend these requirements to TDMs. This would allow any
data consolidator, or other entity, to acquire trade data from TDMs on equal terms.

16.83 Our approach to TDMs would be similar to the one that exists for Primary
Information Providers (PIPs), who disseminate regulatory information in the UK on
behalf of listed companies. It would not involve regulation. Instead, applicants
would be responsible for providing a report to us and their clients verifying that
they comply with the service criteria. This report would be provided as part of the
initial application and periodically after that. The reason for the periodic report is to
provide an assurance that they continue to meet the service criteria on an ongoing
basis. There is an outstanding question as to how frequently these periodic reports
should be prepared and whether verification by an independent auditor is
warranted. This is discussed in paragraphs A8-A14 below. 

16.84 We are conscious that some market participants may perceive this proposal as
establishing differences in the application of the MiFID transparency provisions
between Member States. It is our view that the concept of TDMs is entirely
consistent with the MiFID and is in harmony with what the Commission had
intended with its draft implementing legislation. We do not believe such an approach
would disadvantage the commercial competitiveness of UK firms. The approach
facilitates competition between trade publication services and allows for
considerably more competition than there is currently in the UK. By setting clear
standards for the monitoring and consolidation of data, we expect also to facilitate
the maintenance of efficient ‘clean market data’. It also offers firms a degree of
certainty and comfort that they would comply with the relevant MiFID provisions. 

16.85 We are putting forward the TDM proposal to deal with what we believe may be a
significant potential market failure, and that the benefits of the approach are likely
to outweigh the costs. Based on our informal pre-consultation, we believe that many
stakeholders agree. However, if it becomes clear from responses to this CP that the
UK industry as a whole does not see value in the approach, we will reconsider
whether it should be pursued further, taking account also of developments with the
European Commission and Level 3 work of CESR. 

16.86 In developing this proposal, we considered two alternative models. We considered
the possibility of encouraging firms to publish their trade information to the existing
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UK trade reporting entities. We recognise this would be inconsistent with the MiFID
objective of promoting competition in this area. 

16.87 We also considered the possibility of the FSA providing a single consolidated tape in
the UK. In February 2005 we commissioned independent consultants to assess the
feasibility of us, or a third party on our behalf, undertaking this function. The
consultants concluded that it is technically feasible; it was not deemed to be a
particularly high risk IT project; and we would be able to recover costs on a per
trade basis over a reasonable period of time. However, it would be a significant
departure from our current role and would involve us becoming a significant part of
the market fabric – assuming all inherent business and reputation risks. We have
concluded that it does not seem a proportionate response to the current risks. 

Q36: Do you agree that the proposed approach would contribute
to consolidation of equity trade data post-MiFID?

Q37: Do you agree that the TDM framework would help to
maintain high quality trade data? 

Q38: Do you agree that TDMs should not be able to provide trade
information exclusively to one data consolidator and that
doing so may present unacceptable risks to consolidation?

Q39: Would it be preferable for all information published by a
TDM to be in a standard data format to facilitate its
consolidation with similar data from other sources? 

Q40: During our pre-consultation, many market participants
indicated that the TDM approach would not be appropriate
for pre-trade information. Do you believe there is a need
for a framework for the consolidation of pre-trade
transparency information in the UK? If so, would the TDM
model be an appropriate framework?

What do we expect firms to do?

16.88 In fulfilling their pre- and post-trade publication obligations, we expect RMs, MTFs,
SIs and other firms trading OTC to ensure they publish their information in
accordance with the rules. They should take all reasonable steps to ensure barriers
to the accessibility and consolidatability of the information are not erected, and
ensure that transactions are made public as single transactions to avoid duplication.
In this context, we consider that publication on a static non-machine readable
website would not fulfil the obligations.

16.89 If we decide to implement the TDM approach, it will be on the basis that respondents
generally see it as a valuable contribution to the delivery of reliable consolidated post-
trade market information. We would, therefore, strongly encourage firms when
trading away from an RM or MTF to utilise TDMs.
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Proposed Standards for Trade Data Monitors

Introduction

A1. The minimum standards set out below must be met by any entity that wishes to be
admitted to our list of Trade Data Monitors (TDMs). We expect that more than one
service provider will meet these standards. 

A2. Applications must be in writing and accompanied by supporting reports as described
below. We will require applicants to provide, at their own expense and as part of the
application, a report by a reporting accountant qualified to act as auditor,
confirming that, in its opinion, the applicant meets the criteria set out below.

A3. At any time after receiving an application and before determining it, we may give
notice to the applicant to require it to provide additional information or documents.
The circumstances of each application will dictate what additional information or
procedures are appropriate.

A4. In addition, in considering the application, we may:

• carry out any enquiries which we consider appropriate;

• request the applicant, or any specified representative of the applicant, to attend
meetings at the FSA to answer questions and explain any matter we consider
relevant to the application;

• require any information provided by the applicant to be verified in such manner
as we may specify; and

• take into account any information which we consider appropriate in relation to
the application.

A5. Once a TDM service has been admitted to our list, it would need to prepare on an
yearly or two yearly basis (depending on the outcome of this consultation) a report
confirming that over the preceding period it has continued to meet the criteria set
out below. The report would have to be submitted to us within three months of the
end of the reporting period.
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FSA admission of a service to the list of TDMs

A6. We will make our decision on admission of a particular service to the list following
assessment of the information provided in line with the paragraphs above. The
length of the process will relate directly to the complexity of the application, but
will not be more than three months after the date when we receive a complete
application. We will not grant admission to the list of TDMs until all the
information and documents that we have requested in connection with the
application have been provided.

TDM service criteria 

Set out below are the standards that are required to be met in order for a service to
be included on the list of TDM services. These standards may be amended to take
account of factors such as advances in technology and changes in market practice.

Security

A TDM service must meet at least the following standards:

• There must be appropriate measures in place to ensure that there is: certainty as
to which firms submit trade information; no corruption of data in the input
process; and no unauthorised access to the trade information during the input
process; and

• There must be controls over the facilities of the TDM service and individuals
providing the service to ensure that the trade information is monitored securely
and to prevent the misuse of the information.

To that end, as a minimum, the following controls must be in place in respect of
provision of the TDM service:

• The working environment must be secure;

• The computer-based systems must incorporate: 

– access controls;

– procedures for problem management and system changes; and

– arrangements to monitor system performance, availability and integrity.

• The working environment must be free of unauthorised surveillance;

• Individuals providing the TDM service must be under a duty to keep
confidential any trade information to which they might have access; and

• If there is a breach of any security measure relating to the provision of a TDM
service, we must be notified immediately and, without delay following the
notification, must be provided with a detailed report of the breach and any
corrective steps taken.
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Timely Dissemination 

A TDM must have arrangements in place for the trade information it receives to be
disseminated to the market without delay or provided to a third party that can
perform this function on its behalf. 

A TDM must make trade information available on a reasonable non-discriminatory
commercial basis and in a manner which is easily accessible to other market participants.

A TDM must not enter into exclusive distribution arrangements.

Identification of potentially erroneous information

A TDM must have in place appropriate systems and controls to identify on receipt,
information likely to be erroneous. Appropriate systems and controls are deemed to
include various automated price and volume alerts. When establishing these alerts
the TDM must take into account the following factors:

• the sector and the segment in which the security is traded;

• liquidity levels including historical trading levels; 

• appropriate price and volume benchmarks; and

• if needed, other parameters to be set manually according to the characteristics of
the security.

A TDM must ensure that its systems, controls and alerts are periodically reviewed
and adjusted when deemed necessary.

It would be desirable for a TDM to have facilities in place to inform the market of
those trades it is reviewing as potentially erroneous.

Correction of trade information

A TDM must ensure that the contractual terms it agrees with an investment firm contain
information about correcting trade publications, including the respective obligations and
responsibilities of the TDM and the investment firm in relation to correction.

A TDM must have the ability to correct or delete the publication itself where the
investment firm cannot do it for technical reasons. 

Monitoring 

A TDM must monitor its own systems and controls to ensure, with reasonable certainty,
that the trades it monitors have been successfully disseminated for publication.

Operational hours

A TDM must be capable of monitoring trade information through the normal trade
publication hours of the investment firms submitting information to it.
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Resources 

A TDM must have appropriate numbers of staff who are competent to perform their
duties, including a good understanding of the markets they are monitoring. 

A TDM must notify us of the person with overall management responsibility for
the TDM service and the person responsible for ensuring the service complies with
these standards.

Contact provisions 

It would be desirable for a TDM to provide facilities for its clients to query the
accuracy of the trade publications it monitors and disseminates. 

Recovery provisions

A TDM must adequately provide for possible disruptions to its operations by having
arrangements (including spare capacity and/or access to sufficient back-up facilities)
to ensure that IT systems are resilient and not prone to failure and to ensure
business continuity if a system or systems failed. 

Recovery provisions must be reviewed regularly and be sufficient to ensure that
there is minimum disruption to the continuous operation of a TDM service. 

If a TDM’s operations are disrupted, it must inform us and its clients without delay. 

Transparent Charges

Charges for a TDM service must be clearly stated and indicate the activities covered
so they can be readily compared with competing TDM services.

An applicant must provide details of its charges to us with its application. After
that, it must provide us with any changes to those charges without delay.

Conflict of interest

Each TDM must manage conflicts of interest. 

Exclusion of a TDM’s service

A TDM service that fails to continue to satisfy the requirements applicable to it may
be removed from our list of TDMs.

If we suspend or withdraw a TDM from the list, or if a TDM withdraws itself, the
relevant TDM must, without delay, inform its investment firm clients to that effect.

Outsourcing

If a TDM makes arrangements for certain functions to be performed on its behalf by
third persons, this does not alter its own obligations. It is the TDM’s responsibility
to demonstrate to us that a person who performs a function on its behalf is fit, able
and willing to perform that function.
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262 On the basis of fees for Primary Information Providers, an independent auditor may charge in excess of £25,000 per
report, and potentially considerably more than this for the first assessment.

A7. We have said that a TDM must have a system in place to detect potentially erroneous
trade information, and that the system should have appropriate price and volume
benchmarks. We consider that an appropriate benchmark would be the current real-
time trading situation on the market where a particular share is most liquid. We
recognise that it may not always be possible to access the relevant information in
real-time. What other benchmarks should we consider as appropriate? 

Q41: Do you agree that the TDM service criteria will ensure TDMs
deliver a high quality service and provide comfort to firms
that they would comply with the relevant MiFID obligations
when they use a TDM?

TDM periodic reporting

A8. As noted above, we propose to require TDMs to report to us periodically confirming
they meet all the service criteria over the preceding period. In our March 2006
consultation paper on implementing the Transparency Directive in the UK (CP06/4),
we put forward three options for reporting by Primary Information Providers (PIPs).
Given the similarities with the PIP regime, we thought it appropriate to also put
forward these three options in the context of the TDM approach. The options are
explored below. We would welcome your views on these options.

Option 1. Annual audited report. 

A9. This option would require a TDM to produce an independently-audited report with
the initial application confirming it meets all the criteria and then, on an annual
basis, confirming it met the criteria over the preceding 12 months. Independent
verification by an auditor gives a high level of comfort to a firm that the TDM will
help it to meet its MiFID obligations.

A10. However, the cost262 of independent audits is likely to reduce the financial viability of
operating as a TDM for some entities. If it consequently limits the number of
approved TDMs, the choice and the benefits of competition will be reduced for firms.
It may also encourage entities to offer non-approved services with potentially lower
standards, which may lower the overall quality of market data and create obstacles
for data consolidation. In addition, the internal systems of TDMs are likely to be
fully automated and not subject to major changes year on year. So there may be little
value to be gained by the independent verification of a TDM report every year.

Option 2. Audited report every two years. 

A11. A second option would be to require a TDM to produce an independently-audited
report every two years that confirms it met all the criteria over the period since the
last report. This option would also involve an auditor’s independent verification
upon initial application. 
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A12. This option would reduce some of the cost burden on a TDM while maintaining the
comfort provided by independent verification of compliance with TDM service
criteria. However, there would still be substantial costs involved and these costs may
be passed on to investment firms in the form of higher fees.

Option 3. Annual un-audited report. 

A13. A third option would be to require that a TDM produce an un-audited annual
report that confirms that it met all the criteria in the preceding 12 months. Under
this option the initial application to become a TDM would still need to be
independently verified.

A14. This option would remove most of the ongoing regulatory cost burden for entities
operating TDM services. This could encourage more applications for TDM status
and firms may benefit from increased choice and competition as a result. However,
the lack of ongoing independent verification of compliance with TDM service
criteria would mean that a firm may not know if internal controls had been applied
consistently between TDMs.

Q42: What is the preferred option? Please outline reasons. 

Q43: Should we publish the annual reports we receive from TDMs
on our website? 

Q44: Would this make it easier for firms to compare which TDM
they would like to use?
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Tables for Part III: Markets

Table 1: Pre-trade Transparency Requirements

Type of system Description of system Summary of information to be
made public, in accordance
with Article 17

Continuous auction
order book trading
system

A system that by means of an
order book and a trading
algorithm operated without
human intervention matches
sell orders with matching buy
orders on the basis of the best
available price on a
continuous basis

The aggregate number of
orders and the shares they
represent at each price level,
for at least the five best bid
and offer price levels

Quote-driven
trading system

A system where transactions
are concluded on the basis of
firm quotes that are
continuously made available
to participants, which requires
the market makers to
maintain quotes in a size that
balances the needs of
members and participants to
deal in a commercial size and
the risk to which the market
maker exposes itself

The best bid and offer by
price of each market maker in
that share, together with the
volumes attaching to those
prices

Periodic auction
trading system

A system that matches orders
on the basis of a periodic
auction and a trading
algorithm operated without
human intervention

The price at which the auction
trading system would best
satisfy its trading algorithm
and the volume that would
potentially be executable at
that price

Trading system not
covered by first
three rows

A hybrid system falling into
two or more of the first three
rows or a system where the
price determination process is
of a different nature than that
applicable to the types of
system covered by first three
rows

Adequate information as to
the level of orders or quotes
and of trading interest; in
particular, the five best bid
and offer price levels and/or
two-way quotes of each
market maker in the share, if
the characteristics of the price
discovery mechanism so
permit

Source: MiFID Level 2 Implementing Regulation, Annex II Table 1
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TABLE 2: Orders large in scale compared with normal market size

Source: MiFID Level 2 Implementing Regulation, Annex II Table 2

T1. Note: Thresholds and minimum size of orders are set out in euros and will be converted
into sterling at the prevailing exchange rate at the required time of annual publication
of average daily turnover as required under MiFID (in March of each year). 

TABLE 3: Deferred Publication Thresholds and Delays

Class in terms of
Average daily

Turnover (ADT)

ADT<
€500,000

€500,000
≤ ADT <

€1,000,000

€1,000,000
≤≤ ADT <

€25,000,000

€25,000,000
≤≤ ADT <

€50,000,000

ADT ≥
€50,000,000

Minimum size of
order qualifying as

large in scale
compared with

normal market size

€50,000 €100,000 €250,000 €400,000 €500,000

Class of shares in terms of average daily turnover (ADT)

ADT <
€100,000

€100,000
≤ ADT <

€1,000,000

€1,000,000
≤ ADT <

€50,000,000

ADT ≥
€50,000,000

Minimum qualifying size of transaction for permitted delay

60 minutes €10,000 Greater of 5%
of ADT and

€25,000

Lower of 10% of
ADT and

€3,500,000

Lower of 10%
of ADT and
€7,500,000

180 minutes €25,000 Greater of 15%
of ADT and

€75,000

Lower of 15%
of ADT and
€5,000,000

Lower of 20%
of ADT and
€15,000,000

Until end of
trading day (or

roll-over to noon
of next trading

day if trade
undertaken in

final 2 hours of
trading day)

€45,000 Greater of 25%
of ADT and
€100,000

Lower of 25%
of ADT and
€10,000,000

Lower of 30%
of ADT and
€30,000,000

Until end of
trading day next
after trade

€60,000 Greater of 50%
of ADT and
€100,000

Greater of 50%
of ADT and
€1,000,000

100% of ADT

Until end of
second trading day
next after trade

€80,000 100% of ADT 100% of ADT 250% of ADT

Until end of third
trading day next
after trade

250% of ADT 250% of ADT

Pe
rm
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te

d 
de
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y 
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r 

pu
bl
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at
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n

Source: MiFID Level 2 Implementing Regulation, Annex II Table 4.
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T2. Note: Thresholds and minimum qualifying size of transactions would be converted
into sterling at the prevailing exchange rate at the required time of annual
publication of the calculation under MiFID. 

TABLE 4: Indicative UK Liquid Shares for the Purpose of Quoting
Obligations 

Source: London Stock Exchange. Based on a year’s trading data up to the end of April 2006.

1 BP 48 Amvescap 95 Rexam
2 Vodafone Group 49 Scottish & Southern Energy 96 EMAP
3 Royal Bank of Scotland Group 50 Imperial Chemical Industries 97 Whitbread
4 GlaxoSmithKline 51 BAA 98 Friends Provident
5 Rio Tinto 52 Compass Group 99 Taylor Woodrow
6 AstraZeneca 53 Pearson 100 LogicaCMG
7 BHP Billiton 54 Land Securities Group 101 Associated British Foods
8 HSBC Hldgs 55 Boots Group 102 SCHRODERS
9 Lloyds TSB Group 56 Gallaher Group 103 Rank Group
10 Barclays 57 Cable & Wireless 104 Rentokil Initial
11 Anglo American 58 Smith & Nephew 105 Hammerson
12 Royal Dutch Shell 59 Legal & General Group 106 Kesa Electricals
13 HBOS 60 Sainsbury (J) 107 Hays
14 Diageo 61 Northern Rock 108 Alliance Unichem
15 Tesco 62 British Land Co 109 Johnson Matthey
16 BG Group 63 Old Mutual 110 Brambles Industries
17 British American Tobacco 64 Hanson 111 Bradford & Bingley
18 Prudential 65 Scottish & Newcastle 112 Burberry Group
19 Aviva 66 BOC Group 113 Punch Taverns
20 BAE Systems 67 DSG International 114 United Business Media
21 BT Group 68 International Power 115 Pennon Group
22 Reckitt Benckiser 69 Intercontinental Hotels Group 116 Daily Mail & General Trust
23 Standard Chartered 70 Severn Trent 117 Liberty International Plc
24 Xstrata Plc 71 ITV 118 British Energy Group

25 Reuters Group 72
Royal & Sun Alliance Insurance
GR 119 Vedanta Resources

26 Cadbury Schweppes 73 Yell Group 120 Misys
27 Carnival 74 Morrison(wm.)Supermarkets 121 HMV Group
28 Rolls Royce Group 75 Persimmon 122 Easyjet
29 GUS 76 Capita Group 123 Provident Financial
30 Centrica 77 Tate & Lyle 124 Bunzl
31 Imperial Tobacco Group 78 Sage Group 125 Firstgroup
32 National Grid 79 3i Group 126 Arriva
33 WPP Group 80 William Hill 127 Trinity Mirror
34 Ladbrokes 81 Antofagasta 128 Slough Estates
35 Kingfisher 82 EMI Group 129 IMI
36 Royal Dutch Shell 83 Enterprise Inns 130 AWG
37 Next 84 Kelda Group 131 Electro Components
38 British Airways 85 Barratt Developments 132 Pilkington
39 British Sky Broadcasting Group 86 Alliance & Leicester 133 Tullow Oil Plc
40 Sabmiller 87 Partygaming 134 Group 4 Securicor
41 Man Group 88 Cairn Energy 135 Balfour Beatty
42 Marks & Spencer Group 89 GKN 136 Signet Group
43 Shire 90 Tomkins 137 Associated British Ports Hldgs
44 United Utilities 91 Wimpey (George) 138 AMEC
45 Smiths Group 92 Lonmin 139 Travis Perkins
46 Reed Elsevier 93 ARM Hldgs 140 Kazakhmys
47 Wolseley 94 Mitchells & Butlers 141 BBA Group
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TABLE 5: Standard Market Sizes 

Source: MiFID Level 2 Implementing Regulation, Annex II Table 3

Class in
terms of
average
value of

transactions
(AVT)

AVT <
€10,000

€10,000
≤AVT<

€20,000

€20,000
≤AVT<

€30,000

€30,000
≤AVT<

€40,000

€40,000
≤AVT<

€50,000

€50,000
≤AVT<

€70,000

€70,000
≤AVT<

€90,000

Etc.

Standard
market size

€7,500 €15,000 €25,000 €35,000 €45,000 €60,000 €80,000 Etc.
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263 MiFID Level 1 Article 25(3) – (6).

Introduction

17.1 Transaction reports play a key role in our detection of market abuse and are central
in ensuring that market conduct is honest, fair and professional and undertaken in a
manner which promotes market integrity. It is therefore vital that all firms accurately
report their transactions to us in accordance with the applicable requirements. The
MiFID requirements on transaction reporting263 aim to ensure that firms report
details of transactions in any financial instruments admitted to trading on a regulated
market quickly and accurately to the appropriate competent authority. This chapter
sets out the relevant MiFID requirements, and outlines the areas where we propose to
exercise the discretions in the Level 1 Directive and the Level 2 implementing
Regulation for Member States to supplement the MiFID requirements with additional
national measures, in order to promote the integrity of UK markets.

17.2 The proposals in this chapter are one part of a three pronged approach to
implementation of the MiFID requirements. We also plan to issue:

• A paper on our proposals in relation to Approved Reporting Mechanisms
(ARMs). This paper has been sent to the current permitted reporting systems
and selected trade bodies so as not to add further to this CP. Due to the more
limited number of directly impacted parties and the fact that we are still unsure
of precisely what powers we will have in this area, we will be discussing this
paper separately with the current permitted reporting systems and trade bodies
in the first instance.

• A technically focused Transaction Reporting Users Pack, which we will publish
by the end of 2006. This Pack will provide technical assistance in a fairly
technical area of the Handbook and the suggestion of such a pack has already
been welcomed by industry. 
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264 SUP 17.

Sectors affected

17.3 The requirements described in this chapter will apply to a wide range of institutions;
from large investment banks to small brokers, dealers, and investment managers.
They will apply to all MiFID firms that carry out a reportable transaction, as
defined by MiFID. A significant change brought about by MiFID is that firms
executing transactions in commodity; interest rate; and foreign exchange derivatives
admitted to trading on RMs will now have to report those transactions to us.
However, the actual impact on firms executing these transactions may, for reasons
outlined below, be minimal. 

17.4 We are also minded to apply these proposed rules to UK branches of non-EEA firms
which provide investment services or perform investment activities as defined by
MiFID within the UK. Currently these branches are FSA authorised and therefore
already transaction report to us. 

17.5 We are aware that investment managers of pooled or collective investment funds are
currently covered by the existing rules in SUP 17 but are carved out of the scope of
MiFID. Accordingly, the application of transaction reporting rules to such
investment managers will be dealt with along with other non-scope issues in the
Reforming COB Regulation CP planned for October. We will discuss this issue with
relevant firms and trade associations. Subject to those discussions and our further
consultation our intention will be to apply transaction reporting obligations to
collective investment undertakings and their managers to maintain the scope of the
existing reporting regime. For present purposes references to ‘investment managers’
in this chapter do not include managers of collective investment undertakings which
are excluded from the scope of MiFID.

Summary of new MiFID requirements and changes proposed 

17.6 Our existing transaction reporting rules264 largely mirror the rules made and applied
by our predecessor regulatory bodies. As a result, they differ in their substance and
effect according to the category of firm in question. 

17.7 MiFID will introduce a uniform standard for transaction reporting across all
categories of MiFID investment firms (irrespective of whether they are, say, in
current terms an investment management firm, a securities firm or a PIF). 

17.8 The MiFID transaction reporting requirements cover much of the same ground as
our existing requirements. They deal with four main issues, the detail of which is
discussed below: 

• the definition of a reportable transaction; 

• the means of making a transaction report; 

• the content of a transaction report; and

• the competent authority to which the firm must report.
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265 We are extending the category of reportable transactions beyond those set out in MiFID – see paragraph 17.33. 

266 MiFID Level 1 Article 25(3).

17.9 The MiFID requirements, together with our proposed additional requirements, may
mean little or no change in the transaction reporting operations of some firms, but
for others there may be significant changes. Therefore it is essential that each firm
examines its own position and ensures that it properly discharges its obligations
under MiFID and our new rules described later in this chapter.

Definition of a reportable transaction265

17.10 MiFID266 requires a firm to make a transaction report when it executes transactions.
We do not envisage providing detailed Handbook guidance on the various scenarios
in which a firm may or may not be ‘executing’ a transaction. We are aware,
however, that the term ‘execute’ may pose particular issues for investment
management firms. Hence our proposed Handbook text in SUP 17 contains
guidance on (a) investment management firms using a third party to report
transactions that the investment management firm has executed; and (b) how the
proposed rules may apply where an investment management firm places an order
with a broker for execution. 

Q45: Do you think that our proposed approach provides firms
with sufficient guidance to determine whether they should
report transactions to us? 

Q46: If not, what further information would you require?

Q47: Do you think it would be more appropriate for this
guidance to be placed in our proposed Transaction
Reporting Users Pack? 

17.11 Currently, our rules do not require transactions in commodity derivatives, interest
rate derivatives or foreign exchange derivatives to be reported. MiFID, however,
states that transactions in any financial instrument admitted to trading on a
regulated market whether or not the transactions were carried out on a regulated
market should be reported to the competent authority. Therefore, as well as equity
and debt instruments admitted to trading on a regulated market, reportable
transactions will now include commodity derivative, interest rate derivative and
foreign exchange derivative contracts that are admitted to trading on RMs.

17.12 MiFID is also narrower than the current scope of reportable products by requiring
only transactions in financial instruments admitted to trading on an RM to be
reported to us. Consequently, we intend to withdraw the existing requirement to
report transactions in non-EU securities that are not admitted to trading on an RM.

17.13 However, should a MiFID firm based in London carry out a transaction on the
NYSE, in, for example, General Motors securities which are quoted in London and
on the NYSE, then a transaction report would be required to be made to us. This is
because General Motors is admitted to trading on the LSE, a regulated market. 
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267 MiFID Level 2 Implementing Regulation Article 12(1). 

268 MiFID Level 2 Implementing Regulation Article 12 Table 1 Annex 1. 

Means of making a transaction report

17.14 MiFID sets out three ways in which a firm can make a transaction report. These are: 

• directly by the firm or by a third party acting on its behalf;

• by a trade-matching or reporting system approved by the competent authority; or 

• via a regulated market or MTF through whose systems the transaction was
completed. 

17.15 If a firm reports to the FSA through option (i) (i.e. directly itself or through a third
party) then it must meet the requirements MiFID imposes in respect of reporting
systems. If a firm uses option (ii) or (iii) (i.e. a regulated market, an MTF, a trade
matching system or a reporting system approved by the FSA), then it is the operator
of the system used which must satisfy the MiFID requirements for reporting systems. 

17.16 As discussed in paragraph 17.2 we plan to discuss our proposed approach on the
MiFID requirements in respect of the approval and monitoring of ARMs with the
current permitted reporting systems and selected trade bodies. 

17.17 MiFID267 also requires that, except under exceptional circumstances, all transaction
reports should be made electronically. We propose to follow this approach. This
means that we will not normally accept e-mailed or faxed transaction reports.
Investment managers will be most affected by this approach but we believe that our
new web-based reporting system, the Transaction Reporting System (TRS), which
went live in November 2005, does simplify transaction reporting for those firms that
have few reports to make.

17.18 For the transmission of transaction reports on products newly required to be
reported (commodity, interest rates and foreign exchange derivatives), we are
currently exploring the possibility of collecting transaction reports through a market
feed from the relevant prescribed markets. This should make it is easier for
individual firms trading in these products to discharge their obligation to report
transactions directly to us. The one type of commodity derivative transaction which
we think we may not be able to receive from the prescribed markets is a London
Metal Exchange (LME) client cross trade. The information received by the LME in
the case of these types of transactions is not sufficient to make up a transaction
report to us. Therefore firms may have to ensure that there are alternate means in
place by 1 November 2007 to ensure that these transactions are reported to us. This
and other such issues will be dealt with in our Transaction Reporting Users Pack,
which will provide technical details on how firms may arrange to provide us with
transaction reports.  

Content of a transaction report

17.19 MiFID268 sets out around 23 fields that will constitute the content of a transaction
report. The vast majority of this information is already reported by securities and
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269 It is possible that Market Identifier Codes (MICs) will be assigned to MTFs, in which case only the MIC should be
identified.

futures firms and consequently the impact on these firms is not expected to be
significant. In contrast, the current required content of a transaction report from
investment management firms and personal investment firms is significantly
narrower. In particular, they are not currently required to report the client code for
any transactions and the means of identifying the reportable instrument are not
prescriptive. These latter two types of firm will therefore be required to transaction
report more information than they do currently. 

17.20 MiFID will require all MiFID firms covered by the reporting rules to report the
same minimum content for transaction reports. Given that the mandatory fields
simply require information that the firms should already know, and need to retain
for other purposes, then the impact of this should be minimal. 

17.21 MiFID does impose a new requirement in respect of the content of transaction reports
in that it will require the underlying security code for transactions in derivatives, where
such a code exists. This will enable us to run alerts on instruments through linkage to
the underlying reference instrument rather than relying on a free text descriptive field.

17.22 MiFID will also require firms to identify whether the transaction was conducted on
an MTF and if so, which one. We currently propose that firms will be able to meet
this requirement by entering ‘MTF’ in the market identifier field and the Bank
Identifier Code (‘BIC’) code of the MTF in a new ‘MTF’ field.269

17.23 MiFID allows Member States to specify the format in which a transaction report
must be provided and we are proposing to use our discretion in this area to require
transaction reports in the format HHMMSS. This will enable us to better monitor
for market abuse and allow us to better calculate liquidity as required by MiFID.

17.24 The MiFID requirements on transaction report contents also call for the instrument
to be identified by a ‘unique code to be decided by the competent authority’. We are
proposing that the unique code should be the International Securities Identification
Number (ISIN) and not any other security code, such as CUSIPs and SEDOLs. This
will have an impact on a firm in the following ways:

• When it executes a transaction in an instrument that has an ISIN it will have to
use that ISIN to identify the instrument; and 

• Where it executes a transaction in a derivative, the underlying of which has an
ISIN, it will have to use that ISIN to identify the underlying instrument. 

17.25 Where a firm executes a transaction in an instrument that does not have an ISIN then: 

• For instruments that are admitted to trading on a prescribed market, the code
allocated by the prescribed market must be used; and

• In the case of an OTC instrument the instrument code should be left blank
(although the underlying will have the ISIN specified and a description of the
instrument will be provided in the instrument type field).
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270 MiFID Level 1 Article 32(7).

271 SUP 17.4.2R(2).

272 For the purposes of SUP 17.4.2R(2).

17.26 These requirements will also apply in respect of an underlying that does not have an
ISIN so that in this case the underlying must either be identified using the exchange
code, where that underlying is traded on a prescribed market, or left blank.

17.27 Unique use of ISINs will benefit our market abuse monitoring work. Currently,
firms transaction report to us using a variety of different security codes, making it
difficult to undertake a complete interrogation of our transaction reporting database
in order to gain a full picture of trading activity in a particular stock. Using ISINs
will mean that we would be able to run alerts on instruments on the new transaction
reporting database through linkage to one underlying reference stock only, making
our interrogation of the database more time-efficient and complete. Our proposals
regarding ISINs are discussed in Chapter 13 of Annex 2.

17.28 There are further requirements relating to the content of a transaction report, not
imposed by MiFID, which are outlined below. 

Which competent authority the firm should report to

17.29 MiFID will change our existing requirements regarding Home State reporting. At the
moment, EEA passported branches are required to report to their Home State.
MiFID changes this so that EEA passported branches will be required to report to
their Host State in respect of transactions executed in the course of ‘the services
provided by the branch within the territory’ where the branch is established.270 The
FSA’s transaction reporting rules, following the implementation of MiFID, will
therefore apply to both EEA passported branches in respect of services provided in
the UK. For example, a UK branch of a German bank when providing services
within the UK will be required to transaction report to us, whilst a German branch
of a UK bank will report to the German competent authority in respect of services
provided in Germany. 

17.30 As mentioned in Chapter 5 (Cross-border services and establishment of branches)
CESR will carry out some work at Level 3 on the practical implications of the
division of responsibility between Home and Host regulators which should provide
further clarity. 

Q48: Do you agree that EEA-passported branches established in
the UK when providing services within the UK should have
to comply with the FSA's transaction reporting rules?

17.31 The existing qualifying exchange exemption271 will also not be available following
the implementation of MiFID. This exemption permits a firm that is a member of a
qualifying exchange to choose to report transactions carried out on that exchange to
that exchange, rather than to us. Following the implementation of MiFID, these
transactions must, to the extent the new rules require them to be reported, be
reported to us. Many of the qualifying exchanges specified272 are located outside the
EEA and so some of the impact of the deletion of this rule will be minimised as the
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273 See paragraph 17.12.

274 MiFID Level 1 Recital 45.

275 SUP 17.

276 A Prescribed Market is one that has been prescribed by Treasury as a market that comes within the scope of the
market abuse regime contained in Part VIII of the Financial Services and Markets Act. 

requirement to report transactions in instruments not admitted to trading on a UK
prescribed market or EEA regulated market has been deleted.273

Reporting obligations not required under MiFID

17.32 This section deals with:

• provisions deriving from existing rules in our Handbook that are not directly
required by MiFID but that we consider are required for the proper regulation
of the markets; and

• some new requirements not expressly required by MiFID but which we propose
to introduce.

Definition of a reportable transaction

17.33 MiFID requires reporting only of transactions in instruments admitted to trading on
an RM. However MiFID274 gives Member States some discretion to apply the
transaction reporting obligations of the Directive to instruments that are not
admitted to trading on a regulated market. We are proposing that firms be required
to report to us all transactions in Over-The-Counter derivatives that:

• are priced or valued by reference to debt and equity instruments admitted to
trading on a prescribed market; and

• are priced or valued by reference to indices constituted by instruments admitted
to trading on a prescribed market. 

17.34 We do not propose to extend this to transactions in OTC derivatives relating to
commodities, interest rates or foreign exchange contracts.

17.35 In addition, we propose to retain the existing requirement275 that transactions
carried out on all Prescribed Markets276 be reported to us. Apart from the RMs
located in the UK, the current list of Prescribed Markets includes the Alternative
Investment Market (AIM) and OFEX. 

17.36 The principal reason we require all transactions in instruments that are admitted to
trading on prescribed markets and priced/valued by reference to equity and debt
instruments admitted to trading on a prescribed market to be reported to us, is to
ensure that we can monitor these markets and products for market abuse and
thereby meet our statutory objectives to maintain market confidence and reduce
financial crime. These types of products and markets are currently captured within
our existing market abuse regime and we have used this transaction reporting data
in our investigations into abuse involving such products and markets. It would
therefore seem to be a backward step if they were to be excluded from the new
transaction reporting regime. This is particularly the case for transactions in OTC
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277 MiFID Level 2 Implementing Regulation Article 12(4).

derivative products since no other body, such as an RIE, reviews this market.
Moreover, since the majority of firms who undertake these transactions already have
to report them, we believe that the cost implications will be minimal. We note in our
CBA that the incremental one-off costs of this retention are expected to be minor,
and justified by the benefits (see Chapter 13 in Annex 2). However, we welcome
feedback from firms where they consider this is not the case.

Content of a Transaction report

17.37 MiFID277 permits Member States to require a report of a transaction to identify the
clients on whose behalf the investment firm has executed that transaction. The
existing rules require a firm to firstly, use the counterparty participant code
identified on the transaction report from the relevant reporting system; secondly, to
use an FSA Reference Number (‘FRN’)or Bank Identifier Code (‘BIC’); and should
none of these be available, the reporting firm should use a unique and consistent
internal reference code. Our proposed rules will replace this by requiring firms to, in
the first place, identify clients using their FRN or BIC. Should neither of these be
available for that client, we would require the reporting firm to use a unique and
consistent internal reference code. 

Q49: What do you think the impact of this change would be?

17.38 Due to the growing importance and the potential impact of the credit derivative
market, we propose to add an additional instrument classification for this product
within the transaction report. We are aware that there is an argument that this is
beyond the requirements of MiFID and will have an impact on both firms and
reporting systems. However, in order to monitor this market for market abuse and
monitor the growth in this particular market, we consider reports of credit derivative
transactions are necessary for our market regulation and that any costs involved will
be outweighed by the benefits of this additional classification. The benefits and costs
of adding this requirement are discussed in Chapter 13 of Annex 2.

Q50: Are the relatively modest costs outlined in our CBA for our
addition of a new requirement to identify credit derivatives
consistent with what firms will have to do in order to
comply? 

Q51: In your view, do the benefits of identifying this type of
instrument justify the costs?

Firm Capacity

17.39 Currently, firms are required to indicate whether transactions have been conducted
on a principal or agency basis. We do not believe that this simple distinction is
sufficiently granular to enable us to detect market abuse efficiently. The
identification of whether a principal transaction has been executed for a house
account or client facilitation will enable us to analyse that trading more efficiently.
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This will in turn enable us to deal more quickly with the queries and alerts we
receive with respect to a firm’s trading. We therefore propose to split the capacity
type of ‘principal’ into two distinct categories – ‘proprietary’ and ‘principal for client
facilitation’. This extra granularity will enable us to determine better the true
beneficiary of the trade and will help reduce the number of requests for further
information that we send out to firms.

17.40 We expect that the distinction between a transaction executed for a house account
or client facilitation will be obvious to the firm. However, in instances where it
might not be, we would expect firms to make the distinction according to the risk
allocation of the transaction.

Q52: What do you think the additional cost of requiring firms to
identify the capacity in which they trade as principal (i.e.
client facilitation or house account), will be? 

Q53: Do you think that this cost is outweighed by the benefit of
our being able to monitor more accurately trading by firms? 

Means of making a transaction report

17.41 MiFID places an obligation on firms to transaction report when they carry out a
reportable transaction. Whilst MiFID will not place a new transaction reporting
obligation on the vast majority of firms that currently report, it will mean that some
firms including investment managers (who are already subject to some form of
transaction reporting) and firms executing transactions in commodity, interest rate
and foreign exchange derivatives admitted to trading on RMs, will see their
obligations increase. However, under MiFID and under our proposed additional
requirements a firm will be able to use a third party acting on its behalf to make a
transaction report to us.

17.42 At present we allow investment management firms to meet their reporting
obligations by relying on the reports made by their broker. Whilst this reliance does
not stem from a formal agreement, it does provide us with the information we need
and allows both firms to meet their reporting obligations. Feedback from the trade
associations and individual firms has confirmed that the industry wants to retain
this approach. We therefore believe that firms such as investment managers may
want to explore using a third party to report on their behalf in order to discharge
their obligations. As stated elsewhere in this chapter, we do propose providing some
guidance on whether an investment manager has a transaction reporting obligation
as there may be circumstances in which such a firm does not ‘execute’ a transaction. 

17.43 We believe that relying on a firm’s authorised broker could present an acceptable
method of transaction reporting to us, and complies with MiFID on the basis that this,
in effect, makes the other authorised firm a third party acting on behalf of the firm. 

17.44 A firm executing transactions in commodity, interest rate and foreign exchange
derivatives admitted to trading on RMs may be able to rely on the regulated market
in question to provide the transaction report to us. We are currently exploring
arrangements with the LME, LIFFE, the ICE Futures Exchange and NYMEX
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whereby the information firms currently provide to those exchanges when they trade
can be forwarded to us as a transaction report. 

17.45 Technical assistance on how the rules post-MiFID will apply to investment
management firms and firms executing transactions in commodity, interest rate and
foreign exchange derivatives admitted to trading on RMs will be available in the
proposed Transaction Reporting Users Pack. We propose that this pack will exist
independently of the Handbook and as well as assisting firms with the technical and
user focused issues that will arise from MiFID, will provide operational assistance to
firms in a very technical area.

17.46 We currently require firms to notify us of the permitted reporting system that they
intend using. We are considering whether we should continue with this requirement
post-MiFID by requiring firms to notify the FSA of their selected approved reporting
mechanism or alternatively that they intend to satisfy the obligations on reporting
systems themselves by reporting either directly to the FSA or through a third party
that is not an Approved Reporting Mechanism. Our proposed rules will specify the
required format of reports sent directly by a firm to the FSA. We are also
considering whether we would require firms, that intend reporting directly to us or
through a non-ARM, to outline in a manner similar to that required of ARMs, how
their reporting system would satisfy the MiFID requirements for reporting methods.
Currently no firms report directly to the FSA.

Q54: Do you think the potential costs imposed by requiring
firms to notify us of their proposed reporting system will
be minimal? 

Material removed from the Handbook

17.47 We are proposing to remove material that relates to those products which will now
fall outside the definition of a reportable transaction. Currently, we require firms to
report transactions in non-EU securities, including for example, transactions by an
FSA authorised firm in US securities. Under the proposed rules, firms will only be
required to report transactions in EU securities admitted to trading on an EU
regulated market or prescribed market, or instruments related or referenced to those
instruments (except commodity, interest rate and foreign exchange derivatives).278

17.48 We are also proposing to remove material relating to the transaction reporting of
basket trades. Currently, firms are permitted to report a basket transaction using,
where available, a single approved security code for that basket. We propose to
abolish that provision and require firms to transaction report each constituent of a
basket separately regardless of whether a single approved security code is available for
that basket. We are proposing this on the basis that it firstly, impedes our ability to
manipulate the data we receive; secondly, it impedes our ability to calculate liquidity;
and lastly we believe that these single security codes are not frequently used by firms.

Q55: Do you have any views on this proposed additional
obligation?
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What do we expect firms to do?

17.49 We believe that the changes to the transaction reporting rules proposed in MiFID do
not impose a great burden on the majority of firms who currently transaction report
and, as such, most firms should not expect to have to change what they do
fundamentally with regards to transaction reporting. We expect that the degree of
modification needed to accommodate MiFID will not be significantly burdensome
for most firms. The costs and benefits of our proposed approach are set out in
Chapter 13 of Annex 2. The analysis we have undertaken suggests that the costs of
our proposals are relatively small, but we would welcome any feedback from firms
on these estimates, particularly in areas where we are proposing to include or retain
of material additional to MiFID.

17.50 Firms must however take this opportunity to understand the nature of their MIFID
obligations and to review their transaction reporting systems in order to ensure that we
receive all transaction reports required both under the current transaction reporting
rules and following the implementation of MiFID. We hope that the proposed
Transaction Reporting Pack will provide further assistance to firms to achieve this aim.
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Compatibility with 
our objectives and 
the principles of good
regulation

1Annex 1

Annex 1

Introduction

1.1 This Annex sets out our assessment of the compatibility of our outlined proposals for
implementing MiFID with our general duties under section 2 of FSMA and with the
regulatory objectives set out in sections 3 to 6. 

Compatibility with our statutory objectives

1.2 Our proposals in this CP and the draft Handbook text that accompanies it, aim,
primarily, to meet our statutory objectives of market confidence and consumer
protection, and these are discussed in detail below. However, our statutory objectives
of promoting public awareness and reducing financial crime are also relevant. It is
important to note that our discretion is constrained in the implementation of MiFID:
the provisions of MiFID are mandatory and developed in an EU-wide context 
(a context which is not identical to our statutory objectives).

Market Confidence

1.3 MiFID is designed to help issuers and investors by opening-up markets and cutting
the costs of securities trading. For example, MiFID aims to simplify and streamline
the passporting regime for firms doing cross-border business, increasing competition 
and enabling greater EU financial integration, both of which may act as catalysts 
for improved efficiency of markets.

1.4 The UK equity markets already feature a high level of transparency, which MiFID
aims to enhance. Implemented sensibly, this can be achieved without disturbing the
smooth functioning of the markets and the innovation that has made London one 
of the world’s key financial centres.

1.5 The inclusion of operating an MTF as a passportable activity and the introduction 
of requirements for MTFs formalises a substantial amount of current practice, and
brings certainty for ATS operators in the UK – they are now clearly able to benefit
from the passport, and are able to compete with RMs and other MTFs across the
EU, backed by a consistent regulatory regime.

 



1.6 Our proposals for implementing MiFID’s transaction reporting provisions, alongside
specific additional measures that we are proposing, are aimed at promoting efficient,
orderly and clean financial markets.

Consumer protection

1.7 MiFID requires firms to make adequate arrangements to safeguard clients’ ownership
rights of both financial instruments and funds. The Directive recognises the diversity
of legal systems among Member States and, in particular, of national laws relating to
property and insolvency. MiFID requires Member States to prescribe supplementary
binding rules where necessary.

1.8 The protection of assets properly belonging to clients, particularly when a firm
becomes insolvent, has been a cornerstone of the UK regulatory regime since 1988,
and a key protection for consumers. Our proposals for the implementation of the
MiFID client assets provisions will retain many of the features of our current regime,
where consistent with the Directive, and are aimed at securing the appropriate degree
of protections for consumers.

Reducing financial crime and promoting Public awareness

1.9 Our proposed implementation of MiFID is not specifically aimed at the objectives 
of reducing financial crime and promoting public awareness. However, there are
elements of MiFID which touch on these objectives.

1.10 We aim to maintain efficient, orderly and clean financial markets and help retail
consumers achieve a fair deal. Transaction reports are critical in our monitoring of the
markets for potential cases of market abuse, which assists us in our objective of
reducing financial crime, as well as flowing through to enhanced consumer protection. 

1.11 MiFID also seeks to ensure that competent authorities strengthen the regulatory
cooperation and assistance they provide to each other to ensure effective enforcement.

Principles of good regulation 

1.12 Under the requirement set out in section 2(3) of FSMA, in carrying out our general
functions, we have to have regard to the specific matters set out below.

The need to use our resources in the most efficient and economic way 

1.13 MiFID represents a substantial obligation for firms and we have devoted a
considerable amount of resources towards negotiation and implementation. Return
for this effort has been a Directive and draft Level 2 measures substantially better, in
terms of ensuring that the measures are generally cost-effective in achieving benefits
for consumers and firms, than otherwise might have been. 

1.14 We have also sought to provide as much information to the industry, and on as
timely a basis, as possible, despite the uncertainties through the process. To this end
we have produced the ‘Planning for MiFID’ document and (with the Treasury) the
‘Joint Implementation Plan’ in November 2005 and May 2006 respectively. As the
Level 2 negotiations extended beyond their original timetables, these two documents
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sought to fill the gap between what was clear from the Level 1 Directive and the
more detailed information that is provided in our formal Consultation Papers.

1.15 We have also sought to split our consultation into discrete consultation papers. This
has enabled the following benefits to flow through to the industry:

• Our consultations, each substantial in their own right, are more focused on
specific areas and less overwhelming than a single ‘jumbo’ consultation – a
document which we estimate would have run to well over 900 pages.

• Our consultation papers are able to be timed to take into account changes which
are relatively certain and those which were still being negotiated at Level 2 as
late as June. An earlier consultation on the more settled areas of Level 2 provides
industry with more time to consider what needs to be done for implementation.

The responsibilities of those who manage the affairs of authorised persons

1.16 We have followed a ‘copy-out’ approach to implementation wherever possible,
avoiding imposing additional rules on firms unless such additional material is
justified. We also aim to provide guidance to assist in interpretation, where this is
appropriate. This approach is designed to ensure maximum clarity for those tasked
with understanding and applying the rules to their firms.

1.17 The process of ensuring that the Handbook is as accessible and user-friendly as
possible is an ongoing one: we would welcome the input of respondents on how we
can better achieve this for the subjects covered in this consultation or in other areas. 

The principle that a burden or restriction which is imposed on a person,
or on the carrying out of an activity, should be proportionate to the
benefits, considered in general terms, which are expected to result from
the imposition of that burden or restriction 

1.18 We have undertaken a cost-benefit analysis to help shape our proposals and inform
this consultation. We dropped several proposals that did not appear likely to generate
benefits in excess of their costs. The CBA is set out in Annex 2 of this CP. We have
also committed to avoiding gold-plating of European Directives, and intend to add 
or retain additional material only where the benefits clearly outweigh the costs. 

1.19 We might have overlooked some significant impacts in the CBA. Differences of
opinion may also arise over the nature and extent of some of the impacts we have
covered. So we would welcome the input of respondents in helping us identify any
such areas.

The desirability of facilitating innovation in connection with regulated
activities 

1.20 One of the aims of MiFID is to set out a consistent regime for the undertaking of
transactions in financial instruments, whether they be on an RM an MTF or via the
process of systematic internalisation by an investment firm. The resulting provisions
are intended to be neutral between execution venues. A functional and risk-based
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1 DP06/3 ‘Implementing MiFID’s Best Execution Requirements’, May 2006.

approach to regulation should provide opportunities for success through innovation.
Moreover, innovation is often considered to be associated with large, successful firms
and the presence of such firms may increase in the economic markets affected by
MiFID as a result of the economies of scale that will be available in markets
harmonised across the EU.

1.21 More generally, a principles-based approach to regulation, which we are committed
to as part of the ‘Better Regulation’ agenda, compared to a narrow rules-based
approach, should enable greater scope for innovation by firms.

The international character of financial services and markets and the
desirability of maintaining the competitive position of the United Kingdom 

1.22 Our intention is to adopt a predominantly ‘copy-out’ approach to implementing
MiFID in the UK. In the areas where we propose to add or retain additional material,
we have taken account of the competitive implications between firms based in the
UK and in other countries. In each case of proposed addition or retention, we have
set out the reasons for our decisions.

1.23 MiFID implementation will enhance the passport for UK firms and is aimed at
facilitating greater integration of European capital markets. UK firms are 
well-positioned to benefit from the greater harmonisation of regulation in the EU,
and from progress towards the ‘single market’ in financial services, in light of the
existing scale and complexity of the financial infrastructure in the UK; the large pool
of capital, and the fact that aspects of MiFID which are completely new to other
jurisdictions (e.g. regulation of investment advice) are familiar to UK firms.

The need to minimise the adverse effects on competition that may arise
from anything done in the discharge of those functions 

1.24 The cost-benefit analysis undertaken (see Annex 2) indicates that the proposed
changes should not have significant material adverse effects on competition.
However, we remain open-minded and would welcome responses from readers on
this. In the negotiation process, we sought to minimise any impact that the MiFID
Level 1 and Level 2 proposals would have on the efficiency of competition.

The desirability of facilitating competition between those who are
subject to any form of regulation by us 

1.25 The provisions of MiFID to ensure a greater level of regulatory consistency for RMs,
MTFs and for those firms who systematically internalise transactions should assist in
facilitating competition between execution venues. This should further be enhanced
by MiFID’s requirements relating to Best Execution, which are not consulted on in
this CP but have been the subject of a recent discussion paper1 and which will be
consulted on in the fourth quarter this year. 
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Acting in a way which we consider most appropriate for the purpose 
of meeting our statutory objectives 

1.26 This consultation seeks to set out how particular aspects of MiFID will be
implemented in the UK and this compatibility statement outlines how such
implementation is consistent with our statutory objectives, as detailed in paragraphs
1.2 to 1.11 above. Our approach to implementation is one of copy-out of the
Directive, only adding guidance or additional material where this is appropriate and
where on balance the costs are outweighed by the benefits. We would welcome any
feedback from readers on additional approaches we could take to fulfil our statutory
objectives, consistent with faithful implementation of MiFID’s requirements
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Cost-Benefit Analysis
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1. Introduction

8 Annex 2

Annex 2

1.1 In proposing new rules or general guidance on rules, we are obliged (under sections
155 and 157 of FSMA) to publish a CBA, unless we consider that there will be no
significant increase in costs. The CBA should contain an estimate of the costs, and an
analysis of the benefits, arising from the proposals. 

1.2 This CBA is a statement of the differences between the baseline (broadly speaking,
the current position) and the position that will arise if the new rules and guidance are
introduced. The use of the current position as a baseline allows us to fulfil our legal
obligations to publish a CBA which makes appropriate ‘comparison between the
overall position if the rules are made and the overall position if they are not made.’

1.3 In addition, in order to fulfil our obligations as a transparent and accountable
regulator that pays due regard to the principles of good regulation, we have publicly
committed to introduce another element to the approach described above. 

1.4 When transposing EU Directives into our rules, we will also seek to adopt the
minimum level of regulation required by the relevant Directive, or necessary for the
effective implementation and operation of the Directive. Within-scope, we will only
introduce additional provisions where we consider that there is a clear market failure
and the costs those provisions impose are justified by the benefits derived. Very few of
the rule changes considered in this CBA go beyond the requirements of the Directive.

1.5 In undertaking this CBA, we have not attempted to measure the impact of all of the
many hundreds of changes arising out of MiFID. Clearly, many of the changes will
not give rise to significant increases in costs. To undertake CBA of all of the changes
imposed by MiFID would be a disproportionate use of our resources.

1.6 Accordingly, back in late 2004, we conducted a scoping exercise to identify those
aspects of MiFID likely to give rise to significant costs, and then focused our efforts
on these key issues.

1.7 We developed this approach in close consultation with key trade associations, who
provided valuable support throughout. With their assistance, questionnaires seeking
detailed information on costs and benefits of MiFID were circulated among member
firms. This was, at times, a difficult exercise, since the detailed Level 2 measures,



which will serve to define much of the compliance challenge for firms, were,
throughout this process, still being determined.

1.8 In this CBA we are focusing principally on the changes which arise in areas of
regulatory requirements for RMs and MTFs, markets transparency, transaction
reporting, authorisation and passporting, tied agents, capital and PII, client assets
and enforcement and regulatory cooperation. The CBA of other aspects of our
implementation of MiFID will be dealt with in other consultation papers. For
example, we have already consulted on Systems and Controls, and changes to
Financial Promotions and Conduct of Business will be consulted on in Q4 of this
year. Our consultation programme is set out in the JIP.

1.9 We have also committed to attempting to set out the ‘overall’ impact of MiFID in
cost-benefit terms. To this end, we have commissioned a study on the benefits of
MiFID, and where these can be quantified, we will make some assessment of these
alongside the costs of MiFID for the UK. We expect to publish this commissioned
report alongside our consultation planned for October. The most substantial of the
MiFID changes will impact on our conduct of business rules and consequently, the
overall CBA of MiFID implementation will be set out in the ‘Reforming COB
Regulation’ CP planned for October. Therefore, those seeking an overall picture of
the cost-benefit impact of MiFID should look to that consultation paper in particular.

1.10 The CBA that follows is structured along lines similar to the CP text: rather than
focusing on individual Articles of MiFID, it considers the key changes on an 
issue-by-issue basis. A brief description of the impact of MiFID is provided, followed
by the benefits and costs of the measures. Any use of our discretion to add or retain
additional material is separately identified and analysed.

1.11 Some of the data gathered for this CBA was done so on the basis of previous drafts
of the Level 2 measures. Clearly, it has not been possible to update all of the data
requests we have made to firms and trade associations over the pre-consultation
period to take account of the revisions to the text. Accordingly, most of the data
gathered reflects the 6 February 2006 text. Where we consider that this may have 
an impact on the CBA, we invite responses via questions and will update our analysis
as appropriate.

1.12 The CBA is accompanied by a compatibility statement, which sets out an analysis of
the compatibility of our changes with our objectives, as required under FSMA. This
can be found in Annex 1 of this document.

Interaction between Treasury RIA and our CBA

1.13 This CBA focuses on the changes that we are making to our Handbook Rules and
Guidance. The Treasury has released its own consultation document on the changes
it is making to primary and secondary legislation, including an RIA on the impact of
its changes, including:

• the expansion of the scope of the Directive, so as to include MTFs, investment
advice as a core activity, and commodity derivatives;
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1 Treasury Consultation Document, December 2005.

• changes to provisions for RIEs (Title III of the Directive);

• changes to cooperation and enforcement powers and processes (Title IV); and

• changes to passporting.

1.14 An assessment of the impact of the Treasury’s changes in these areas is provided in
the RIA, and those interested in the impacts should look to that document.1

However, we also cover the issues of Passporting (see Chapter 2 of this Annex),
Cooperation and Enforcement (Chapter 4) and RMs and MTFs (Chapters 7 through
11) in our CBA.

Comments on Methodology

1.15 It is important to underline the difference between what we are required to do by
FSMA, and what we have in effect done. The technical requirement of FSMA – to
assess the impact of our proposed Handbook changes – could effectively be close to
zero, since the Level 2 measures will, where implemented via Regulation, take effect
without any Handbook changes (i.e. we could make almost no changes to our
Handbook and allow the MiFID Level 2 Implementing Regulation simply to take
effect, and the CBA requirement on us would be minimal).

1.16 However, consistent with our commitment to transparency of process, we are
conducting CBA on these changes.

1.17 Accordingly, the CBA is an assessment of the costs and benefits of MiFID, rather
than merely an assessment of our rule changes. We appreciate, however, that from
the point of view of firms and consumers, there is no effective difference – what
matters is the impact of the changes that occur.

Q56: Do you have any comments on our CBA methodology?

Impact on Branches of Third Country (non-EEA) Firms

1.18 Currently, we apply to branches of third country firms operating in the UK
requirements that are at least equivalent to the requirements we apply to branches of
EEA firms under the ISD. This is required by the ISD and is based on the principle
that Member States should not provide more favourable treatment to non-EEA firms
than to firms from other EEA Member States.

1.19 We will continue this approach under MiFID. The implications for our CBA in this
document are relatively limited: we aim to ensure that the population of firms is
correctly specified. Based on an analysis of The Automated Regulatory Data
Information System (TARDIS), we estimate that there are potentially 140 such firms
with permissions relevant to MiFID services and activities. In specific areas (namely,
transaction reporting and markets transparency), we note the possible impact on
third country firms – but in each case the incremental cost analysis is the same for
within-scope firms.
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Summary of key changes

2.1 MiFID provides the rights to EU investment firms to perform activities and services
and create branches in other Member States. This is termed ‘passporting’. The
requirements of Articles 31 and 32 will affect around 900 UK investment firms
which are currently passporting activities under the ISD and any new or existing
firms wishing to passport activities in the future. 

2.2 The investment services and activities, and specified investments within the scope 
of MiFID are wider than the ISD allowing firms to include in their passport the
following activities:

• providing investment advice (now able to be passported in its own right);

• operating a multilateral trading facility; and 

• performing investment services and activities in relation to commodity, 
credit and other derivatives.

2.3 These changes in scope could affect the number of firms passporting as follows;

• A decrease because of firms wishing to be exempt under Article 3 and giving up
their passports (so they do not have to comply with MiFID COB and CAD/CRD
Capital Requirements).

• An increase due to investment advice moving from being a non-core to a core
activity. There are currently about 200 authorised firms providing only
investment advice, however we consider that it is unlikely many of these will
actually choose to passport, based on indications we have received from industry. 

• An increase because of the extended scope for commodity derivatives. There are
approximately 50 commodity derivative firms which could fall within the scope
of MiFID. However, indications we have received from firms suggest that this
expansion in scope is unlikely to increase greatly the number of passporting
firms, as it is likely that some firms will restructure their activities so as to fall
outside the scope of MiFID. 

2. Passporting
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2.4 The number of firms potentially able to passport after the implementation of MiFID
could thus increase by around 200 to 300, however the indications we have received
are that the actual figure will not change by a significant amount.

2.5 MiFID makes it easier for investment firms to undertake cross-border activities and
establish branches in other Member States. The provisions are similar to those in 
the ISD, with some changes to requirements for notification between Member States, 
and the content and method of communication. The main changes to policy in this
area involve:

• Requirements for notification. Investment firms now only need notify the Home
State, and not the Host State, if any details are changing. The Home State must
notify the firm of their reasons for refusal if they intend to refuse the firm.

• Content of notification. This must now include the location where a firm intends
to provide services or establish a branch (already requested by us, but not
scheduled under the ISD). Further, the notification must indicate whether there 
is an intention to use tied agents, and if so, their identity. MTFs must notify a list
of their members, and do so within one month (previously they had three months
to do this).

2.6 These changes are discussed in detail in Chapter 5 of the consultation paper. 

Benefits

2.7 Given the increased scope of activities that may be passported, more firms may take
advantage of this right and be able to access customers across the EU. EU consumers
may therefore benefit from greater choice and increased competition. In order for this
to happen other barriers such as differences in tax regimes may need to be addressed.

2.8 The other main benefit is improving the efficiency of our supervisory efforts through,
amongst other things, better quality information and better working relationships
with other regulators. 

2.9 In addition it will formalise the ability of MTFs to operate cross-border (see Chapter
14 of the CP and Chapter 11 of this CBA). Member States will no longer be able to
refuse to allow cross-border activities for MTFs. 

Costs

Costs to regulated firms

2.10 There will be costs to passporting firms in familiarising themselves with the new
regime. We have assumed that for around 60% (540) of firms this should take about
half a day and the remaining 40% (360) this will take longer, approximately one day.
This gives an estimated total cost to firms of £480,000 to £1,100,000.

2.11 The costs to regulated firms should not otherwise be increased significantly as the
other additional requirements on firms are to provide us with extra information as
part of their notice of intention to passport and these costs will be offset by the firm
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only having to provide the information to the Home State and not, as now, both the
Home and Host States. 

Costs to the FSA 

2.12 The incremental ongoing costs to us are expected to be minimal once relevant
systems and processes have been established. However, we anticipate there will be
areas of one-off cost.

2.13 As the number of firms expected to passport is not likely to increase significantly, it 
is unlikely that extra staff will be needed to deal with the additional number of firms.
A new, periodically occurring cost would arise if we needed to request the information
for MTFs/tied agents on an ad hoc basis (when the Host State asks for it). We would
then face additional costs in producing this work quickly and accurately, but we
estimate that this cost would be of no more than minor significance.

2.14 Transitional period: there will be costs to us in notifying the firms of their new
passports and also dealing with queries and consequential changes resulting from 
this (e.g. updating TARDIS).

2.15 Volume changes: as already discussed at the start there may be a reduction in the
number of firms passporting (as some firms will wish to avoid MiFID requirements)
and, on the other hand, an increase due to the extended scope of MiFID. We have
estimated a 5% change in both of these. However those coming into MiFID will
involve more work for the passport notifications team than those leaving. 

2.16 Systems Changes: this includes updating the passporting database and the FSA
Register for MIFID activities and instruments, incorporating passporting for Tied
Agents functionality and mapping firms’ existing passports from ISD to MIFID.
There will be costs involved in gathering data and putting this on to the system as
well as training staff on the new systems and processes. There are certain other IS
costs associated with the implementation of MiFID; these are discussed briefly in
paragraph 7.21 of this Annex.

2.17 New literature/forms handbook: new literature (including updating and restocking
the passporting forms) and handbook changes will also be a one-off cost to us. In
addition there will be costs in communicating these across the relevant departments.
With the new ‘investment advice only’ activity for investment firms we will also need
to update the application packs to take account of a new permission profile. 
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2 Arising from MiFID Level 2 Implementing Directive Article 4, which states that additional national measures can
only be applied in certain circumstances.

Table 1: Summary of FSA costs, Passporting changes

Types of costs Incremental One-off  Incremental Ongoing costs 

costs (person days) (person days)

Transitional period 47a Minimal

Volume changes 26b Minimal

Systems 20c Minimal

New literature 2 Minimal

Total Approximately 95 person days cost = £25,000 to £55,000d

a. Made up of letter of notification, conversion of passports, printing and posting, dealing with
queries and making consequential changes as a result.

b. 5% decrease taking one hour to process, 5% increase taking 3 hours to process.

c. Analysis/testing of new passporting screens and training on new processes and systems.

d. Based on 900 ISD firms. FSA costs £325 per day excludes General Counsel Division.

Market impacts

2.18 The main concern in implementing MiFID is that firms will establish branches in
countries with less strict/lighter-touch regulatory regimes and favourable taxation
provisions. This so-called regulatory arbitrage or ‘forum shopping’ could reduce
consumer protection as firms may be attracted to those with lower standards.
However, we do not consider this to be a major issue to the extent that MiFID is a
maximum harmonisation Directive with only limited scope for material national
differences.2 In addition it is likely that the firms’ interest in establishing a Member
State will be influenced by many factors other than what should be relatively small
variations in regulatory structures.
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3. Appointment of
Tied Agents
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3 As set out in SUP 12.

4 MiFID Level 1, Article 23.

Summary of key changes

3.1 The MiFID tied agent regime is discretionary and Member States are not required to
allow their investment firms to appoint tied agents to act on their behalf. The
Treasury has decided that the regime, which is largely similar to the current UK AR,
will be permitted in the UK. The fundamentals of the AR regime are set out in
legislation, for which the Treasury has overall responsibility. The Treasury proposes
to implement the tied agent regime through changes to the legal framework for ARs,
which they consulted on in the first quarter of 2006. 

3.2 For the tied agent requirements that sit under the legislation, we propose to fold
these into the current UK requirements for ARs.3 Only limited changes to our rules
are required to do this. Where a firm is a MiFID investment firm, its ARs will
become ‘tied agents’ under MiFID but, we believe, with no substantive changes to the
way that most do business. Firms that continue to be outside of MiFID scope will
carry on business as usual with and through their ARs. 

3.3 Two changes we would highlight are: 

• the potential increased opportunities for MiFID firms to utilise tied agents in
undertaking MiFID business in Member States other than their own; and 

• MiFID’s restriction on a tied agent being tied to more than one principal in respect
of MiFID business. This goes further than the restriction in our current AR rules,
although we believe the practical effect of this change is likely to be limited. 

3.4 MiFID gives Member States an express discretion to impose requirements on firms
when they appoint tied agents.4 We consider that our implementation, which largely
retains existing requirements for firms with ARs, acts to ensure that the high-level
obligations imposed by MiFID are operationally workable. 



Benefits

3.5 Several benefits potentially arise from the tied agent regime in relation to increased
competition in the UK. Under the MiFID regime tied agents established in the UK will
be able to passport into other Member States under their principal’s passport, opening
up a wider field of business to them. Similarly, tied agents registered elsewhere can
passport into the UK, thereby offering a wider choice for UK consumers. 

3.6 UK investment firms could potentially use the tied agent regime to more easily
undertake business in other Member States. For example, this could be a low-cost
alternative to setting up a branch. EEA firms will in the same way be able to appoint
a tied agent located in the UK and conduct business via this channel.

3.7 Because the tied agent regime is discretionary, not implementing it in the UK could
risk damage to the UK’s competitive position against that of Member States where
investment firms are permitted to appoint tied agents. Having the regime in place 
in the UK also allows us to retain an element of control over the way tied agents
registered in the UK carry on business here. 

Costs

3.8 Overall, we do not anticipate substantial costs to introduce the tied agent regime to
the UK as we can make use of the AR regime already in place. There will be some
costs to us for changes to internal systems and to the FSA Register, but the costs
specific to tied agents are only a small fraction of the overall costs for changing our
information systems in order to implement MiFID. Work is currently underway on
these overall costs and an estimate will be included in our Reforming COB
Regulation CP planned for October. We do not expect that firms’ costs to register 
a tied agent will change from those required now to register an AR as a result of the
implementation of MiFID. 

3.9 Given our approach to implementation, which aims to minimise changes within 
the current AR regime, our analysis has not indicated that the MiFID changes will
involve incremental costs of material significance to firms.

3.10 One aspect we have examined closely is whether the extension of the restriction on
multiple ties beyond our current prohibition on business for private customers could
have cost implications for tied agents in respect of any MiFID activity undertaken for
non-retail customers (those who would currently be classified as Intermediate
Customers or Market Counterparties).

3.11 For any firms affected, this could require either a review of this element of the
arrangement between the principal and its tied agent or the tied agent’s need for
authorisation as an investment firm. On the basis of the information held on our
systems about current AR relationships, and current views on the scope of MiFID,
we have identified at least one MiFID firm that may need to review some of its
arrangements. For any firms affected by this change as MiFID principals, the costs
are likely to involve a variation of the firm’s current permissions. The cost of this has
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5 This range is based on the estimate of the cost of a variation of permission taken from the NOP survey data reported
by Real Assurance Risk Management, Estimation of FSA Administrative Burdens, June 2006, Annex 1, page 21.

been estimated at between £600 and £4000.5 They will also incur other
administrative costs and costs of reviewing commercial and contractual arrangements
with their tied agents, which may potentially be significant but that we are currently
unable to estimate. 

3.12 Given the low number of firms we believe are affected by the extension of the
restriction on multiple ties we do not expect this provision to have a significant
and/or adverse impact in the market.
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4. Enforcement and
Regulatory cooperation
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6 MiFID Level 1, Articles 56, 57 and 59.

Summary of key changes

4.1 There are two main areas of change to regulatory cooperation and enforcement as a
result of MiFID implementation. These areas are:

Changes to our enforcement powers

4.2 The key CBA consideration in this regard is the impact of the granting of a limited
number of new enforcement powers to us. The main changes in this area are:

• enforcement powers in relation to RIEs;

• suspension and removal of a financial instrument from trading;

• intervention in respect of incoming firms that are EEA firms; and

• withdrawal of authorisation in relation to investment firms. 

Changes to our cooperation regime

4.3 MiFID intends to create a greater degree of cooperation than had been prevalent under
the ISD. As our cooperation regime under FSMA is broad enough to encompass MiFID
cooperation obligations, no changes are being made to FSMA or the Handbook.6

However, there may be changes from an operational point of view as implementation
of MiFID may result in an increase in the number of requests received.

4.4 The changes referred above are explained in more detail in Chapter 7 of the CP.

4.5 There will be no new provisions additional to MiFID. 

Benefits

4.6 The changes relating to our enforcement powers and cooperation will contribute to
more effective regulation across the single market, enhancing market confidence and
consumer protection. Given the increase in linkages between national financial



7 This is based on our estimate that it will take a total of 30 days to train Enforcement staff, at a daily rate of £430.

8 Based on our estimate of 4 days for training Enforcement staff, at a daily rate as above.

markets, cross-border supervision and enforcement cooperation will contribute to 
the achievement of a more efficient single market.

4.7 The changes to our power to withdraw authorisations will clarify the circumstances
in which authorisations can be cancelled. The new range of conditions to withdraw
authorisation will eliminate some uncertainties in the process of cancelling an
authorisation and will improve the efficiency of the overall process.

Costs

4.8 Enforcement powers: We expect to incur one-off training costs totalling
approximately £13,0007 as a result of the changes to our processes. It is impossible
before MiFID is implemented to assess whether our staff resources will need to be
increased as a result of the new enforcement powers we will acquire. 

4.9 Cooperation: We expect to incur one-off training costs, totalling approximately
£2,000,8 as a result of the changes to our processes. It is also likely that we will need
to use additional staff resources in order to deal with the probable increase in volume
and categories of information to be exchanged. Generally we receive around 300
cooperation requests each year from other EU competent authorities. The most
relevant types of requests for MiFID purposes are the transaction data requests and
requests to conduct interviews on behalf of other EU competent authorities. 

4.10 Around 7% of our international requests are requests to conduct interviews on
behalf of other EU competent authorities which can take up to 10 hours in total 
to deal with.

4.11 Around half of our incoming requests are for transaction data. Complex transaction
requests amount to 25% of these requests and can take up to 15 hours of work to
deal with, while the other 75% comprise simple transaction data requests which can
involve around 4 hours of work. 

4.12 On average, we incur a cost of £430 per case. If, as a result of MiFID
implementation, there is a 10% increase in international requests; that will result 
in an incremental ongoing cost of around £7,500.

4.13 Enforcement powers: Costs may arise for firms in trying to understand the new
powers and there may be a contingent cost for any firms against whom the powers
are used in the future. The incremental costs of this are minimal given the costs firms
have to incur to understand the whole of MiFID and accordingly, we are assuming
that these costs will be absorbed in MIFID training costs more generally.

4.14 Cooperation: Requests may pass from us to MiFID firms. This could give rise to
costs to firms in terms of our having to involve them in a greater number of requests,
which could potentially have an impact on staff resources. Generally, a compliance
department of a typical firm (e.g. investment bank) will take up to 25 hours to
respond to a cooperation request of average complexity.
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Market impacts

4.15 We have considered how the changes to our guidance discussed here would impact
on the UK markets covered by MiFID. We have concluded that given the small scale
of the changes for the UK, this is not likely to be material.
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5. Client Assets
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Introduction 

5.1 The transition from the current CASS regime to the client money provisions in MiFID
involves some changes. This CBA is intended to capture the most important impacts of
this transition. In two areas, client money opt-out and client money calculation, we
expect changes may have significant CBA implications. 

• Regarding the first of these areas, in summary, the opt-out provision in CASS
permits a firm to agree with intermediate customers and market counterparties
that money that would otherwise be ‘client money’ will not be treated as such
and will not be subject to client money protections. MiFID contains a different
form of ‘exclusion’, which specifies that in certain circumstances, funds and
financial instruments should not be regarded as belonging to the client. Mainly,
where firms are able to establish title transfer collateral arrangements, they will
be permitted to treat monies received from clients under these arrangements as
outside of client money protections. 

• The second area covers the frequency of the firm’s internal and external
reconciliations. CASS currently prescribes the frequencies and methodologies 
to be adopted in performing these reconciliations, while these issues are only
addressed by general principles under MiFID. 

5.2 These are analysed in the discussion below, taking as the baseline what firms
currently do. The analysis also addresses one other area, allowing the placement of
client money in money market funds, where notable economic issues arise, but where
we do not expect significant CBA implications.

Data used

5.3 The approach to the CBA has involved accessing the following sources of
information:

• responses to questions in the 2005 LECG survey of firms regarding MiFID
implementation; 

• the 2002 OXERA research conducted for our Client Money Review; 



• discussions with trade associations;

• informal conversations with firms which hold client money, and responses to
questions regarding client money calculation from firms in a questionnaire; 

• input from our policy, supervisory and legal experts; and

• desk-based analysis of permissions information, rate of returns, and additional data. 

Overview of the firms and markets affected

5.4 Client money rules apply to UK-authorised investment firms that receive or hold
money from or on behalf of a client in the course of designated investment business.
1,548 firms currently have permissions to hold client money. Information provided 
by responding firms in the LECG survey suggests that 97.5% of clients are retail, 
and the remaining 2.5% intermediate and market counterparties. 

5.5 Client money is exposed to various financial and operational risks. These include
third-party default, firm default, fraud and theft of client money, and segregation
errors. Market failures limit the extent to which market forces are able to take
account of, and properly deal with, risks. The most important type of market failure
relates to information asymmetries between firms and clients. Informational problems
are considered to be more severe for retail clients than for wholesale clients, since the
former are less involved in the market and less well informed about risks. 

5.6 Where there are market failures in client money relationships and market-based
solutions fail to mitigate risks and provided adequate client protection, there may 
be a role for regulatory intervention, subject to cost-benefit test and the aim not to
distort unnecessarily the operation of the market. The general purpose of client
money rules is to ensure firms, through proper accounting and handling, protect
money belonging to clients to the maximum practical extent. 

5.7 While intervention can enhance the ability of the market to deal with risks, it 
can impose compliance costs that may be considered disproportionate to the
economic problems it seeks to address. Since we are not proposing new regulatory
intervention in addition to the MiFID client money provisions, no additional
discretionary compliance costs are imposed on firms. At the same time there are
potential compliance costs of the transition to MiFID mainly from the change in
client money opt-out. 

5.8 The following sections consider, for rules governing client money relationships in the
market, all the main changes arising from the move from CASS to MiFID. 

Deletion of client money opt-out 

Summary of key changes

5.9 Clients who agree to opt-out of the client money protections agree to their money
being co-mingled with that of the firm, with the risk that it will not be separately
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9 For example, a securities firm may use the money to increase liquidity and pay for short-term liabilities such as 
trade settlement.

10 For example, while some fund management or stock broking firms may undertake most of their activity on a DVP
basis, client money can still arise if settlements are delayed or fail.

identifiable as belonging to the client. This can be important, day to day, in the case
of any disagreement between the client and the firm regarding the amount of money
owed to the customer or held for the customer, and in the event of firm failure where
the customer may lose all proprietary rights to its money. 

5.10 It is apparent that clients who agree to the opt-out provision face an increased risk
compared to those clients who are protected by the rules. At the same time, to the
extent that client money rules restrict choice and impose compliance costs, the 
opt-out provisions may also be beneficial for firms and clients. 

5.11 Firms generally use the opt-out to increase their ‘working capital’ and enhance
liquidity,9 avoid costs of complying with client money rules, or to avoid the
requirement to have the client money ‘permission’ when inadvertently holding client
money.10 Clients may benefit from agreeing to opt-outs because of reduced
commission rates or higher returns offered on their free money. These same
incentives are likely to remain when MiFID replaces CASS. As set out above, MiFID
excludes certain monies from the definition of client money, as contemplated by
Recitals 26 and 27 of the Directive.

5.12 Our understanding (based on an analysis of permissions data and information
provided by supervisors) is that currently around 50 to 75 firms seek to have their
clients opt-out and that around 20% of professional and intermediary clients of these
firms are opted out (roughly 5,000 to 7,500 clients based on information from the
LECG survey). 

Benefits

5.13 Since the exclusions allowed under the two regimes are not exactly the same, and
specifically because there are grey areas regarding the scope of MiFID exclusions, it is
not certain that the same population of firms and clients will be opting out as
present. Our base case for the CBA is that the same percentage of firms currently
opting out their clients will be able to continue excluding this population of clients
through the MiFID exclusion. In this primary scenario the only economic change we
would expect would arise from the costs of transition from one type of exclusion to
the other. No incremental benefits are expected in this case. 

5.14 Possible deviations from the base case (whether increasing or decreasing client money
exclusions) involve a trade-off between greater risks to clients and greater compliance
cost savings.

5.15 One possible deviation to the base case is where clients that were not opted-out until
now will be excluded under MiFID. This should only happen to the extent that
MiFID will allow certain exclusions that the CASS opt-out does not. In this case, for
each client that is excluded from client money rules firms will save compliance costs
but the risks incurred by the client are likely to increase. Since such a move would be
voluntary for both firms and clients, if we assume they are behaving rationally (and
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clients are not disadvantaged due to asymmetries of information) then benefits
should outweigh costs. 

5.16 Within such a deviation, one possibility could be the exclusion of private clients. The
CASS regime did not allow opt-outs for private clients. Wholesale clients are more
involved in the market, are in a better position to take account of any risks, and
understand the implications of not being protected by the rules better than private
clients. The MiFID exclusion does not take into consideration client classification, 
so there is some risk that firms may begin to exclude retail customers. This risk
should be mitigated by the Article 19(1) requirement for firms to act, inter alia, 
in the best interests of their clients.

5.17 If the deviation to the base case is in the other direction, i.e. where clients were
opted-out but will now not be excluded from client money rules, there is the benefit
of reduced risk for clients. Scenarios under this deviation are expanded in the cost
section below. 

Costs

5.18 We expect compliance costs of the transition, from the CASS opt-out to the MiFID
exclusion, to arise from re-papering, and legal advice. Based on discussions with
firms currently using the opt-out and our own internal assessment we estimate that
one-off legal costs for firms may aggregate to between £125,000 and £250,000 for
the population of 50 to 75 firms potentially affected. Extrapolating from information
provided by responding firms in the LECG survey, there may also be additional 
one-off repapering costs of around £50,000. 

5.19 Greater aggregate legal costs may arise for the population of 5,000 to 7,500
professional and intermediary clients likely to be affected. Based on estimates of
£750 per client, if all professional and intermediary clients were to take legal advice
following the change we would expect aggregate one-off costs to be in the range of
£3.5 to £6 million. 

5.20 It is likely that these cost calculations are over-estimates. We expect actual legal costs
to be significantly lower based on three factors:

• we do not realistically expect all clients to incur such a cost, and in any case
clients may do business with several firms so that the assumption of 5,000 to
7,500 clients taking legal advice may be an over estimation; 

• it has been observed that firms which act later copy and learn from the
behaviour of early adopters. In this case legal costs may be cut back for firms
following early adopters. This depends of course on early movers publicly
making the transition before the deadline for MiFID implementation; and

• there is the further possibility that an industry standard may evolve and standard
documentation, possibly paid for centrally by trade associations, could become
the norm. In such a case not only would the legal costs of firms be cut back, but
we would expect those for clients to be significantly cut back as well. Similar
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11 And observing Article 19(1) might mean not being able to exclude such clients from the rules.

12 Responses in the OXERA report suggest incremental costs of about £1100 per wholesale client of complying with
client money rules. This aggregates to an extremely large figure for the entire industry which cannot be considered
sound, especially given the small sample (4 firms) this is based on. Such a number is also not supported by the
findings of the Deloitte Cost of Regulation Study (2006) and the Real Assurance Estimation of FSA Administrative
Burdens (2006), both of which indicate client money rules are not excessively costly. One firm dealing with
wholesale clients in the OXERA sample states an incremental cost figure of £40 per client. A desk-based
examination of compliance costs as a percentage of operating expenses drawn from various sources indicates a
similar incremental cost number. We consider this is a more accurate reflection of actual incremental costs. It needs
to be noted that firms with large numbers of retail clients will have significantly lower per client incremental costs of
switching on client money rules. The OXERA review suggests here a cost of about £0.50 per client.

responses have been observed in the past, for example in the cases of the BIBA
non-statutory trust deed for Scotland, and the ISDA Master Agreements. 

5.21 A possible deviation to this base case occurs where clients are currently opted-out 
but will not be excluded under MiFID. Firms would then have to comply with client
money rules in relation to these clients. This may happen because: 

• MiFID does not allow certain clients to be excluded to the same extent or at all,
either because certain professionals may be re-classified under MiFID as retail;11

• or because clients who could previously opt-out for any reason may under
MiFID be restricted if exclusions are only allowed through the FCD or similarly
restricted processes;

• if clients choose not to be carved-out (for example, because while the current
opt-out is for client money, the MiFID exclusion is for client money and financial
instruments and clients may not be willing to take the risk); or 

• firms choose not to offer clients such an exclusion (for example, because the
compliance costs of the transition is considered disproportionate compared 
to complying with the rules). 

5.22 We consider that the first two scenarios may be more likely than the latter two,
which may be unlikely to occur in practice. In case of such deviations to the base
case, where clients are currently opted-out but will not be excluded under MiFID, 
we consider firms may face additional costs of switching on client money rules. 
We estimate incremental costs may be around £40 per wholesale client per year.12

Aggregate costs for the entire population of firms will depend on the number of
clients who might no longer be excluded from client money rules, which we do 
not feel able to estimate credibly.

Market impacts

5.23 As observed above, the bulk of the costs are likely to be borne by wholesale clients
seeking legal advice on the change. While in aggregate terms this computes to several
million pounds, it is based on a per client estimate of £750. We expect this to have
minimal if any effect on the quantity of client money in the market. 

5.24 More notably there may be more or less clients opted out because the exclusions
allowed under the two regimes are not exactly the same. But even deviations from
the base case are unlikely to have significant market impacts. 
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13 MiFID Level 2 Implementing Directive, Article 16(1)(a).

• If more clients are excluded, we would expect overall compliance costs to fall
with a proportion of these cost savings passed on to clients. In practice, any
passing through of cost savings to clients will depend on the degree of
competition in individual markets with a higher pass-through in competitive
markets. Since all wholesale clients offered the option could opt-out under CASS,
it seems unlikely that such an impact would be large. 

• If fewer clients are excluded overall compliance costs would rise, with a
proportion of these incremental costs passed on to clients. We might expect any
such price increases to be diffused across all clients rather than passed on to only
those who would no longer be excluded. We do not expect fewer clients to be
excluded at a significant scale due to economic incentives, but there is the
possibility that this may occur due to different legal interpretations of MiFID
exclusions. Our current understanding is this is unlikely to occur at a large
enough scale to have a significant impact on price or quantity.

Client money calculation 

Summary of key changes

5.25 Our existing rules require firms to undertake internal and external reconciliations in
relation to client investments and client financial instruments at different frequencies.
The MiFID Level 2 measures refer only to ‘regular’ external reconciliations and make
no express reference to internal reconciliations. However, it is implicit in the MiFID
client money, systems and controls and compliance requirements that such internal
reconciliations should take place. In order to align with CASS, we propose to replace
the current prescriptive time limits with guidance that reconciliations should take
place ‘as often as necessary’. However, the Level 2 measures, which require firms 
to ‘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’, may limit the extent to which firms choose to
reduce their frequency of reconciliations.13

5.26 Firms will also have the flexibility to use alternative methods of calculation, but this
will require auditor sign-off. This obligation is also covered by Article 20 of MiFID
which requires firms to have their adequacy of arrangements audited.

Benefits

5.27 Firms in OXERA’s 2002 review of the Client Money Regime indicated that
considerable resources could be saved if rules on the daily client money calculation
were made more flexible. Extrapolating from information provided by firms in that
survey we estimate if firms reduced their frequency of calculations to every second
day, incremental labour cost savings of up to £11 million for the total population of
1548 firms could arise, from a 30% reduction in labour costs attributable to daily
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client money calculation. Further information provided by a small sample of firms to
a questionnaire sent out for this CP indicates that we should expect only 10 to 20%
of firms to actually reduce their frequency of client money calculation in response to
the flexibility allowed in MiFID, suggesting actual cost savings of about £1 to £2
million. In comparison to the results of the OXERA review which suggests significant
labour costs savings from greater flexibility in performing client money calculations,
some firms responding to our questionnaire indicated they had systems in place
which automatically perform the client money calculation daily. And that they would
not change this practice since doing so would not be beneficial. In addition these
results may also imply that Article 16(1) may limit firms in decreasing their
calculation frequency. 

5.28 Regarding calculation methodology, since we assume firms behaving rationally will
choose the least costly method, we would expect firms to choose alternative methods
of calculation along with associated auditor sign-off costs only if these were less
costly than standard methods. We understand that the cost-benefit balance is
necessarily positive. 

Costs

5.29 Since the greater proportion of firms will continue their daily client money
calculations, there should not be a considerable impact. Theoretically, risks to client
money may arise from less than daily calculations by 10 to 20% of firms, but this
risk should be mitigated by the provision that calculations be performed with enough
regularity to ensure client money interests are safeguarded.

5.30 The aim of the daily calculation requirement is to reduce the risk of client money
losses in the event of firm default. However, it does not reduce the risk by itself, 
but only in combination with the segregation requirement. As such, the segregation
requirement is the primary rule; the daily calculation requirement is secondary – 
a means rather than an end in itself. If firms planning to perform client money
calculations with a lesser frequency are still able to segregate client money
adequately, risks may not rise compared to before.

Market impacts

5.31 Given the small degree of change expected we do not expect any major market
impacts. Some of the costs savings achieved by firms reducing their frequency of
client money calculation may be passed on to clients. Because of the small proportion
of firms likely to reduce the frequency of calculation we do not expect impacts in the
form of a significantly greater number of clients entering the market. 

5.32 Even if firms reduce their frequency of calculation, they would still have to ensure
clients were safeguarded. Any significant increase in risk leading to a loss in market
confidence therefore is not expected. 
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14 MMFs must meet the following conditions: (a) primary investment objective must be to maintain the net asset value;
(b) invest exclusively in high quality money market instruments; and (c) 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.

Money Market Funds 

5.33 At present firms generally place client money in overnight deposits at approved
banks. The current LIBOR overnight rate is 4.5%. Due to their investment profile
money market funds tend to generate returns that are comparable to direct market
and bank deposits. According to the IMMFA Money Fund Report the average return
for AAA rated sterling funds is 4.57%. 

5.34 Currently while firms are not prevented from placing client money in MMFs, this 
is not a common market practice. To invest in MMFs firms also have to comply 
with additional costs (which do not arise when placing money in bank deposits)
arising from having to meet COB provisions, for example: client reporting. In
addition, placing client money in MMFs is considered administratively burdensome
to achieve, because it requires individual client consent. Consequently, given the
similarity between the rates of return on overnight bank deposits and MMFs, and the
additional compliance costs arising from the latter, firms currently do not generally
place client money in MMFs. 

5.35 Under MiFID, the ability for firms to place client money in MMFs is made explicit
and only requires that the firm give the client the option to oppose the placement if
they do not wish to put their money in MMFs.14 Firms would still be required to
obtain the relevant permissions but the process would be less burdensome because
the ability to use MMFs would become one of the default options, in the absence of a
client opposing placement. While this makes the MMF option less costly compared
to before, we expect this not to significantly alter the incentives to hold client money
in overnight deposits, given the similarity in rates of returns and the additional costs
of complying with COB rules for MMF placements.

5.36 Diversification allowed by holding client money in MMFs can improve the level of
risk by reducing concentration and hence lessening the impact of a failure. If client
money is segregated from firm funds and held at third parties, it is exposed to
failures at the level of third parties. By the general practice of holding client money in
overnight deposits at approved banks, where risk of failure is considered minute, this
adverse impact is mitigated. But the rules may have an unintended impact. While
placing client money with approved banks reduces the probability of client money
losses (since approved banks are less likely to default), because of the concentration
of client money this may increase the impact in terms of the amount of client money
that could be lost in the event of a failure. 

5.37 Our primary view is that despite the MiIFD change, incentives should not have been
significantly realigned to lead to large proportions of client money being placed in
MMFs rather than banks. However, given the investment profile of the high quality
MMFs where client money may be placed default risks are not considered to be
notably higher than in banks, if firms do place client money in MMFs we do not
expect a costly increase in risk, and may observe a reduction in the impact of possible
failure (as noted in the discussion regarding diversification above).
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6. Capital and Professional
Indemnity Insurance
(PII) Requirements
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15 MiFID Level 1, Article 67(3).

Summary of key changes

6.1 MiFID amends the CAD so that it requires all investment firms subject to Article
67(3) (‘ECFs’) to hold a minimum level of PII (at least €1,000,000 for each claim and
in aggregate €1,500,000 for all claims) or a comparable guarantee, or initial capital
of €50,000.15 It also allows a capital/PII trade off provided that the combination
gives equivalent coverage. 

6.2 MiFID also requires ECFs that are subject both to MiFID and the IMD to have
capital or PII, or a combination of the two. The capital and PII requirement are set at
50% of MiFID’s requirements in addition to the IMD’s requirement (the IMD
requires PII of at least €1,000,000 for each claim and in aggregate €1,500,000 for all
claims). We also propose, where relevant, that firms meet a financial resources
requirement that is the higher of the requirements set out in MiFID and the
requirement applied by the section of IPRU (INV) that covers the other regulated
activities of the firm. Therefore, where a firm is conducting activities of higher risk
(such as holding client money or securities for non-MiFID scope activities) and so has
a higher financial resources requirement, the firm’s financial resources requirements
will more closely reflect the risks of the firm’s activities.

Benefits

6.3 The Capital and PII provision contribute to the overall aim of MiFID, which is to
provide the degree of harmonisation needed to offer investors throughout the EU a
high level of protection and to allow firms to provide services throughout the EU on
the basis of Home State supervision. The provision of a trade off between capital and
PII requirements will give these firms greater flexibility where none currently exists.
However, based on the responses to our questionnaire, around half the firms within
the scope of the provision, have an existing capital requirement of less than €50,000
so will face an increase in their regulatory requirements. Virtually all these firms do
not have retail clients, so our statutory objectives concerning retail consumer
protection and public awareness are not major issues here. Further, we note that
firms have a strong incentive to remain solvent. 



Costs

6.4 Based on the responses to the questionnaire, most ECFs do not have PII and do not
see it as appropriate for their business. They are therefore unlikely to take advantage
of the trade off between capital and PII. We do not believe that there are any
increases in costs for those firms whose existing capital requirement is €50,000 as
they already meet the capital option of the provision. Where firms currently have a
lower regulatory requirement than €50,000, we believe that most, for operational or
cash flow reasons, or to provide a buffer against fluctuations in their capital
resources, in practice have capital of €50,000 or more. This will lessen the impact of
the regulatory increase. While it is up to firms to decide whether to maintain the size
of buffer above their existing capital requirement or to restore their existing buffer, as
the amounts are relatively small, we assume that firms will increase their capital by
the same amount that their capital requirement (or PII equivalent) will increase. The
maximum increase for the upper limit will therefore be €50,000 (£33,000) for a firm
whose existing requirement is positive net worth/net assets. If the cost of capital for
affected firms ranges from 5% – 8%, this equates to £1,650 to £2,640 per firm. The
other ECFs’ current requirements are either £5,000 or £10,000 so their costs will be
proportionately lower. As stated in paragraph 6.3 above, based on the responses to
our questionnaire, around half the firms within the scope of the provision have an
existing capital requirement of less than €50,000. So the maximum total cost for the
industry based on the maximum capital requirement increase of €50,000 for half of
the 650 identified ECFs equates to £540,000 to £860,000 per year.

Discretionary Proposals

6.5 We are also consulting on whether an ECF with adequate PII should have a minimum
capital requirement of either £5,000 or £10,000 which is additional to the
requirements of MiFID. Using the cost of capital set out in the preceding paragraph,
an increase in the capital requirement of £5,000 equates to approximately £250 
to £400 per firm and an increase in the requirement of £10,000 equates to
approximately £500 to £800 per firm. Based on the responses to our questionnaire
we estimate that for a minimum capital requirement of £5,000, around 5% of ECFs
could experience an increase in their regulatory capital requirement, which equates 
to an estimated maximum total cost to industry of approximately £10,000 to
£16,000 per year. We estimate that for a minimum capital requirement of £10,000,
around 30% of ECFs could experience an increase in their regulatory requirement,
which equates to an estimated maximum total cost to industry of approximately
£60,000 to £100,000 per year. 

6.6 While additional to the MiFID provisions, virtually all the firms affected are already
subject to at least £5,000 and, based on our questionnaire, are unlikely to take
advantage of the trade off between capital and PII, so, in practice, we do not
anticipate that it will give rise to additional costs. Given the small scale of these
requirements, the small size of the firms involved (which implies that a firm failure 
is unlikely to have an impact on systemic stability and only limited impact on market
confidence) and the non-retail nature of the customer base (which implies the
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16 See, for example, Alfon, Argimon and Bascuñana-Ambrós, What determines how much capital is held by banks and
building societies?, FSA Occasional Paper no 22, July 2004.

problem of asymmetric information may be limited) we do not claim substantive
benefits for these proposals.

Market impacts

6.7 As shown above, the incremental costs for the policy proposals we estimate to be
low. This view was shared by respondents to the questionnaire. There is evidence, 
at least for small banks and building societies, that firms tend to hold considerably
more capital than is required by the regulator and that the amount of capital they
hold is not just driven by regulatory requirements.16 It is also influenced by a range
of different factors, such as the level of capital the market demands and managers’
own views and preferences on risk management. So we expect the impact of our
proposals to be minimal on the level of capital they hold, as well as on their pricing
policy, competitive strategy, volume of business, and the quality of their products and
services, with very little resultant exit. The respondents’ main concern was about the
impact of a compulsory PII requirement which they strongly opposed (and which we
are not proposing).

6.8 We do not consider there are any increases to costs for firms that, due to other non-
MiFID scope activities, are subject to a higher requirement than that in the Capital/PII
provision. These firms are most likely to be conducting these other activities already
and would therefore be currently subject to a higher capital requirement.
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7. Markets
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Introduction

7.1 MiFID seeks to establish a comprehensive regulatory framework governing the
execution of investor transactions by exchanges, other trading systems and
investment firms. The Commission’s expectation is that, taken together, the MiFID
provisions will facilitate greater competition between trading platforms but prevent
adverse consequences from any resultant fragmentation of liquidity. To underpin
efficient price formation and liquidity, the transparency requirements aim to ensure
that a high level of trading interest is exposed, ex ante, and that all completed trades
are publicly reported on, ex post. Other provisions require the reporting of
transactions to competent authorities, which will enable effective monitoring of
firms’ activities and assist regulators in upholding the integrity of markets.

7.2 In the next chapters we analyse the impact that MiFID provisions will have in the
UK, in terms of the costs and benefits they will bring to firms, investors, exchanges
and to the UK market as a whole. This chapter summarizes the key changes that
MiFID provisions will impose, analyses the current pattern of equity trading in the
UK and provides an estimate of the direct costs to the FSA of implementing the
Markets provisions. 

7.3 Chapter 8 considers the potential impact of the new pre-trade transparency
requirements, while Chapter 9 does likewise in relation to the post-trade
transparency provisions. Chapter 10 considers the impact of the greater choice
investment firms will have under MiFID over the venues to which they will be able to
report post-trade information. Chapter 11 covers MTFs run by investment firms and
the changes to our rules compared with the current ATS regime.

7.4 Chapter 12 takes into account all these different elements and looks at the
interactions between them and at possible behavioural changes by market
participants, in an attempt to assess the wider dynamic impact of the new MiFID
markets regime as a whole. Finally, Chapter 13 deals with the new MiFID
transaction reporting requirements.



Summary of key changes

7.5 The changes which MiFID will bring to the current UK regulatory requirements 
for RMs and MTFs run by market operators are relatively minor. They are being
transposed by the Treasury by way of amendments to FSMA and the Recognition
Requirements for RIEs. The impact of those changes was covered in the Treasury’s
Consultation Document. We do not cover them here.

7.6 The most significant changes introduced by MiFID are those governing transparency
in trading of shares. The Directive introduces comprehensive pre- and post-trade
transparency regimes for trading in any share admitted to trading on an RM
wherever it is traded. To achieve this, the Directive defines three main types of
execution venue and applies transparency requirements to each:

• RMs – these include stock exchanges (such as the main market operated by the
LSE), and virt-x; 

• MTFs – these cover alternative execution venues (currently referred to as
alternative trading systems in the UK); and 

• OTC – Investment firms trading outside an RM or MTF, including those acting
as SIs. 

7.7 As operators of RMs providing trading in shares, both the LSE and virt-x have
trading systems and rules that establish transparency levels tailored to the type 
of share being traded and the method of trading. But MiFID will introduce more
extensive pre-trade transparency requirements, particularly for trades below specified
size thresholds and for trades that take place outside an order book or a quote-driven
system (see summary in Table 2 below). MiFID requirements for MTFs (which are
identical to those for RMs) are very similar to those that currently apply to ATSs. 

7.8 MiFID introduces a completely new pre-trade transparency regime for transactions in
shares by investment firms acting as SIs. MiFID defines an SI as an investment firm
which – on an organised, frequent and systematic basis – deals on own account by
executing client orders outside an RM or MTF.

7.9 For post-trade transparency, MiFID extends the scope of the UK’s current requirements
from transactions concluded on RMs to transactions concluded on MTFs and
transactions concluded by investment firms trading outside RMs or MTFs. Going
forward, specified information about all transactions in shares admitted to trading 
on an RM will have to be made public as close to real time as possible (with delays for
large risk trades) and on a reasonable and non-discriminatory commercial basis. This 
is irrespective of whether such transactions are concluded on an RM, an MTF, or by 
an investment firm trading outside an RM or MTF. 
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Table 2: MiFID Markets Transparency Regime

Trading venue Pre-trade Post-trade Exemptions

Regulated Order-driven: Publish all Pre-trade:
Markets five best bid + offer prices, trades a close  Exemptions for large trades

showing aggregate orders + to real-time as and negotiated trades 
number of shares at each possible: price, fulfilling certain conditions, 
price level quantity, time and for qualifying 
Quote-driven: of trade, crossing systems.
Two-way quotes for all execution Post-trade:
market-makers, showing venue. No exemptions. But delayed
prices + volumes publication allowed for 
Other systems: large trades
Broadly similar requirements

MTFs As for RMs As for RMs As for RMs

OTC Systematic Internalisers: As for RMs Post-trade:
Liquid shares: No exemptions, but delayed
Price quotes for trades up publication allowed for 
to SMS: No requirements large risk trades, and  
for trades above SMS out of hours trades
Illiquid shares:
None

7.10 MiFID grants investment firms a greater choice over the venues to which they will 
be able to report post-trade details of completed transactions. The aim is to enhance
competition and reduce the costs of post-trade publication. This may however create
a risk of greater fragmentation of post-trade information. To mitigate that risk 
we are proposing guidance to establish and encourage firms to report to Trade 
Data Monitors.

7.11 MiFID requires transaction reports for any instrument admitted to trading on an
RM. The UK’s current transaction reporting requirements already cover equities,
debt and equity-related products. MiFID will extend these requirements to include
commodity instruments. MiFID transaction reporting requirements will also shift the
reporting emphasis to the competent authority of the home/host state of the firm and
not to the competent authority of the RMs on which the instrument is traded. 

The current pattern of equity trading

7.12 This section describes the current pattern of equity trading, so as to provide the
baseline against which to assess the impact of the changes that new MiFID
transparency requirements may bring.

7.13 The UK already permits trades in shares admitted to trading on a RM to be
concluded on the full range of venues which MiFID will allow: RMs, MTFs and
OTC. However, the vast majority of UK equity trading (over 90%) is reported to the
LSE, and is therefore classified as ‘on-exchange’ trading, although more than half 
(by value) represents trades that are effectively executed OTC by LSE member firms. 
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17 For example, some LSE member firms currently provide their trade reports to Posit.

18 The stamp duty relief on purchases of UK stocks also applies to members of certain MTFs designated by Treasury.

7.14 In 2004, about half of the total value and a fifth of the total number of trades in
shares admitted to trading on the LSE was conducted away from the LSE’s order
book and quote-driven markets, but reported to the LSE. The reporting of these
trades is required by a current LSE rule which requires the exchange’s 355 member
firms to report all of their trades in shares admitted to trading on the LSE to a UK
RIE – either the LSE or virt-x – or another trading venue which has been approved
by the LSE.17 It also reflects the fact that in order to qualify for stamp duty relief on
purchases of UK stocks, intermediary trades have to be classified as ‘on-exchange’.18

7.15 For domestic equities, the LSE operates three principal trading systems:

• SETS (Stock Exchange Electronic Trading Service). This is an electronic order
book system. Members may also trade bilaterally in SETS securities, in
negotiated transactions ‘on-exchange’ but outside the order book. SETS
securities comprise some 200 of the most liquid UK equities;

• SETSmm. This is the SETS model, described above, additionally enhanced by
orders placed on the book by designated liquidity providers. SETSmm is most
used for the trading of mid-cap securities (and approximately 50 of the more
liquid AIM securities); and

• SEAQ (Stock Exchange Automated Quotation System). This is the LSE’s 
quote-driven trading facility for less liquid shares. The best bids and offers of 
the designated market makers are displayed on the system on a continuous basis.
Trades take place by phone, or via electronic execution systems (normally using 
a request for quote).

7.16 As noted above, LSE member firms are required to report their bilateral trades which
take place outside order books and quote driven systems to the LSE. As a result,
there is very little genuine OTC (i.e. outside RMs and MTFs) trading in equities in
the UK. Indeed, most of the activity which MiFID would categorise as systematic
internalisation by investment firms if it were undertaken outside an RM or MTF is
currently categorised as ‘on-exchange’ trading in the UK.

7.17 Retail order flow in particular is currently largely handled outside SETS. At present,
brokers arranging share deals for their retail clients route more than 90% of that
business to so-called retail service providers (RSPs) for execution. RSPs provide
quotes on request, via their own proprietary systems, and offer to execute, as
principal, at prices which equal or better the exchange’s prevailing best bid or offer.
RSPs are effectively market makers, but the LSE currently has no formal market
making obligations in respect of SETS securities and RSP trades are not carried out
on any LSE trading system (though some orders may be routed via the LSE’s RSP
Gateway). However, because RSPs report their trades to the exchange, those trades
count as ‘on-exchange’ business (and benefit from exchange default rules). Brokers
find the RSP model convenient because it guarantees liquidity, provides a single ‘fill’
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19 Orders entered on SETS must be settled on the second day following the transaction. Some investors, particularly
those whose shareholdings have not been dematerialised, may need longer to settle their trades.

(thus keeping costs down), guarantees the exchange benchmark price or better and
offers greater settlement flexibility.19

7.18 virt-x currently operates two RMs: one for Swiss Market Index securities and one 
for pan-European securities admitted to trading on virt-x which complies with EU
provisions. Like the LSE, virt-x offers electronic central order-book trading (for Swiss
and pan-European securities). Alternatively, orders may be executed directly between
two market participants and trade reported to virt-x.

7.19 The following table provides a breakdown of UK equity trading between the main types
of execution venues and trading systems operated by the two UK stock exchanges.

Table 3: Equity trading in UK shares admitted to trading on a RM (2004)

London Stock Exchange virt-x MTFs OTC

Order-book Quote-driven ‘Upstairs’ Order-book Order-book Bilateral trades
systems market and ‘upstairs’ 

market

Volume 77% 4% 17% 1% <1% n.a.a

Value 42% 2% 55% <1% <1% n.a.a

a. Note: It has not been possible to calculate the current proportion of trading that is executed away
from RMs and MTFs, but we expect this figure to be very low.

Source: LSE, virt-x, Liquidnet, Instinet, ITG Posit.

Direct costs to the FSA of the markets provisions

Upfront costs

7.20 For us, there will be costs associated with carrying out the calculations that MiFID
requires in respect of shares (admitted to trading on an RM):

• determining into which group a share should fall for the purpose of establishing
the size of trade in that share that would qualify for the block trade waiver from
pre-trade transparency; and for the various publication delays that competent
authorities may approve in relation to post-trade transparency; 

• determining whether a share is liquid for Article 27 purposes; and

• assigning SMS for liquid shares. 

7.21 The data as well as the analytical tools required to perform most of the required
calculations will be provided by our transaction reporting database (SABRE II) which
is currently being upgraded. We are currently selecting a supplier for the new
transaction reporting database and of the total development cost, no more than
£500,000 should be needed to incorporate what is necessary to carry out MiFID
calculation requirements.
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20 Based on estimated costs for training of FSA staff using a series of workshops and on-line learning. The estimates do
not include the opportunity cost of having staff diverted from other activities to attend MiFID training.

21 This would include reviewing the annual calculations performed using SABRE II, undertaking ad hoc revisions (when
a new share is admitted to trading on an RM for example) and performing the free float calculations on UK shares
deemed to be liquid under Article 27.

22 This is based on an average of 20 days work at an average cost of £430 per day (see 2006/2007 FSA Business Plan).

7.22 We will also incur costs associated with training FSA staff involved in the supervision
of RIEs, MTFs and investment firms. However, it is expected that the incremental
costs will be only a small proportion of the overall bill for MiFID training, which is
estimated at £140,000 to £150,000.20 There will also be costs associated with
making changes to our Handbook. 

Ongoing costs

7.23 We will be incurring ongoing staff costs for the various calculations21 that competent
authorities will need to perform (these are described in paragraph 7.21) from 2009
(based on 2008 data). We expect these costs to be limited as we have planned for the
redevelopment of SABRE II to have the capability to run the necessary reports with
minimal manual intervention. Accordingly, we estimate that ongoing staff costs will
be approximately £8,600 per year.22

7.24 Before 2009, the calculations required will be based on data from UK RMs only.
During the interim period, we intend to outsource the task of performing the
calculations to the exchanges. 

7.25 We do not foresee incremental costs for the ongoing supervision of RIEs, MTFs and
investment firms as we consider that any additional supervisory requirements imposed
by MiFID market provisions will be absorbed within existing supervisory resources.
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8. Pre-trade transparency
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Summary of key changes

8.1 Table 4 below compares the existing UK pre-trade transparency regime for shares
admitted to trading on an RM with the requirements set out in MiFID. It shows that
MiFID will not require any change to the pre-trade transparency provided in relation
to existing order-driven market models operated by UK RMs and MTFs. RMs and
MTFs will have to make public data on the most competitively priced orders and
depth of trading interest, as they currently do. 

8.2 Similarly, there will be no change for existing quote-driven or hybrid markets 
(for instance, markets combining order-books with orders placed by liquidity
providers). The LSE currently requires market makers to display a firm best bid 
and offer in a minimum size on a continuous basis. This is essentially the same as 
the MiFID requirement. 

8.3 However, trading outside order-book, quote-driven and hybrid systems – for which
there is currently little or no pre-trade transparency in the UK market – will need 
to become pre-trade transparent post-MiFID, unless it qualifies for one of the
available waivers. 

8.4 As discussed in Part III, we are proposing to grant waivers permitted by MiFID for
(reference price) crossing systems, order management systems, systems that formalise
negotiated transactions and for transactions that are larger than normal size (‘block
trades’). Use of these waivers would permit a range of trades to be conducted without
pre-trade transparency, as well as allowing the continued use of ‘iceberg’ facilities.

8.5 However, it will no longer be possible for firms to execute certain types of own
account trades on an RM or MTF without providing pre-trade transparency. This
will potentially affect RMs and MTFs that might otherwise permit request for quote
services in order-book securities without the provider of that service needing to make
quote information available to the market as a whole. 



Table 4: Comparison of Current and MiFID Pre-trade Transparency Requirements

Trading systems Present practice MiFID requirements

General requirements RIE rules which vary according Detailed rules according to

to trading systems. trading systems.

LSE SETS Full order book available on Five best bid and offer price

virt-x orderbook commercial terms. levels (including volumes).

LSE SETSmm Full order book available Five best bid and offer price

(including named orders by levels (including volumes), or 

liquidity providers). similar information.

LSE SEAQ Best bid and offer of each Best bid and offer of each MM

MM in a share, in a minimum in a share, in a compliant size

size and on a continuous basis. and on a continuous basis.

Negotiated trades in liquid None Exempt, if executed within the

shares below SMS current weighted spread for

that size of order, unless the 

intermediary executing on own 

account can be characterised 

as a systematic internaliser in 

that share.

Negotiated trades in liquid None Exempt, if executed within the

shares above SMS but below current weighted spread for 

pre-trade block size that size of order.

Negotiated trades in None Exempt, if executed within the

non-liquid shares current weighted spread for 

that size of order.

Block trades None Exempt, if above thresholds 

(e.g. €500,000 for the most 

liquid shares).

Benefits

8.6 The evidence on the benefits of MiFID’s pre-trade transparency requirements is
inconclusive as to whether, overall, they will bring a positive or negative impact on
market efficiency, liquidity, volumes or transaction costs. The box below sets out
some concepts in the academic literature.
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23 See R. Lee (2002), ‘Capital Markets that Benefit Investors – a Survey of the Evidence on Fragmentation,
Internalisation and Market Transparency.’ Oxford Finance Group and R. Bloomfield, M. O’Hara (1999), ‘Market
Transparency: Who Wins and Who Loses?’ Review of Financial Studies, vol.12, no.1, pp5-35.

24 See L .Harris (2003), ‘Trading and Exchanges: Market Microstructure for Practioners.’ Oxford University Press; 
and A. Madhavan, D. Porter, D. Weaver (2005), ‘Should Securities Markets be Transparent?’ Journal of Financial
Markets, vol. 8, issue3.

25 See Lee (2002), op cit; and B. Biais (1993), ‘Price Formation and Equilibrium Liquidity in Fragmented and
Centralised Markets.’ Journal of Finance, vol. 48, pp 157-185.

26 See Harris (2003), Lee (2002), op cit; and M. Pagano and A. Roell (1996), ‘Transparency and Liquidity: 
A Comparison of Auction and Dealer Markets with Informed Trading.’ Journal of Finance, vol. 51, pp 579-611.

The benefits of pre-trade transparency

An increase in pre-trade transparency should benefit ‘uninformed’ market
participants at the expense of ‘informed’ market participants (those with more
information about a share’s true value). However, increases in transparency may 
not only result in a transfer from informed to uninformed investors – there can be
impacts on overall market efficiency, volumes, transaction costs and liquidity which
can create net benefits (or costs). 

Information is incorporated into prices through trading by informed traders. Informed
traders incur costs to gather information that is relevant to estimating the value of a
financial instrument. This information allows informed traders to profit from trading
with uninformed traders. It is trading by informed traders that brings prices closer to
the true value of financial instruments and contributes to market efficiency.

Increased pre-trade transparency may reduce informed traders’ ability to profit from
their informational advantage. This may reduce incentives for information gathering
and reduce the information contained in prices. For example, market makers may be
seen as informed traders when they compete for order flows so that they can gain
from the information contained in these orders. The increase in pre-trade
transparency lowers the informational value of these order flows as it makes them
available to all traders, thereby reducing the incentives for market makers to post
competitive bid-ask spreads. This may lead to a widening of spreads.23

A second negative impact may arise as a result of increased pre-trade transparency.
Liquidity providers such as market makers – by offering public hittable quotes at a
certain price – are effectively offering a free option to other market participants to
trade at that price. There will be some cost to market markers of offering this option
which may result in a decrease in their willingness to provide liquidity.24

But positive impacts may also occur as a result of increased transparency. Pre-trade
transparency, which requires market makers to publish their quotes, should enable
uninformed market participants to search for better deals. This may force market
makers to become more competitive and to narrow their spreads.25 Further, greater
transparency about the prices being offered to others could improve the information
available to market makers and reduce their need to charge a wide spread to
compensate them for the risk of trading with better informed market participants.
Again, spreads may narrow.26 
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27 See Lee (2002) op cit; and X. Yin (2005), ‘A Comparison of Centralised and Fragmented Markets with Costly
Search.’ Journal of Finance, vol.60, issue 3.

28 As indicated in Part III, we are proposing to grant a waiver from pre-trade transparency for block trades and systems
that formalise negotiated transactions. It is assumed here that RMs and MTFs choose to offer these facilities to
member firms.

Aside from the impact on spreads, transaction costs may also fall as the publication
of quotes lowers search costs for uninformed participants enabling them to find
better prices with less effort.27 Again however, the overall impact is ambiguous –
transaction costs may increase for some traders. For example, larger orders can be
expensive to execute when made pre-trade transparent because they can have a
significant impact on prices, moving prices against the trader. Therefore, traders may
break up their large orders in order to reduce their impact on prices or alternatively
aggregate orders to take advantage of the pre-trade transparency block waiver.

Costs

Compliance costs – Trades that are already pre-trade transparent

8.7 We do not expect MiFID to create any incremental costs for equity exchanges in
respect of trades which are already pre-trade transparent. Exchanges should have 
no need to make any change to systems, rules and procedures for these types of
trade. The same is true for investment firms. Indeed, firms we spoke to suggested that
they already comply with the relevant provisions for non-internalised trades (which
represent the majority of their total trades), so the impact on procedures and business
models is expected to be negligible.

Compliance Costs – Trades that will benefit from a pre-trade
transparency waiver

8.8 For on-exchange trades currently concluded without pre-trade transparency 
(i.e. deals concluded bilaterally off order books or, in quote-driven systems, with
intermediaries other than market makers), MiFID allows us to grant a waiver from
pre-trade transparency28 for the following types of orders:

• Orders large enough to qualify for the pre-trade block waiver. At present, large
orders do not need to be exposed to the market so there is no change from the
current situation for orders which benefit from this waiver. However, there will
be cost for exchanges and member firms in configuring and testing systems to
implement the new size thresholds. Moreover, member firms will need to keep
their trading systems up-to-date with the latest information on the order sizes
above which pre-trade transparency requirements can be waived, both annually
and following any ad hoc revisions. 

• Orders that comply with the pricing conditions for negotiated transactions (i.e.
which are executed at or within the current volume weighted spread or are
subject to conditions other than the market price for that share). These orders
are currently not exposed in the UK market, so there will not be any change from
the current situation. However, there will be some cost for exchanges and
member firms in configuring and testing systems to ensure that deals are

41Annex 2



29 This reflects the fact that these trades tend to be much smaller than average.

executed within the weighted spread price constraint, although it is possible that
some firms will already employ similar functionality for best-execution purposes.
RMs and MTFs will also need to be able to monitor compliance with the
relevant negotiated trade criteria.

8.9 Stock exchanges and MTFs which choose to offer a block trade regime and/or a
negotiated trade facility will incur costs to configure and test new systems. They will
also face costs to monitor compliance with the negotiated trade criteria. A portion 
of the LSE total estimated development costs for the implementation of MiFID 
(see paragraph 9.6) would therefore be necessary to implement MiFID pre-trade
transparency waivers. Investment firms are not expected to incur development costs
for these pre-transparency waivers if they choose to use the facilities provided by
stock exchanges and MTFs. However, firms would face incremental costs if they
were to develop their own internal compliance/monitoring systems for pre-trade
block and/or negotiated trades. 

Compliance Costs – Trades that will become pre-trade transparent

8.10 A proportion of trades that are currently concluded on-exchange without pre-trade
transparency will need to become pre-trade transparent post-MiFID. In other words,
they would not be able to benefit from any of the available waivers from any 
pre-trade transparency under MiFID. It is estimated that about 15% of equity trades
concluded on-exchange – representing rather less than 5% by value – would
potentially be affected by the pre-trade transparency requirements.29 

8.11 The main group of trades affected by the MiFID pre-trade transparency requirements
are trades in shares classified as liquid for the purposes of the systematic
internalisation regime and which, if concluded outside an RM or MTF would be
subject to the quoting obligations of Article 27. Another group of trades potentially
affected are orders below pre-trade block size that cannot be executed within the
current weighted spread. We think this is unlikely to affect many trades.

8.12 The above estimate is based on a purely static analysis and does not take into
account any changes in the behaviour of RMs, MTFs and investment firms in
response to the new regulatory and commercial environment that will result from
MiFID. This might affect the pattern or size of trades as we would expect market
participants to modify their business so as to take advantage of and/or minimise the
additional costs associated with the new transparency requirements. We have not
attempted to predict how market participants will react nor have we tried to quantify
the proportion of trading that might consequently become pre-trade transparent.
Rather, we have considered the various options which affected firms might have by
way of response and the costs involved.

8.13 Investment firms will take into account many factors in deciding how to respond to
MiFID requirements, including: 
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• whether RMs or MTFs offer them the possibility to become registered market
makers, or other facilities, in those trades which would need to be pre-trade
transparent and, if so, under what terms and conditions;

• explicit transaction costs for executing orders on order-books, including trading,
clearing and settlement fees;

• one-off and ongoing systems costs;

• firms’ business models and client base;

• investor preference/requirement to trade on exchanges; and 

• the availability of stamp duty intermediary relief. 

8.14 There are four main possible ways in which firms may respond to the new MiFID
pre-trade transparency requirements:

• continue to execute trades on own account and offer compliant pre-trade
transparency by becoming a registered market-maker on an RM or MTF, or take
advantage of a compliant display facility offered by an RM or MTF, if those
options are available; 

• continue to execute trades on own account and offer compliant pre-trade
transparency by executing orders outside an RM or MTF, subject to the quoting
obligations for systematic internalisers as they may apply; 

• act in an agency capacity, not executing orders on own account and sending the
orders to a trading venue that offers pre-trade transparency – for example to the
order-book of a stock exchange; or

• cease to provide execution services for these types of trades (or a portion of them). 

8.15 These choices are not mutually exclusive. For instance, a firm may decide to segment
its business and become a registered market maker for certain trades and send other
orders to a public order-book. Moreover, firms are likely to exercise their choices in
different ways from each other. 

8.16 The following describes the implications for firms and the type of costs they would
face when choosing one of the four possibilities above: 

• To become a registered market maker on an RM or an MTF, a firm may incur
one-off costs to implement the necessary changes in IT systems and internal
procedures, although firms that already act as market makers in other securities
will already have the technological capability to act as such. It may also have to
pay a membership charge (if it does not already do so) and possibly a registration
charge per security. Some of these changes in procedures and charges may result
in additional ongoing costs. We expect most of the additional ongoing costs to
come from the need to maintain and publish quotes on a continuous basis in
those shares for which it became a market maker, since this is likely to be more
costly than simply trading on-exchange on a non-continuous basis. The costs to
an intermediary of using a compliant display facility associated with a system for
formalising negotiated transactions are likely to be somewhat less.
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30 Chris Skinner, Director, Tower Group, ‘The MiFID monster’. This article was first published on www.finextra.com
on 3 February 2006.

• An investment firm wishing to execute client orders outside an RM or MTF
would also face one-off costs in changing IT systems and internal procedures. 
In addition, the firm would incur legal costs in assessing whether it meets the SI
definition. These changes may add to the firms’ ongoing costs, similar to those
described in the previous paragraph. SIs would also need to factor in any
implications of stamp duty intermediary relief if they acquired shares outside an
RM or MTF. Overall, the cost of publishing quotes for liquid shares should
represent the main fraction of total spending. SIs may then choose to make 
pre-trade information available via the systems of an RM or MTF (if this option
is available) as it might be cheaper than using or building in-house systems.

• An investment firm that chooses to input a client order into an order book 
(e.g. SETS), or conclude a transaction with a registered market maker (though, at
present, there are no registered market makers in liquid shares on the LSE or on
virt-x) could incur additional costs for use of the order book (or market makers).
We expect that there are few, if any, relevant firms that do not already have
systems or arrangements to facilitate order-book trading, so there would not be
any one-off connection costs. A firm would however incur additional ongoing
costs from trading fees. If all relevant bilateral trades that are currently not 
pre-trade transparent were sent to an electronic order book for execution and,
assuming an average exchange fee of 20 pence per trade, plus a clearing fee of 
25 pence per trade, then total annual trading fee costs would be about £7
million. In addition, to the extent that trades were previously internalised, the
benefits of internalisation would be forgone through trading on the order book
(although this does not represent a cost but a transfer from the relevant firms to
other market participants).

8.17 A number of organisations have estimated the cost to an individual firm of meeting
MiFID requirements. Tower Group, for example, estimates that on average an SI
would need to spend $22 million on new technology and business process changes to
comply with MiFID.30 Much of that technology would be on data storage and
retrieval, networking overhaul to exploit IP-technologies, algorithmic trading and
order management and routing applications to improve straight through processing,
and so on. Some of these areas go beyond what would be strictly necessary to comply
with the pre-trade transparency provisions. On that basis, we would regard this as an
upper estimate of the cost of these provisions.

8.18 We ourselves have discussed these provisions with a number of firms likely to be
affected. Most firms told us that the impacts were still uncertain for them, and in
part depended on commercial decisions that they have not yet finalised. Hard data
were thus difficult to obtain and where firms did attribute figures to particular
measures, they spanned a range. For example, some firms have estimated the ongoing
compliance costs to be in the neighbourhood of £0.5 million, whereas one firm
indicated that it expected these costs to be negligible. Other firms could not provide
any estimate of ongoing compliance costs. Similarly, there is a wide discrepancy in
the estimated one-off costs of setting up and testing systems in order to become 
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pre-trade transparent. This may be the result of uncertainties which may be resolved
in due course. But it may also reflect the fact that the costs of implementation would
vary across firms, depending on their business models and processes.

8.19 We have done some calculations to illustrate what could be the potential total costs 
if all the business which will need to adjust to become compliant with the new 
pre-trade transparency requirements were to be executed under the rules of the
systematic internalisation regime. Such a figure is not straightforward, as it depends
in part on fixed costs – per firm – as well as variable costs – per transaction – and we
do not have a clear indication of the number of firms which would be affected by the
new rules. Assuming that many RSPs become SIs, plus a number of other firms who
would not be able to take advantage of the negotiated trade waiver, would suggest 
15 to 20 firms. Among the firms surveyed, the average estimate of the one-off costs
of configuring and testing systems to become pre-trade transparent was £1.3 million
with the highest being £2 million. This suggests that, overall, firms might face a total
bill of £20 million to £40 million to set up appropriate systems to meet Article 27
obligations. And, using £0.5 million as the average ongoing costs of operating as an
SI, with the highest estimate being £1 million, this would mean aggregate ongoing
costs of some £8 to £20 million.

8.20 It is important to reiterate the caveats attached to these calculations. As noted above,
many of the firms we spoke could not provide any estimate of the cost implications
of the new regime, so our calculations are based on a very small sample which may
not be fully representative of all firms affected by the new regime. Nevertheless, these
figures may provide an upper bound to the costs of compliance with the new MiFID
pre-trade transparency regime: the other options available to firms outlined in
paragraph 8.14 above are unlikely to be more costly in compliance terms, and
perhaps might be cheaper.

Indirect costs due to the prohibition on price improvement for retail
clients

8.21 We do not expect MiFID’s constraint on price improvement for retail clients to have
a major impact because we understand that potential SIs tend to deal almost
exclusively with professional clients. 

8.22 However, in respect of those orders for which MiFID prohibits SIs from price
improving on the basis of size, SIs will have to trade at the quoted prices for all order
sizes. This will restrict their ability to capture low risk retail order flow by holding
out a possibility of price improvement. SIs providing pre-trade transparency will face
increased risk by having to reveal their trading interests and to offer free trading
options (see box on benefits of pre-trade transparency) to their clients. This creates
an incentive for SIs to offer prices close to those on-exchange as a way of minimizing
risk exposure.

8.23 To the extent that current SIs’ arrangements may limit competition between SIs’
quotes and the quotes of other SIs or other trading venues, increased transparency of
quotes may force SIs to compete more aggressively for order flow and to provide
better deals overall to their customers. However, where SIs quote a single price, this
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31 If the price they get is still better than (or at least as good as) the price on exchange.

should make investors with some orders worse off while potentially making investors
with other orders better off.31

Conclusion

8.24 The impact of MiFID’s pre-trade transparency requirements is likely to be more
significant than the post-trade requirements, most notably because pre-trade
transparency will be mandated for the first time for a proportion of bilateral 
‘on-exchange’ trading. In order to comply with the new rules, some firms will need to
change the way they execute orders or even modify their business model. In doing so,
they will incur additional costs, the significance of which will vary from firm to firm.

8.25 We have calculated that the upper bound for the one-off costs of complying with the
new MiFID pre-trade transparency regime for firms may be £20 to £40 million and
that the upper bound for the ongoing compliance costs may be £8 to £20 million.
Moreover, the implementation of the pre-trade transparency is expected to be a
significant development cost for the LSE.

8.26 Firms may have to face further net costs for these trades compared with the current
situation, which will increase the return that they will demand from these activities.
In a competitive market, we expect all this to be passed onto the end user, resulting 
in higher trading costs for investors. 
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9. Post-trade transparency
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Summary of key changes

9.1 For post-trade transparency, MiFID:

• extends the scope of the UK’s current requirements to all transactions in equities
admitted to trading on an RM, irrespective of whether such transactions are
concluded on an RM, an MTF or by an investment firm trading outside an 
RM or MTF. Most trades in shares admitted to trading in the UK are already
subject to post-trade transparency. But more post-trade disclosure will be needed
for many trades done in the UK in shares admitted to trading on RMs outside
the UK; 

• requires this information to be made public as close to real-time as possible, but
no later than three minutes from completion, unless the transaction qualifies for
deferred publication. This information must be made public on a reasonable
commercial and non-discriminatory basis;

• maintains the possibility of delayed publication for large risk trades but changes
the basis on which delayed publication is available and operates. In particular,
the current worked principal agreements (WPAs) will be replaced with a more
formulaic grid of delays, calibrated according to the liquidity of the particular
share and the size of the trade; and 

• provides investment firms concluding transactions outside an RM or MTF the
choice of whether to make information public through the facilities of an RM 
or an MTF, the offices of a third party, or proprietary arrangements.

9.2 The costs and benefits of the MiFID post trade transparency rules have been analysed
below. However, this does not include a discussion on the costs and benefits that
arise specifically from the post-trade data reporting requirements, which appears in
Chapter 10.

Benefits 

9.3 The extension of scope to all trades in equities admitted to trading on an RM could
increase transparency by providing the market with more trading information as all



trades conducted off the exchange would have to be reported. This will give investors
a more comprehensive picture of trading activity enabling them to take more
informed decisions and lowering their risk of trading against more informed
participants in the market. In practice, this is not likely to affect transparency levels
in the trading of listed UK equities. However, it will require higher levels of 
post-trade disclosure for negotiated transactions in the UK involving shares admitted
to trading on an RM in other Member States. 

9.4 The deferred publication regime under MiFID may reduce ongoing compliance costs
marginally, to the extent that replacement of WPAs will remove the need both to
notify a large trade at the initiation of working and, subsequently, to submit a trade
report based on the outcome. Furthermore, firms will no longer be required to
monitor the reduction of their risk position in order to determine when to submit
their trade report. In practice, though, they are likely to continue with monitoring 
for internal risk management purposes. Other potential positive (and negative)
market impacts of the deferred publication regime based on academic literature are
discussed in paragraphs 9.24 to 9.29 below.

Costs

Compliance costs of real-time reporting obligations

9.5 Compliance costs for the two UK equity exchanges are likely to be material with
respect to MiFID real-time publication obligations. Similarly, we expect that the 
one-off or ongoing costs for firms to implement the rules with respect to real-time
post-trade transparency will be significant. This is partly because more
comprehensive publication arrangements will be needed for UK transactions in
shares admitted to RMs in other EEA states.

9.6 For example, bilateral trading in shares that are traded using exchange systems is
already subject to a post-trade reporting requirement. However, in the main this is
trading in UK shares. MiFID will therefore impose additional costs. Indeed, the LSE
anticipates that about half of their estimated MiFID implementation cost of £3.5
million will be devoted to the extension of the post-trade transparency requirements
to cover non-UK shares.

9.7 On the other hand, the choice of publication venue may result in cost savings for
firms and these are discussed in greater detail in paragraph 10.6 of Chapter 10.

9.8 Firms as well as branches of EEA and non-EEA firms which are not members of UK
exchanges and which execute trades in shares (admitted to trading on an RM) OTC
will face incremental costs (see paragraph 10.5 in Chapter 10 on compliance costs of
trade reporting where we discuss these in greater detail). In aggregate, these are not
likely to be significant, considering that most of UK equity trading is already
captured by UK exchange trade reporting rules.
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32 If the trade occurs late in the day, then the working period is extended to close of the next day (or 80% offset
whichever comes first).

33 Normal market sizes are assigned by the LSE and will vary depending of the liquidity of the share.

Deferred Publication

9.9 The delayed publication regime currently used in the UK equity market (see Table 5
below) has some similarities with the deferred publication regime for block trades
introduced by MiFID. However, the WPA regime currently used for order-book
shares differs from MiFID’s approach in that it operates on the additional principle
that an intermediary receiving protection should also use the working process to
attempt to improve the final terms of the trade for the client. The LSE regime also
provides that details of large risk trades must be published once 80% of the risk is
unwound, or the close of business, whichever occurs sooner.32 Under LSE rules, firms
are therefore required to notify the exchange when entering into a WPA and to
report final terms of the trade when 80% has been offset, or at the close of day if
that comes sooner. Trades concluded via the order book do not in practice generally
qualify for any deferred publication.

9.10 The UK approach for quote-driven systems is very similar to MiFID’s approach in
that it provides an automatic and fixed publication delay, which depends on the
liquidity of the share. For example, SEAQ trades which are 6 times normal market
size33 (NMS) and above benefit from a one or two hour delay (depending of the
NMS for the particular stock). However, for very large trades (e.g. 75 x NMS) which
qualify for much longer delays, LSE rules require firms to monitor the unwinding of
their risk position and submit a trade report when 90% of their risk position is
offset. This rule ensures that firms do not benefit from a longer delay than necessary
to protect their position and that market participants receive trade report
information as soon as firms have reduced their risk position. 

9.11 As noted before, firms must notify exchanges once they decide to undertake a WPA.
Furthermore, for large trades that benefit from a fixed delay, the LSE also requires
firms to submit their reports within 3 minutes (as for a normal trade). The LSE will
then hold the report before publishing it to the market at large after the appropriate
delay has been reached. 
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Table 5: LSE Post-trade Delays

System Minimum Size Permitted Delay

SETS 8 x NMS WPAs permit dealer to work trade for

improvement until 80% offset or end of day,

whichever comes first.

Entered after 3pm, working period will extend

to close of next day or 80% whichever comes

first.

SETSmm 4 x NMS WPAs permit dealer to work trade for

or improvement until 80% offset or end of

8 x NMS for ETFs day, whichever comes first.

Entered after 3pm, working period will extent

to close of next day or 80% whichever comes

first.

75 x NMS (NMS 2,000 or above) 3 days or 90% offset whichever comes first.

SEAQ 6 x NMS 60 min where NMS is greater than or equal to

2000.

6 x NMS 120 min where NMS is less than 2000.

75 x NMS (NMS 2,000 or above) 5 days or 90% offset whichever comes

50 x NMS (NMS 1,000 or 500) first.

Source: London Stock Exchange, Guide to Trading Services, May 2006.

9.12 MiFID assigns all shares to four liquidity groups (based on average daily turnover).
Each group has up to six different trade size thresholds, which qualify for different
lengths of delayed publication (see Table 3 in Part III). The effect is that the precise
thresholds that qualify for a delay, as well as the length of the delays available, differ
to varying degrees from those in place at present under the exchanges’ rules. In the
block trade regime operated by the LSE, the minimum size of transaction eligible for
a delay varies from share to share and depends on the NMS for the share assigned by
the LSE. There are currently sixteen liquidity bands in the regime operated by the LSE
(compared to four in MiFID). In addition, the MiFID requirements incorporate
monetary floors in the two lower liquidity bands and provide monetary caps in the
two higher liquidity bands. 

Compliance costs of deferred publication

9.13 We expect exchanges to bear the brunt of the costs of switching to the new block
trade regime. For instance, exchanges will face one-off cost to reconfigure and test
their systems to implement the new MiFID block trade thresholds. They will also face
costs as they consult member firms on their proposed implementation of the new
regime. The LSE anticipates the cost of implementing the new block trade regime 
to be significant.



9.14 Investment firms may face some one-off incremental costs of changing their systems
and training their staff in dealing with the new thresholds, although these are not
likely to be as substantial as those borne by exchanges if firms continue to send their
trade reports to exchanges. Indeed, if exchanges leave their trade reporting
arrangements for firms much as they are, firms would only have to input the new
thresholds in their trade reporting systems. This is not expected to lead to significant
one-off direct implementation costs for firms arising from the new block trade
regime. However, firms which choose to use a facility that does not manage the block
trade regime on their behalf (e.g. holding the report before publishing it to the
market at large after the appropriate delay has been reached) would face potentially
significant one-off incremental costs to change their systems.

9.15 Ongoing compliance costs to firms are expected to be negligible. For firms which
currently use WPAs, the new MiFID regime will mean that they are no longer
required to monitor the unwinding of their risk position and the 80% offset
threshold. As a result, ongoing compliance costs may decline with the introduction 
of the new block trade regime. However, we expect that, in practice, firms will
continue to monitor the evolution of their risk position for prudential reasons, even 
if they are not required to do so for trade reporting purposes. Firms that trade on
multiple exchanges may realise a further reduction in compliance costs through the
harmonisation of regimes.

9.16 However, firms conducting portfolio trades may incur relatively greater incremental
costs as they need to ensure that their systems are able to report the constituent
trades in a portfolio transaction more rapidly than at present. Indeed, under the new
regime, each share in a portfolio trade will have to be assessed separately for the
purposes of determining whether deferred publication is permitted for the particular
share. This approach contrasts with the current situation whereby the whole
portfolio benefit from a delay if the portfolio includes a SETS share which qualifies
for deferred publication.

Impact on overall market transparency

9.17 We have not considered it practicable to analyse the potential change in post-trade
transparency for each UK share that may result from the implementation of the
MiFID block trade regime. However, we can make several observations based on
data supplied by the LSE and some of our own sampling of shares. 

9.18 First, the impact of the new thresholds will vary significantly from share to share. 
For some shares, the MiFID requirements will result in deferred publication being
available only for trade sizes rather larger than at present. For other shares, it will
work the other way round. In some individual cases, the changes will be substantial. 

9.19 Second, the actual impact of the new block trade regime on transparency will not
depend solely on the new thresholds and delays. Crucially, it will also depend on the
extent to which firms avail themselves of the permitted delays. For instance, we
know, from current experience, that UK firms generally restrict their use of WPAs to
particularly risky trades in lower liquidity SETS securities. Indeed, the vast majority
of trades in the UK are currently reported to the market without delay, suggesting
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34 This may be because firms see no benefit from delaying publication as the cost of incurring this market risk may not
be very high for a large proportion of trades that qualify for the delay, or that information about such trades is
expected to leak out to the market anyway (see paragraph 9.28 below for a discussion on the market impacts of
deferred publication). 

that firms do not always avail themselves of delayed reporting even when they are
entitled to.34 For example, according to LSE calculations, in January 2006, about
97% of off-book trades (in value) in FTSE 100 and FTSE 250 shares were published
without delay. 

9.20 The LSE has undertaken some simulations on our behalf using MiFID thresholds and
LSE January 2006 off-book trade data. They show that if firms were to use the full
delays permitted by MiFID, then the overall level of transparency could decline 
post-MiFID. Table 6 below shows, for instance, that about a third (by value) of 
off-book trades in FTSE 100 shares would have been eligible for a publication delay.
In most cases, the permitted delay would have been 60 minutes, although some
trades would not have been published for 180 minutes and, in some cases, not until
the end of day. Very few trades would have been entitled to a delay until the end of
the next trading day. 

9.21 Similarly, about a third of off-book trading in FTSE 250 shares could have qualified
for delay. For less liquid stocks, the potential decline in transparency for large trades
appears even more pronounced, with a larger proportion of SEAQ trading eligible
for longer delays than at present. 

9.22 This limited analysis indicates some potential for a materially lower percentage 
(by value) of off-book trading to be published immediately under MiFID. However,
a feature of the January LSE analysis is that the overall scale of the potential
reduction in immediately published trade value rests on a relatively small number 
of trades with a very high average value. Looking at the number of trades (instead 
of value), the LSE figures do not show a radically different picture between what was
observed in January 2006 (99.7%) and what would have been permissible under
MiFID (99.4% of trades would have required immediate reporting had MiFID 
been in force). 

9.23 Ultimately, if firms perceive no significant net benefits from a delay in publication,
then they may want to continue to report to the market without delay. And,
assuming this is an option which is available to them, then the MiFID deferred
publication regime in this case would not have a significant impact on overall level 
of transparency in the market.
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Table 6: Illustrative profile of off-book trade publication using MiFID deferred
publication thresholds and delays (% by value), January 2006 

No Delay 60 Min 180 Min End of Day End of Next End of 2nd
Trading Day Trading Day

SET1 63.6 13.5 8.6 12.8 1.4 0.1

SET2 68.7 9.3 7.6 12.3 1.6 0.5

STMM 46.3 9.5 11.5 18.6 11.1 3.0

SEAQ 20.7 13.9 7.2 10.6 11.2 36.4

Source: LSE. 

Note: The simulation was made using January 2006 off book trade data and the post-trade regime
parameters contained in the February 2006 version of the MiFID Level 2 Implementing Regulation.

Academic studies

9.24 This section discusses the potential impacts of delaying publication of large trades
based on academic and industry studies. As explained below, delayed publication
thresholds for block trades must be set in a way which trades off market makers’
interest in managing their risks with other investors’ interest in not being put at an
informational disadvantage. 

9.25 Deferred publication may allow market makers and firms with which they trade large
orders to briefly hold exclusive information about them. This may allow them to
exploit their informational advantage and profit at the expense of uninformed
traders. Rapid publication of such trades should in theory lower the informational
advantage that market makers can exploit, which may have a positive impact on the
confidence of uninformed traders and hence on the volume of trading.

9.26 On the other hand, rapid publication of large trades would make it more difficult for
market makers to unwind the positions they take when accepting larger orders, as
market prices would move against them and make them face additional risk. Market
makers’ ability to provide liquidity for large transactions at a reasonable cost may
depend on the ability to delay reporting such trades until they have had the
opportunity to reduce their position.

9.27 Should the delay in publication be reduced, market makers will either face additional
risk (and demand wider spreads) when taking larger orders or they may try to reduce
their risk exposure by breaking up large orders and executing them as smaller ones.
In both situations shorter publication delays may lead to an increase in transaction
costs which may potentially reduce trading volumes.

9.28 But the above market impacts may be negligible if most firms choose not to delay the
publication of trades. In addition, regardless of the impact a change in publication
delays may have on liquidity, it may not harm price efficiency of markets since
information about such trades seems to leak out rapidly to the market anyway.
Academic studies indicate that while large trades have a significant and permanent



35 G. Gemmill (1994), ‘Transparency and Liquidity – A Study of Large Trades on the London Stock Exchange under
Different Publication Rules.’ Office of Fair Trading, UK, Research paper 7; and Harris (2003), op cit.

impact on prices, the delay in publication of these trades do not seem to affect the
price efficiency significantly.35

9.29 While it is difficult to predict how firms’ behaviour might change post-MiFID, there
is a clear possibility that firms may wish to continue to use delayed reporting only 
on an ‘as needed basis’ to protect a risk position in more difficult market conditions.
Their ability to publish trades above threshold size immediately will, however,
depend crucially on whether RMs, MTFs and other trade publication entities provide
firms with the flexibility to have their trades published without delay if they wish.
Providing firms with the choice to delay publication would be in keeping with UK
current market practices. 

Conclusion

9.30 Whilst the new MiFID post-trade transparency regime has many similarities with the
UK current regime, market participants (and stock exchanges in particular) will be
facing direct and compliance costs as they reconfigure and test their internal systems
to implement the new requirements, particularly with respect to the new block trade
regime and the publication arrangements for transactions in the non-UK shares. 

9.31 It is difficult to predict the impact of the new MiFID deferred publication regime 
on overall market transparency. This reflects the fact that MiFID minimum size
thresholds are in some cases higher and in others lower, making it difficult to draw 
a clear picture of the overall impact. Moreover, UK market participants do not
currently use full delays permitted under stock exchange rules and may well continue
to prefer to have some of their larger trades printed immediately. 

9.32 The impact of MiFID on competition, market efficiency and costs will also depend to
a large extent on whether or not data is consolidated and if so how consolidation is
achieved (see Chapter 10 on an accredited market monitor/consolidator model). 
If we assume consolidation, due to the limited changes compared to the current
regime, costs are likely to be relatively small while competition and market efficiency
are unlikely to improve significantly if at all. 

Q57:  The majority of this analysis was undertaken on the basis of
the 6 February text of the Level 2 Implementing Regulation.
Some changes have been made with the publication of the
agreed ESC text in June. What, in your view, are the
material implications, if any, of the Level 2 text changes for
our CBA on post-trade transparency?
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36 MiFID Level 1, Article 28(3).

37 This is based on an average of 3 days work at an average cost of £430 per day (see 2006/2007 FSA Business Plan).

Summary of key changes

10.1 As described in the previous chapter, MiFID requires all investment firms that trade
outside the systems of an RM or an MTF to publish details of completed transactions
in shares that are admitted to trading on an RM.36 MiFID allows greater freedom to
firms in their choice of publication venues. The implementing measures grant firms
the right to make this information public through the facilities of an RM or an MTF,
the offices of a third party, or proprietary arrangements, provided certain conditions
are met (outlined in Chapter 15 of the CP) 

Benefits

10.2 The benefits of the changes proposed are dealt with in detail in the section covering
market impacts (paragraph 10.7 and following).

Costs

Regulatory costs

10.3 We will need to devote greater resources than we do today to monitoring compliance
with the transparency publication provisions. This is because we will need to monitor
compliance on a firm by firm basis, compared to the situation today where we
monitor the limited number of service providers – i.e. the LSE, virt-x and those ATSs
who offer trade reporting services. We estimate that the first review of a firm’s
publication arrangements will cost approximately £1,300 per firm.37 Ongoing costs
are expected to be minimal so long as their publication arrangements remain
unchanged. 

Compliance costs

10.4 Compliance costs will vary between firms depending on whether they are able to
realise some value for their data and whether they are already post-trade transparent.



38 This estimate has taken into account the current UK trade reporting fees and the potential impact of competition.

39 This estimate is based on a range of 0.5-1% of 52 million bargains in UK shares at an average cost of £0.10 
per trade.

It is likely that the market will see relatively little value in the data of firms with low
trading volumes, which suggests these firms are more likely to pay a third party to
publish their information on their behalf. Whereas, the data of larger firms with large
trading volumes is likely to be more valuable and these firms might be incentivised to
establish proprietary systems to maximise this value (see paragraphs 10.14 to 10.18
for discussion on firm incentives). 

10.5 There will be new costs for those firms (including UK branches of non-EEA firms)
who are not currently members of a UK RIE and who do not currently trade report.
These firms may incur one-off costs in connecting to or establishing a trade
publication and monitoring service and most will incur on-going costs for publishing
the data and monitoring it for accuracy. We estimate that the average on-going
publication fee would be up to 10 pence per trade.38 It is possible that some firms
will be able to realise some market value for their data, so it is likely the net on-going
cost of ensuring their transaction data is published will vary from firm to firm. We do
not have an estimate of the proportion of pure OTC trading by firms that do not
currently trade report, but we expect this to be a very small proportion. If we assume
in the UK it is roughly in the range of 0.5 to 1% of total trading, then aggregate
publication costs for those trades would be in the region of £26,000 to £52,000.39

However, it must be noted that this estimate is subject to a wide margin of error
given the lack of accurate data on proportion of OTC trading.

10.6 The new rules will not significantly alter costs for UK firms who are already required
to trade report to a UK RIE or ATS in shares that are currently reportable. Costs 
per trade are expected to be equal to or lower than costs incurred today if firms
continue to use their current service provider. This is due to increased competition in
the provision of trade reporting services and the possibility for firms to generate
revenue from the sale of their trade information. If firms choose to change providers
or establish their own proprietary arrangements, it is assumed they would do so
because there are net commercial benefits – so we have not accounted for those costs
here. There will be new costs for these firms, however, when trading OTC in the UK
in shares that are not admitted to trading on a UK RM. This is because OTC trades
in these shares are not currently reportable to the RIEs or ATSs (see paragraphs 
9.5 to 9.8). 

Market impacts

10.7 Currently, almost all published trade information for UK equities is made public by
the RIEs (principally the LSE). The LSE requires member firms to report all of their
trades to a recognised body, who in turn arranges for its publication. Around half of
this trading (by value) is actually executed away from the order-book (see Table 3).
Under MiFID, firms executing trades outside the systems of an RIE or MTF will be
entitled to publish the trade details elsewhere, and it is possible that this could
account for a significant proportion of total off-book trading. 
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10.8 The choice firms will have in publication channels when transacting outside the rules
of an RIE or MTF is likely to increase competition in the provision of trade reporting
services. This is because new service providers may enter the market and firms may
establish their own proprietary systems. It may also enable some firms to realise
some economic value from their data. Greater competition encourages faster-pace
innovation, better technology and more variety in the services offered. This puts
downward pressure on costs and provides incentives for the efficient organisation
and operation of the service provider. It may also put pressure on existing service
providers to lower their charges. 

10.9 However, choice in publication channels may also increase the probability of data
fragmentation. Firms might choose to publish their information through different
service providers (including proprietary systems); they may use different technical
publication standards or they may not make the market aware of where they publish
their information (firms’ incentives to make their data easily able to be consolidated
are considered further below). The potential market impacts of the worst case
scenario where data fragmentation materialises and there is not sufficient
consolidation are also discussed below.

10.10 If market data fragments, consolidators may find it difficult to identify where to
source the data, which may result in higher data retrieval costs, leading to higher
overall costs of consolidation. These higher costs may reduce the extent of
consolidation. Data consolidators may pass on some of the increase in costs to
market participants – with the greatest impact being on smaller firms where the cost
of data is a greater proportion of their revenue. 

10.11 If sufficient levels of information were not consolidated, there may be a deterioration
in pricing efficiency. Market users might not see a full range of relevant trade
information, and price differences between different trading venues might last longer
than they otherwise would. This may have implications for investor protection, since
it might imply that some investors are forced to trade at a less advantageous price
because they are unable to access full price information. It may also diminish investor
confidence (and participation rates) and make it more difficult and costly for firms to
achieve best execution. In general, it may reduce overall market transparency, hinder
price discovery and undermine equity market efficiency.

10.12 The quality of trade data may diminish if there is a lack of any uniform mechanisms
in place to identify and correct erroneous and duplicate trades. This may also have
implications for other uses of market data such as benchmarking and electronic/
algorithmic trading. 

10.13 If markets and market data fragment, it may be more difficult to detect market
abuse, as no single RIE has an overall picture of trading activity. This may have
implications for how we deliver our objectives of market confidence, consumer
protection and reducing financial crime (discussed under Transaction Reporting in
Chapter 16 of the CP and Chapter 13 of this CBA). 
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Would market forces deliver consolidation?

10.14 It is uncertain whether market forces will lead to adequate consolidation and
although data publishers have incentives to ensure that published data are reliable
there may not be sufficient commercial incentive to clean the data – potentially
leading to deterioration in overall data quality.

10.15 The fixed costs of setting up publication systems may prove to be too high for small
firms who may prefer to use third parties to publish their data. In addition, the value
of data of small firms is likely to be negligible. These firms would therefore have an
incentive to send their data to a third party provider that might be able to offer its
services at lower fees due to the revenue it earns by aggregating the data. Small firms’
incentives therefore indicate that there may be some consolidation of their data.

10.16 For large firms the cost of establishing their own system (proportionate to their
trading volumes) may not be significant. These firms may also be able to generate
revenue from their data by selling it directly to data providers as there is likely to be
considerable commercial value and demand for their data. But in theory, there are
also potential informational advantages to be gained by firms if they are able to hide
or distort post-trade information. The option to publish through proprietary
arrangements may allow these firms to conceal sensitive trades by publishing them
through less visible mechanisms. If firms choose to do this for certain trades only,
it may be difficult for us and the market to detect.

10.17 There will be positive externalities to the market as a whole from consolidating trade
data. However, data consolidators may consider that there is a point beyond which
gathering information for consolidation ceases to be commercially justifiable for
them. That point may be at a point below the socially optimal level of consolidation. 

10.18 If the broad MiFID requirements on data publication create any regulatory
uncertainty and firms find it difficult to establish what standards may be considered
as MiFID compliant, then this may add to the costs of consolidating and publishing
data. If the costs of data consolidation increase, it may affect the extent of
consolidation, which may in turn increase the risk that the market will end up at 
a less than desirable level of consolidation. The TDM model discussed in the next
section aims to address any potential regulatory uncertainty thereby potentially
increasing the level of data consolidation.

Conclusion

10.19 The impact of the new post-trade publication obligations will to a large extent
depend on whether or not trade data is consolidated and if so, how consolidation is
achieved. The limited change in reporting obligations compared to the current regime
are likely to mean implementation costs are relatively small. Firms may in fact benefit
from cost savings due to increased competition in the provision of data publication
services. However, the risk of data fragmentation may impose costs in terms of
market quality and efficiency.
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40 MiFID Level 1, Article 28(3).

41 This estimate is based on the resources we devote to overseeing the Primary Information Provider (PIP) regime.
Assessment of applications – 3 days of work at an average cost of £430 per day. Ongoing annual costs – 11-12 days
at an average of £430 (see our 2006/2007 Business Plan for overall costs).

Trade Data Monitors 

The issue

10.20 The main changes to policy in this area involve the use of FSA guidance to encourage
firms to trade report to FSA-approved TDMs in order to meet their MiFID obligations.40

Prospective TDMs would also need to seek admission to our list of TDMs.

The Baseline for the following CBA

10.21 The baseline for this CBA is the anticipated post-MiFID environment. As discussed 
in the above paragraphs, there is a potential risk for trade information to become
more fragmented than it is today. Some firms may seek greater regulatory certainty 
if they find the MiFID requirements relating to publication of trades ambiguous.
Other firms may welcome any ambiguity as it may provide flexibility to conceal 
their trades. 

10.22 If firms see value in using an FSA-approved TDM on the basis that it offers a degree
of regulatory comfort, we may assume that most firms will use TDMs and that most
trade reporting service providers will choose to become approved. The costs and
benefits identified below are contingent on levels of industry participation.

Benefits 

10.23 The benefits of our proposed approach are discussed in Chapter 12 below which
deals with wider market impacts.

Costs 

Regulatory Costs

10.24 The direct costs to us of monitoring firms’ compliance with their publication
obligations would be almost negligible if they publish to a TDM than if they publish
in other ways. This is because we would have comfort that the TDMs meet certain
standards. Our resource requirements for the oversight of TDMs is not expected to
be significant. It would be limited to reviewing applications and the periodic
compliance reports submitted by TDMs. We estimate this cost at around £1,300 per
application and £5,000 per annum on an ongoing basis.41 Total costs to us would
depend on the number of TDMs. 

Compliance Costs

10.25 The costs for TDMs include the one-off costs in demonstrating to us that they should
be admitted to our list of TDMs and the on-going cost of preparing annual
compliance reports. These costs will depend on whether respondents to this
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42 This estimate is based on the auditor fees for Primary Information Providers.

43 This estimate is based on 10 working days at an average rate of £400 per day.

consultation prefer compliance reports to be independently verified or self-assessed.
Auditor costs would be in excess of £25,000 per report, although the first assessment
is likely to be higher to reflect costs of documenting systems.42 TDMs might spend
around £4,000 for the self assessment.43 We do not intend to charge TDMs a fee.

Market impacts

10.26 If firms choose to publish through approved TDMs, there may be an increase in the
level of data consolidation. It may also lead to a more uniform technical publication
standard and may increase the accessibility of transparency information enabling
investors to get a better picture of the market. 

10.27 The accuracy and reliability of post-trade information may improve as it will be
easier to identify duplicate and erroneous trades and monitor the integrity of the
information published. It may discourage the publication of inaccurate, duplicate 
or false information. It may also assist us to identify potential market abuses 
because we plan to feed real-time trade information into our new market abuse
detection system.

10.28 The proposal may lower the cost of post-trade data consolidation as data
consolidators acquire information from fewer sources and incur fewer associated
costs. Lower costs may lead to an increase in the degree of consolidation. 

10.29 The ability of the TDM approach to resolve the potential risk of data fragmentation is
limited by the voluntary nature of the proposal. Firms would only choose to use TDMs
if the private benefits to them outweigh the private costs they would have to incur. If
they choose not to use TDMs, then there are no costs or benefits of this proposal. 
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44 MiFID Level 1, Article 14.

Multilateral Trading Facilities – Trading process and finalisation

Introduction

11.1 This chapter considers the changes that will affect MTF operators. In order to set the
economic impact of these changes in context, it is worth considering the set of
affected entities and the markets in which they operate. The MTF operators covered
by MiFID fall into different categories. Some, such as EuroMTS, compete with
regulated exchanges and/or the OTC markets to provide trading services in listed
securities. The majority, however, provide platforms for trading in unlisted securities
or derivatives contracts that may be similar to those traded on-exchange or quite
different. While some are highly specialised, these MTF operations face competition
from brokers offering OTC or online services in their niche markets and, in some
cases, exchanges. Within this group of MTFs there are those that exist as stand-alone
operations and those that are set up primarily to help automate existing brokerage
businesses. These latter systems provide clients with an alternative to having to call 
a broker in order to find a price or a counterparty for a trade. They compete with
brokers that provide similar services, be it over the phone or online. The MiFID
requirements will affect all types of MTF operators, irrespective of the financial
instrument traded.44

Summary of key changes

11.2 As discussed in Chapter 14 of the CP, MiFID will require operators of MTFs to 
have in place transparent rules regarding the instruments that may be traded on their
systems and who may participate in their markets. They will need also to be able to
suspend or remove instruments from trading. 

11.3 These requirements will amend the current situation, where some MTF operators
have such rules in place for business and legal purposes and others do not. An initial
sample of six such operators indicated that two already had rules in place governing
admission of instruments to trading. All had some form of rules governing access by



45 MiFID Level 1, Article 14.

participants to their systems, although the nature of these rules and the extent to
which they were fixed or could be overridden varied. All MTFs had the ability to
remove instruments from trading (although this varied from being able to remove
specified instruments to, in one instance, the extreme measure of shutting down the
trading system as a whole).

Retention of requirements for non-equity MTFs

11.4 While not a change, we also intend to maintain transparency requirements for the
operators of MTFs that provide markets in financial instruments other than shares
admitted to trading on an RM. Similarly, we intend to maintain requirements
regarding MTF operators’ primary markets, where such markets are provided. 

11.5 We feel retaining these requirements is important if we are to implement properly the
requirements of MiFID45 relating to fair and orderly trading. There are no new costs
as we will simply be maintaining the status quo, although we will use new Handbook
rules to maintain the trading transparency requirements rather than continuing with
the existing variations of permission.

Benefits

11.6 Participants may be attracted to MTFs by the changes that MiFID introduces. This
might occur for a number of reasons:

• Clarity of rules and legal certainty: There may be some benefits for MTF
operators arising from enhanced legal certainty in their rules and the clarity 
of respective obligations in their relationships with their users. We would note
however that there are existing incentives for MTF operators to ensure such
clarity and certainty, so any benefits from MiFID are likely to be limited.

• Competition: Our discussions with market participants, including ATS operators,
indicate that transparency requirements that help to maintain clean and fair
markets are a factor in determining users’ willingness to trade at a given venue.
The requirements introduced by Article 14 may, therefore, make some MTFs
more attractive vis-à-vis the regulated exchanges with which they compete.
However, if MTF operators had a commercial interest in raising their standards
they could have done so in the absence of Article 14, by developing their own
rules for this purpose. Therefore, any incremental benefits arising from the
MiFID requirements imposed by us will exist only to the extent that this brings
additional assurance to MTF users.

• Benefits of trading suspension rules: Suspension of trading normally occurs prior
to the release of material information, when prices have moved unexpectedly or
are expected to move significantly, or when trading facilities face significant
systems problems. The aim is to allow all participants time to take informed
decisions or to prevent informed traders from using privileged information to
trade against uninformed participants. Suspending trading may therefore increase
investor confidence. However, it may also reduce the speed with which new
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46 Harris (2003), op cit.

47 The figures presented here come from the ATS review which was conducted between February and April 2005 and
which sought responses from six ATS operators (17% of the population).

information is incorporated into prices.46 In addition, and with respect to
exchange-traded assets, once trading is suspended on the main exchange the
incremental benefit of suspending trading on MTFs is likely to be limited. This 
is because MTF users – who are usually professional clients – would probably
already be aware of the suspension on the exchange. If they wanted to continue
to trade, despite the suspension, they could do so OTC.

Costs 

11.7 The initial compliance costs arising from the changes discussed above will be
twofold. The first is the one-off cost of writing and communicating rules regarding
admission of instruments to trading and access to systems. Both internal staff and
clients will have to be made aware of the requirements. We estimate the cost of
putting such policies in place to be between £5,000 and £50,000 per MTF, depending
on the complexity of the rules and the number of clients and staff members to which
they have to be communicated. This estimate is based on discussions with existing
ATS operators and our own internal assessment.47 It assumes that it would take
between two and five days of work for a compliance officer to draw up such rules 
(at a cost of £400 per day), and an additional week to have them checked by heads
of relevant business units and amended as needed. It also factors in the costs of
communicating rules to users (which might include publishing the rules on a website
or posting hard copies to users). Smaller MTF operators that provide markets in
more complex, esoteric instruments may face a cost nearer the upper end of the range
(i.e. towards £50,000), which may be a significant cost to them.

11.8 The second potential compliance cost is that associated with developing the ability
to suspend or remove instruments from trading. We believe these costs will be
negligible, however, since the sample of existing ATS operators to which we spoke
indicated that the ability to suspend/remove instruments already exists (at least to a
sufficient degree to meet the requirements of the Directive). 

11.9 Ongoing compliance costs will relate mainly to the maintenance of rules, ensuring
that they are kept up-to-date and that existing and new staff and clients are aware of
them. The scale of these costs will depend on the rate of change in an MTF operator’s
business and the speed with which it grows. We think it reasonable to assume that a
range of scenarios might arise, from an MTF operator making no changes to having
to undertake a complete annual rewrite of its policies as the scale and profile of its
business change. If no changes are required, ongoing annual compliance costs would
be zero. At the opposite end of the scale, and based on the cost estimates discussed
above, there would be a maximum cost to the MTF operator of £50,000 per MTF
(i.e. for the complete rewrite of the MTF’s policies). We would expect, however, that
most MTF operators would need to make no more than limited changes to their
policies on a year-by-year basis, as we would not anticipate dramatic change in their
business profiles or size.
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11.10 With an estimated cost range of £5,000 to £50,000 per MTF, and assuming that the
cost per MTF will on average come in the middle of that range (i.e. at £27,500), the
total cost to the industry should be approximately £960,000 (based on there being
roughly 35 MTFs). 

11.11 The scale of these costs is small relative to the turnover of the existing ATSs for
which we have data. We therefore believe that these costs are unlikely to have a
significant impact on competition in the market, for example by erecting significant
new barriers to entry or by causing firms to exit the industry, although a negative
impact on competition is a possibility.

Conclusion

11.12 It is difficult to estimate the scale of these effects. It seems unlikely that the benefits
suggested above would be material. Our discussions with existing ATS operators
have indicated that the introduction of the ATS regulatory regime in Spring 2004 
has had no perceptible effect on their business levels. This suggests that the benefit 
to MTF operators of higher regulatory standards is negligible. Similarly, the cost to
MTF operators of losing business in instruments suspended/removed from trading
elsewhere is likely to be small; discussions with existing ATS operators suggest that
the current flow of such business is very small or non-existent.

11.13 There is a possibility that the costs will increase barriers to entry. Establishing an
MTF already involves technological, marketing and regulatory costs, amongst 
others. The introduction of further regulatory costs may reduce profit potential of
MTF business.

11.14 The key costs of the new requirements include the establishment, where they do not
already exist, of rules governing admission of instruments to trading and who may
participate in an MTF’s markets. 

Multilateral Trading Facilities – Capital requirements under
the recast CAD

Summary of key changes

11.15 As discussed above, the creation under MiFID of a new investment activity, operating
an MTF, means that operators of MTFs will be subject to the capital requirements of
the recast CAD, and will in our view be required to meet a minimum capital
requirement of €730,000. At present, a number of ATSs are operated by Category B,
C or D ISD firms (which benefit from lower minimum capital requirements:
€125,000 for Category B firms and €50,000 for those in Category C or D). There are
also ATS operators among the UK’s non-ISD firms and services companies, and these
operators are not required to meet the existing CAD capital requirements. As a
result, they will face a significant change in their minimum capital requirement when
MiFID is implemented. However, a number of these firms are already required to
hold a greater amount of capital than is required under their minimum capital
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requirement due to other capital rules (through which firms’ base and financial
resource requirements are set). As a result, the impact of the higher minimum capital
requirement will differ according to the MTF operator in question.

11.16 In the following paragraphs we discuss the benefits and costs associated with the
change in minimum capital requirements. Readers may find it helpful to refer also 
to the CBA undertaken for CP05/3 and CP06/3.

Benefits

11.17 By requiring some MTF operators to hold a greater quantity of capital, MiFID aims
to reduce the risk of trading venues closing in the face of business or financial
difficulties and any systemic impacts in the event of failure. However, the extent 
of these benefits may be limited. Most MTF operators do not undertake other
investment activities that involve their taking positions (beyond perhaps on a
temporary basis on behalf of clients), and so the risk of firm failure seems small.
Only a few deal as principals. In addition, there is no experience of existing ATS
operators, either before or since the introduction last year of our ATS regime, being
at risk of collapse. 

11.18 In the event of an MTF operator failing we would not expect a significant systemic
impact on the market. As described above, some larger MTF operators compete with
the regulated exchanges and OTC markets, while others provide an alternative to
using a broker. A large proportion of MTF users are large wholesale firms who
would be able to shift their trading to other venues should an MTF operator fail. 
At most, there may be some costs due to temporary disruption in the market as firms
shifted their trading elsewhere.

Costs

11.19 Of the approximately 35 ATSs already operating in the UK, we expect six or seven 
to be impacted by the new capital requirements. The remainder are already subject 
to the €730,000 capital requirement by virtue of other investment activities 
they undertake.

11.20 For the firms impacted, the change to minimum capital requirement is of varying
size. For one or two firms, the increase in the capital they will need to hold will be
less than €30,000. For two firms the increase required will be around €350,000, and
for another two between €530,000 and €660,000. A further existing ATS operator is
currently subject to a simple solvency test only and so, effectively, the change will be
in the form of the introduction of a minimum capital requirement of €730,000,
rather than an increase in an existing requirement. These changes will result in the
group of MTF operators affected being required to hold approximately €2.5 million
more in capital. At a cost of capital of 5% to 8%, this implies an ongoing additional
cost of €125,000 (£86,000) to €200,000 (£137,000) per year.48
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11.21 Because of the above incremental costs of holding regulatory capital, there is a risk
that some MTF operators will choose to exit the business, leaving market users with
a reduced choice of venues on which to execute business. This may be a particular
issue for some smaller MTF operations that are not part of larger financial groups. 
In addition, the capital requirements may present a barrier to some smaller firms
becoming MTF operators (including those that, under the recast CAD, will receive 
an exemption from holding the full €730,000 minimum capital requirement).

11.22 In addition, some instruments (e.g. some more complex derivatives) are traded only
on a limited number of trading venues. If MTF operators that provide a trading
venue for such instruments leave the market as a result of the costs discussed above,
it would limit trading venue options for market users who trade in these instruments.
However, they would still be able to trade such instruments in the OTC markets, and
so the risk of significant competitive impacts is limited.

Conclusion

11.23 By placing greater capital requirements on some MTF operators, the recast CAD
aims to protect the integrity of the financial markets as a whole by reducing the risk
of MTF markets closing in the face of systemic shocks. But there are reasons for
thinking such benefits will be quite limited. 

11.24 What seems certain is that, to remain as MTF operators, some firms will face a
significant increase in their capital requirements. This may increase the probability 
of some MTF operators choosing to exit the market and, as outlined above, this may
reduce competition between trading venues.
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12. Wider Market Impact 
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Introduction

12.1 The previous chapters focused on the compliance costs arising from the new MiFID
provisions, based largely on a static analysis of the current market structure and
situation. As noted in Chapter 7, the Commission’s expectation is that MiFID will
facilitate greater competition between trading platforms, encourage innovation and
reduce trading costs. The various markets provisions could therefore have more
wide-ranging effects, as investment firms, exchanges and investors adjust their
behaviour in response to the new regime. This chapter aims to set out the channels
through which these wider effects might come. 

12.2 The main channels are likely to be:

• Greater competition between trading platforms, as venues are allowed to
compete on a more equal footing where they previously may have faced
legislative or regulatory barriers;

• The impact of the new transparency regime on liquidity and spreads;

• A strengthening of investor confidence, for example through access to more
comprehensive trading information in a cost-effective way;

• Greater competition for trading data as a result of the greater choices provided
for firms trading in OTC space.

12.3 Overall, we do not expect the scale of these effects to be substantial, largely because
UK markets are already reasonably competitive, and existing rules address market
failures. We will set out our complete analysis of the costs and benefits of MiFID 
as a whole, including the wider benefits that might flow to the UK from the impact
of MiFID on regulatory regimes in other Member States, in our Reforming COB
Regulation CP planned for October.

Competition between trading platforms

12.4 MiFID establishes a clearer set of regulatory requirements for RMs, which will lead
to a more converged regulatory framework across the EU compared with the
situation under the ISD. But this will have limited implications for competition



between RMs – whether they trade equities or other instruments. The UK already has
a relatively open, competitive environment for exchanges. We do not expect the new
regime to change the regulatory barrier to entry for new RMs.

12.5 In any event, experience suggests, that head-to-head competition between exchanges
for the trading of the same securities (or similar derivative contracts) is relatively rare
and seldom successful, although it may put downward pressure on market operators’
charges, at least in the short term. The extension of MiFID’s scope to commodity
derivatives will allow commodity derivatives exchanges to become RMs, and to
passport services into other Member States. But, in practice, such exchanges already
operate in global markets, and do not expect significant benefits from the new
arrangements. 

12.6 MiFID does not fundamentally alter the framework for competition between RMs,
although RMs may need to respond to competitive threats (from MTFs and SIs)
which could be heightened, for example, by the implementation of the new European
framework for best execution (which will be considered in our Reforming COB
Regulation CP planned for October).

12.7 By establishing a new pan-EU regime for MTFs, MiFID may provide a more effective
basis for MTFs to compete with other trading venues. Again, the UK already has a
relatively open, competitive environment for platforms which operate like MTFs –
whether run by investment firms, or whether run by market operators (currently as
exchange-regulated markets) – based on existing regulatory regimes which MiFID
will largely carry forward. Indeed, the UK has the highest number of ATSs of any
Member State – about 35 – offering trading services in equities, bonds and derivative
products. The regulatory barrier to entry may rise, as we assess that the minimum
prudential capital requirement under the CRD will be €730,000. Nonetheless, the
new provisions may enhance competition between trading venues somewhat – not
just for equities – by providing a passporting regime for MTFs, thus facilitating easier
EU-wide access to these systems. 

12.8 Allowing investment firms to compete more directly as execution venues with
exchanges and MTFs in those European countries currently subject to concentration
rules will be one of the most significant changes in the markets area arising from
MiFID. It could lead to greater competition between SIs on the one hand and those
RMs and MTFs which trade equities on the other. However, the situation is
somewhat different in the UK, because we already have a relatively high degree of
internalisation activity compared with other markets (although, as noted earlier, this
is currently classified as ‘on-exchange’ activity). As discussed in Chapter 8, to
maintain the current volume of internalised activity, investment firms will need to
incur some costs to comply with the Article 27 regime, or to satisfy MiFID’s pre-
trade transparency requirements for trades conducted on an RM or MTF. Investment
firms would also need to factor in any implications for stamp duty intermediary relief
for internalised trades in UK shares conducted outside an RM or designated MTF. 

Impact on spreads and liquidity 

12.9 The theoretical impact of a change in transparency is ambiguous. An increase in
transparency may benefit uninformed participants in the market. The availability of
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49 European Commission, 2002/0269 (COD) Proposal for a Directive of the European Parliament and of the Council
on Investment Services and Regulated Markets, Official Journal, 25 March 2003.

greater pre-trade information may enable them to find better deals, by lowering their
search costs. It may also reduce adverse selection, as they would be able to protect
themselves more effectively against informed traders (see paragraph 8.6 and the box
in Chapter 8). This may lead to improved confidence on the part of uninformed
traders, increasing their willingness to trade, thereby leading to an improvement in
the provision of liquidity. But these impacts are likely to represent a transfer between
participants, rather than an incremental benefit, due to the effect of transparency on
informed participants.

12.10 Greater transparency might be to the disadvantage of informed traders, as it erodes
any informational advantage they may have. Such traders would no longer be able 
to profit from uninformed traders by using any private information they hold. In
general, traders will face the cost of offering free trading options causing the market
to move against them. Some of them may incur costs of changing strategies – for
example, in breaking up large orders into smaller ones to reduce market impact. This
may reduce their incentive to trade, decreasing the provision of liquidity (as discussed
in more detail in the box in Chapter 8).

12.11 The impact of the MiFID pre-trade transparency regime will be to shift some trading
onto pre-trade transparent platforms – whether it be on an RM, MTF or an SI. As
noted by the Commission when it tabled the first draft of MiFID, ‘Bid-ask spreads on
the LSE electronic order book (SETS) have narrowed in recent years despite the
widespread execution of investor orders outside the [order book]. There is no
obvious pattern in effective and quoted spreads between Member States which take 
a restrictive stance on off-exchange order execution and those which are more liberal
in this respect’.49 The aggregate spread – taking all trading activity together – is
unlikely to be noticeably affected by MiFID. 

12.12 The greater pre-trade transparency which trades in liquid shares below SMS will
need to be given by SIs may have some disincentive effect on the provision of risk
capital by such firms. However, the size of this effect is likely to be small, as MiFID
provides for some protections against multiple transactions from the same client.
Furthermore, we expect the majority of business for most SIs will be with
professional, rather than retail clients, for whom price improvement will be possible. 

12.13 On the other hand, as noted in Chapter 8, MiFID may offer the possibility of longer
deferral of post-trade transparency for risk trades compared with the deferrals which
firms in practice actually make use of currently. Here, the effect on the provision of
risk capital may therefore go the other way. However, academic research has shown
that any impact on liquidity and efficiency is unlikely to be significant, since
information about such trades tends to filter through to the markets before
publication anyway (see paragraphs 9.24 to 9.29 of Chapter 9). If firms choose not
to use the available delays in publication, MiFID may not bring about significant
change in this area.
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12.14 In aggregate, we do not anticipate any reduction in the provision of risk capital,
although the pattern of its deployment may change. 

Increased investor confidence

12.15 The main MiFID provisions which are aimed at increasing investor confidence are 
in the conduct of business area, and will be covered in our Reforming COB
Regulation CP planned for October. There may be some positive impact from the
enhanced pre-trade transparency arrangements, as noted in paragraph 12.9 above.
We do not anticipate any impact on investor confidence from the authorisation
requirements laid down by MiFID for RMs and MTFs, as the changes to the existing
UK regimes are not significant.

Competition in provision of market data

12.16 Greater OTC trading may mean more fragmentation of liquidity and trade data 
(as discussed in Chapter 9). Without efficient consolidation of data, overall equity
market efficiency may diminish. We expect that the cost of data, in the short-term 
at least, is likely to rise as there will be more sources of data and the charging
arrangements may become more complex than it is today. However, with effective
consolidation arrangements, competitive pressures might mean the cost of data will
fall in the medium to long term. 

12.17 We expect the costs to firms of post-trade reporting will fall. There may be greater
competition between post-trade reporting venues, as firms exercise choice about
where to report their OTC trades, and some firms may be able to realise some
economic value from their data.

Conclusions

12.18 We do not know how the markets provisions will impact in aggregate. But we would
expect firms to optimise their response. We do not expect there will be a significant
change in the amount of trading in shares post-MiFID as a result of the new 
pre-trade transparency requirements. However, there may be a shift in where trading
takes place as the restrictions on where orders are executed and the price at which
they can be executed impact on market participants’ behaviour. Overall, we do not
expect total welfare in the market to be affected significantly. However, there may be
a transfer of welfare from more informed to less informed participants in the market. 
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13. Transaction Reporting
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Summary of key changes

13.1 The main changes to our policy on Transaction Reporting prescribed by MiFID are
outlined in Chapter 16 of the CP, and involve:

• The definition of a reportable product – this has been extended to include
commodity derivative, interest rate derivative and foreign exchange derivative
contracts that are admitted to trading on RMs.

• The means of making a transaction report – there will be a requirement to
transaction report electronically and so reports can no longer be e-mailed or
faxed. In November 2005 we launched our new web-based reporting system,
TRS. For the additional MiFID reportable products we hope to collect a market
feed from the relevant markets.

• The content of a transaction report – consisting of a limited range of additions for
securities and futures firms and of more significant additions for investment
management firms and personal investment firms. We also propose to require firms
to identify instruments through their ISIN codes. However, all the information
required should already be known and retained by firms for other purposes.

• Which competent authority firms need to report to – some types of transactions
will now be required to be reported to us. Conversely, branches of UK firms may
have to report to their host regulator instead of reporting to us.

13.2 We are also proposing measures additional to MiFID in relation to:

• The content of a transaction report, where we propose to: 

– add an additional instrument classification for credit derivatives; and

– require firms to identify whether principal transactions have been executed
for the house account or for client facilitation.

• A requirement upon firms to report transactions in OTC derivative and in
instruments admitted to prescribed markets rather than the narrower MiFID
criteria of RMs.



50 MiFID Level 2 Implementing Regulation, Article 13(4).

51 Out of these 500 firms, we believe that 20 would be considered to be large (approximately 2 million transaction
reports per month), 150 medium sized (between 80,000 and 250,000 transaction reports per month); and 330 small
(up to 50,000 transaction reports per month).

52 Based on an analysis of our TARDIS database.

• A requirement upon firms to report transactions in instruments priced or valued
by reference to equity or debt instruments admitted to trading on a UK
prescribed market.

13.3 We are also proposing to retain our rules which require transaction reports to
identify the client on whose behalf a transaction has taken place. MiFID explicitly
provides for Member States to use their discretion in this area.50

Who is affected?

13.4 All firms that currently transaction report to us (approximately 50051) will
experience some impact from the changes to transaction reporting brought about by
MiFID. The impact will vary however from firm to firm depending on a number of
variables including, whether the firm is a branch or has a branch within the EU; what
products a firm deals in; and a firm’s former regulator, (i.e. IMRO, PIA or SFA). 

13.5 We envisage however that for at least 75% of firms that currently report to us there
will not be a major impact on their transaction reporting requirements following the
implementation of MiFID. MiFID imposes a significant new obligation on firms to
transaction report transactions executed in commodity, interest rate and foreign
exchange derivatives admitted to trading on RMs. However we are hopeful that the
impact of this new obligation will be minimised by arranging for the prescribed
markets in question to forward to us, as a transaction report, the information already
provided by firms when they trade. 

13.6 The branches of third country (non-EEA) firms who transaction report to us will also
be affected by our proposals, in the same way as for EEA firms. We estimate that
there are approximately 110 firms which will be impacted.52

Benefits

MiFID proposals

13.7 MiFID will allow us to improve our ability to monitor market abuse because of: 

• the harmonisation of existing disjointed rules;

• the increased coverage of the market and transactions carried out, although we
would lose some information by no longer getting transaction reports for
transactions relating to non-EEA countries and exchanges;

• the requirement on firms to report electronically improving efficiency; and

• the exchange of data between competent authorities, increasing the scope for
cooperation and effective cross-EU regulation, as well as increasing the extent 
of our monitoring capabilities. 
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Discretionary proposals

13.8 The benefits of retaining our requirements to report transactions in OTC derivatives
and transactions on prescribed markets are evident from recent Enforcement cases of
market abuse involving these products. A recent example of this is the case in 2004
where a Compliance Officer was passing information to friends who then used that
information to place spread bets. 

13.9 With regards to our proposal for an additional measure in the form of a separate
instrument classification for credit derivatives, Acharya and Johnson carried out 
an empirical study of the credit default swaps (CDS) market in the USA.53 They
found that there are significant permanent information flows from CDS markets 
to equity markets. This is consistent with the existence of potential insider trading in
the credit derivatives market. A separate instrument classification for credit
derivatives will therefore greatly enhance FSA’s abilities to monitor the growing credit
derivative market.

13.10 Currently, firms are required to indicate whether transactions have been conducted on
a principal or agency basis. We do not believe that this simple distinction is sufficiently
granular to enable us to detect market abuse efficiently. Our proposal to require firms
trading as principal to identify whether they are trading for the firm’s house account or
client facilitation will therefore assist in our detection of potential abuse by institutions
and significant market players, and allow us to target our investigations more
effectively. We have recently seen two cases of market related disciplinary cases
involving two large institutions where financial penalties of £6 million and £14 million
were imposed; demonstrating the presence of insider trading. Our proposal will allow
us to identify insider trading more easily and in a greater number of cases. This extra
granularity will also enable us to determine better the true beneficiary of the trade and
will help reduce the number of requests for further information that we currently send
out to firms. Indeed we will be able to configure our market monitoring systems to take
account of the firm’s trading capacity and use this to automatically monitor the
markets for the types of abuse more likely to be committed depending on whether
trading is undertaken for client facilitation or a firm’s house account.

Costs

MiFID proposals

13.11 We estimate that 75% of authorised firms, as former SFA firms, will not experience
major one-off or ongoing increase in transaction reporting costs. They would only
have to incur the costs described in paragraphs 13.18 to 13.21 below (save for the
costs arising from our proposed additional requirements). 

13.12 The new MiFID transaction reporting rules will impose significant new obligations
on those firms which execute transactions in commodity derivatives admitted to
trading on RMs. These instruments are not the subject of any existing transaction
reporting requirements. However, we are hopeful that the impact of this new
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54 Drawn from our TARDIS database.

55 This cost estimate, and those immediately following, have been provided by 8 firms which we have approached
regarding the cost of the MiFID proposals (3 small firms, 2 medium firms and 3 large firms).

56 Our current proposals and therefore the cost benefit analysis within this chapter concerns those investment management
firms, which fall within the MiFID definition of an investment firm. Arrangements for those investment management
firms that do not fall within this definition will be dealt with in the Reforming COB Regulation CP planned for October.

obligation will be minimised by arranging for the prescribed markets in question to
forward to us, as a transaction report, the information already provided by firms
when they trade.

13.13 The one-off and ongoing costs to firms caused by MiFID arise from some firms to
creating and maintaining, and others altering, internal transaction reporting
procedures. Similarly, one-off and ongoing costs exist for us to create and maintain 
a system that will hold and process the transaction report data received. The firms
that will incur the most costs under MiFID are EEA passported firms, potentially
former IMRO firms, firms relying on qualifying exchange exemptions and overseas
branches of UK firms. 

13.14 There are currently approximately 166 branches of EEA passported firms operating
in London.54 Following the implementation of MiFID, these branches will be
required to transaction report to us rather than their home authority. A small number
of these branches already transaction report to us. We anticipate that for branches
not currently transaction reporting it will cost in the region of £5,000 per firm for
small firms to set up and transaction report to us.55 For larger firms the cost will
depend on a number of factors including the costs imposed by their current
transaction reporting system to re-direct their feeds to us. We estimate that the 
one-off costs for medium sized firms would not be larger than £30,000 per firm. 
We estimate that the one-off costs for large firms would not be larger than £100,000
per firm. This means that the total cost of switching reporting authority for the
branches of EEA passported firms would not exceed a one-off cost of £2.6 million.
Any ongoing costs to branches of EEA passported firms will depend on the current
transaction reporting requirements of the branches home state. Existing transaction
reporting requirements vary from country to country, however we anticipate that
ongoing costs will be small.

13.15 As noted above, there are also currently approximately 110 branches of third
country firms which, as authorised firms, will already be subject to the existing
transaction reporting requirements. Any impact on these branches of third country
firms from MiFID will be the same as for other authorised firms and should therefore
be as described in paragraph s 13.18 to 13.21 below. 

13.16 Around 150 former IMRO firms will see their transaction reporting obligations
increase following the implementation of MiFID.56 In general these firms will still be
able to rely on other authorised firms already covered by the Rules to report their
transactions on their behalf. At present, a third party will generally not charge for
making a report to us on another firm’s behalf. This however may change if MiFID
increases the number of reports the third party makes through this unique method of
reporting. Should the present arrangements continue with third parties, we would
estimate negligible change to the current transaction reporting costs. Should third
parties charge to transaction report on behalf of former IMRO firms, we estimate
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this will not exceed 3p per transaction report. The 150 former IMRO firms affected
by MiFID are mainly small firms reporting fewer than 50,000 transactions per
month. So the maximum ongoing cost of the MiFID proposal for former IMRO
firms would be £2.7 million per year. We regard this as an upper-bound estimate. 

13.17 Former IMRO firms that manually transaction report to FSA via fax or email will,
post- MiFID, be required to transaction report electronically. Currently, we receive
manual transaction reports from less than 75 firms. We anticipate that the costs for
these firms to electronically transaction report post MiFID will be approximately the
minimum costs of using TRS. The annual charge for TRS is £235 including VAT.57

So the total cost of the electronic reporting rule for former IMRO firms would be
one off cost of about £17,000.

13.18 Firms relying on the existing qualifying exchange exemption in the Supervision
Manual58 will incur both one-off and ongoing costs as a result of the implementation
of MiFID as this exemption will no longer be available to firms. One-off costs will be
incurred when switching transaction reporting to the Host State competent authority.
Due to the very nature of the exemption, we do not know how many firms take
advantage of this exemption, however we would anticipate that it is mainly used 
by some medium and all larger firms and the costs per firm associated with the
exemption no longer applying would be similar to those in paragraph 13.14.

13.19 Following the implementation of MiFID, FSA authorised firms will no longer be
required to report transactions carried out by their overseas branches to us. A one-off
cost to alter systems in this respect may be experienced by those firms concerned,
whilst the ongoing costs of reporting should not alter. As these transactions will still
need to be reported but rather than to FSA, the reports would be made to the host
authority. We do not know how many FSA authorised firms have branches within
the EEA but would again anticipate that some medium sized firms and all large firms
will be affected by this MiFID proposal. Therefore, we estimate the costs per firm
associated with this proposal to be similar to those in paragraph 13.14.

13.20 The proposed new fields within the transaction report following the implementation
of MiFID will place additional one-off costs on firms to alter firms’ internal
transaction reporting systems. All firms that transaction report will be affected by
this change. We do not anticipate that this will provide any additional ongoing costs
as this information should already be readily available to firms. Once these changes
are made, a transaction report will take the same time and effort as pre-MiFID,
hence there are no additional ongoing costs. However, a one-off systems cost will be
experienced, which we estimate to be between £800 per firm and £2,500 per firm
depending on the size of firm and how many systems will need to be altered. So
overall, we expect the total one-off cost of adding the new fields to be £580,00059

and the ongoing costs to be negligible. 

Q58: Do you agree with our estimates? 
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13.21 The MiFID requirements on transaction report contents also call for the instrument
to be identified by a ‘unique code to be decided by the competent authority’. We
anticipate that our proposal to require firms to only use ISINs within transaction
reports will affect approximately 110 firms. All of the firms we spoke to in the
course of assessing the cost of this proposal stated that they used ISINs where
applicable. We believe that the majority of firms are already using ISINs and that the
costs should not be significant. Some firms may need to re-code the data within their
systems that are used to provide transaction reports. The cost of this would in turn
depend on how many systems within a firm would have to be re-coded. 

13.22 Overall, we estimate that the total one-off cost of implementing the MiFID
transaction reporting rules is no larger than £3.2 million and the ongoing costs up 
to £2.7 million if former IMRO firms are not able to keep current arrangements.

Discretionary proposals

13.23 The proposed retention of rules requiring reports of transaction in (a) instruments
admitted to trading on UK prescribed markets (in addition to the MiFID requirement
re instruments admitted to trading on RMs) and (b) instruments priced or valued by
reference to equity based instruments admitted to trading on a prescribed market,
should only affect those firms required to report equity based instruments 
post-MiFID. The proposed retention should only affect those firms not previously
required to report to FSA. As stated earlier, we anticipate this will be approximately
166 firms. The costs associated with the proposed retention will be incorporated
within the overall start-up costs of transaction reporting to FSA described in
paragraph 13.14. Any ongoing costs should be at a maximum 3p per transaction
report. The total ongoing cost increase will depend on the number of additional
transactions firms not previously reporting to the FSA will have to make. We are
unable to estimate this credibly.

13.24 We have approached ten firms of various size to ascertain potential costs associated
with our proposed areas of retention or introduction of material additional to MiFID. 

13.25 We anticipate that approximately 90 firms would be affected by our proposal to add
a separate instrument classification for credit derivatives. The majority of firms
approached to date have advised us that they would expect minimal costs associated
with this proposal. On average the stated cost was between £800 per firm and
£2,500 per firm. Some larger firms reported higher costs, stating they would need to
alter many of their systems. Based on the responses received we think that the overall
costs for any one firm should not be larger than £5,000 per firm and in the majority
of cases will fall within the £800 to £2,500 range. This means that the total costs 
for the industry should a one-off cost between £10,000 and £45,000 and a negligible
ongoing cost. 

13.26 We anticipate that our proposal regarding principal transactions will affect
approximately 360 firms. Three large firms estimated the cost to be significant
because they thought they would need to alter many of their systems. Another large
firm provided feedback that the technical cost would be minimal. Medium sized
firms who may use a third party service provider who takes the raw data from the
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firm and forwards transaction reports on to FSA anticipated that the costs could be
spread across a number of firms using the same service provider. Such a service
provider might charge £1,100 per day for a change such as this. Smaller sized firms
anticipated costs in the region of £800 to add an additional flag within their internal
systems. Overall, we received a very wide range of responses on the costs of our
proposals. We understand that there are two main reasons for these differences in
estimates. First, it may, in some cases, be difficult for firms to draw the line between
proprietary and principal for client facilitation. Second, some firms have IT systems
configured in a way that makes it difficult to separate in practice proprietary and
principal for client facilitation trades. Given the responses we got, most of which
were not quantified, we are only able to provide a very uncertain measure of the
costs of our proposal. We hope to elicit more data through this consultation. We
estimate that the total one-off cost of our proposal would be between £500,000 
and £15 million. The ongoing costs should be minimal.

Q59:  Do you have any views on the implications of our proposals?
What are the drivers of the potential cost to your firm of
our proposals relating to the identification of transactions
as being undertaken for a house account or for a client? 
If possible please provide estimates. 

Total costs to the FSA 

13.27 We plan to develop our existing market monitoring system (SABRE), to improve the
way we identify potential cases of market abuse. The one-off and ongoing costs to 
us therefore will increase significantly. Whilst the redevelopment of SABRE is not
solely due to the implementation of MiFID, it will help us considerably to comply
with our obligation under MiFID to exchange data with other European competent
authorities. As noted in paragraph 7.21, the MiFID element of the budget for 
SABRE II is a small proportion of the overall budget.

Market impacts

13.28 Broadly speaking, apart from commodity and interest rate derivatives markets, there
will be little impact felt by the affected markets as firms are already required to
transaction report. The changes brought about by MiFID will not influence prices 
or competition.

13.29 The transaction reporting changes arising from MiFID may have other indirect
effects. Because the probability of detection of insider trading will be increased and
enforcement action will be facilitated, market integrity could improve. On the other
hand, there may be a loss of informational efficiency of prices, although we expect
the listing rules to mitigate this potential loss by requiring listed firms to release price
sensitive information on a timely basis. 
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Q60:  The majority of this analysis was undertaken on
the basis of the 6 February text of the Level 2
Implementing Regulation. Some changes have
been made with the publication of the agreed ESC
text in June. What, in your view, are the material
implications, if any, of the Level 2 text changes
for our CBA on transaction reporting?
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List of questions in this
Consultation Paper 
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Chapter 5 – Cross-border services and establishment of
branches (passporting)

Q1. Do you agree with our proposals to retain these provisions?

Chapter 6 – Tied Agents

Q2. Do you agree with our approach to implementing the prohibition on multiple ties in
respect of MiFID business for non-retail customers? 

Chapter 7 – Enforcement and regulatory cooperation

Q3. Do you have any comments regarding the amendments we propose to make to ENF
and DEC?

Chapter 8 – Principles for Businesses

Q4. Do you agree with our proposed approach to ensuring that the application of the
Principles for Businesses is consistent with MiFID requirements?

Chapter 10 – Client Assets 

Q5. Are there any current arrangements that might not be covered by the proposed 
carve-out under Recitals 26 and 27?

Q6. Would these arrangements have any unintended consequences that we would need 
to consider in our overall implementation of the Directive e.g. impact on repapering
or firm permissions/requirements?



Q7. Do you agree with our proposals that will allow firms to hold excess commission
outside MiFID’s requirements for the safeguarding and administration of client money?

Q8. Do you agree that we should permit investment firms temporarily to handle financial
instruments belonging to clients without being subject to the full ambit of the
custody rules?

Q9. Will the change to this rule have any unintended consequences for your firm, if you
currently hold designated investments on a temporary basis?

Q10. In the absence of this rule, in what circumstances would you undertake stocklending
activities for a retail client without ensuring that relevant collateral were provided by
the borrower to protect the client’s rights?

Q11. Will your firm make use of this flexibility or will you continue to reconcile under
current timescales?

Q12. Will your firm use MMFs for the segregation of client money?

Q13. Will our proposals affect arrangements that you currently have with unregulated
custodians?

Q14. In the absence of this rule, would you pass on currency exposure to relevant clients?

Chapter 11 – Capital/Professional Indemnity Insurance (PII)
requirements

Q15. Do you agree that there is no need for a more sophisticated capital and PII trade off
beyond a simple interpretation of Article 67(3)? 

Q16. Do you agree that there should not be rules specifying the excess limits required for
ECFs that are not PIFs? 

Q17. Do you agree that there should not be a PII requirement for ECFs that have capital 
of at least €50,000, the MiFID’s maximum requirement? 

Q18. Do you agree with our proposal to apply the higher of the financial resources
requirement for ECFs and that for other non-MiFID scope activities that are 
FSA regulated?

Q19. Do you agree that ECFs should be subject to a basic solvency requirement i.e. that
they must meet liabilities as they fall due? 

Q20. Do you agree that there should be a minimum capital requirement for ECFs that
have chosen to comply with the MiFID requirements by holding PII alone? 

Q21. If your answer to Q20 is yes, do you think that £5,000 or £10,000 or a different
amount (if so, specify how much) would be most appropriate?

Q22. Do you agree that we should not develop a special regime beyond adding the 
MiFID requirements to the standards set out in IPRU (INV) chapter 13 for PIFs 
that are ECFs? 
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Q23. Is your firm a PIF that intends to make use of the MiFID passport?

Q24. Do you agree that the PRU 9.2 requirements for a comparable guarantee should be
used for ECFs? 

Q25. Having regard to the rationale set out in CP06/11, do you consider that the proposed
reporting requirements, when published in August 2006, are a reasonable and
proportionate approach to collecting the data we need to allow us to monitor the
capital requirements of ECFs?

Chapter 14 – Regulated Markets

Q26. Do you agree that we should use our power to waive from pre-trade transparency
requirements:

• crossing systems that meet MiFID conditions;

• systems that formalise negotiated transactions and meet MiFID conditions;

• management systems operated by RIEs that meet MiFID conditions; and/or

• transactions which are large in scale according to thresholds outlined in Table 2
at the end of Part III? 

Q27. Do you agree that we should use our power to permit RMs to provide a block 
trade facility?

Q28. Do you see the need for additional guidance on post-trade transparency requirements
to implement MiFID? 

Chapter 15 – Multilateral Trading Facilities

Q29. Do you agree that we should use our powers to waive from pre-trade transparency
requirements: 

• crossing systems that meet MiFID conditions;

• systems that formalise negotiated transactions and meet MiFID conditions;

• order management systems operated by MTFs that meet MiFID conditions; and/or

• transactions which are large in scale according to the conditions outlined in
Table 2 at the end of Part III?

Q30. Do you agree that we should use our powers to waive the post-trade transparency
requirements for transactions which are large in scale according to the conditions
outlined in Table 3 at the end of Part III?
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Chapter 16 – Investment firms trading outside an RM or MTF
(Over-The-Counter)

Q31. Do you see the need for additional guidance to clarify the definition of SIs?

Q32. Do you see the need for additional guidance to clarify the meaning of dealing on own
account?  

Q33. Do you see the need for additional guidance to clarify responsibility for publication
and to avoid duplication of trade reports? If so, please indicate what in your view
this should be and the basis for your recommendation.

Q34. Do you agree that we should use our power to permit firms trading OTC to be
entitled to deferred publication for transactions large in size?

Q35. Do these standards achieve our stated objective?

Q36. Do you agree that the proposed approach would contribute to consolidation of
equity trade data post-MiFID?

Q37. Do you agree that the TDM framework would help to maintain high quality trade data? 

Q38. Do you agree that TDMs should not be able to provide trade information exclusively
to one data consolidator and that doing so may present unacceptable risks to
consolidation?

Q39. Would it be preferable for all information published by a TDM to be in a standard
data format to facilitate its consolidation with similar data from other sources? 

Q40. During our pre-consultation, many market participants indicated that the TDM
approach would not be appropriate for pre-trade information. Do you believe there
is a need for a framework for the consolidation of pre-trade transparency
information in the UK? If so, would the TDM model be an appropriate framework?

Appendix A – Proposed Standards for Trade Data Monitors

Q41. Do you agree that the TDM service criteria will ensure TDMs deliver a high quality
service and provide comfort to firms that they would comply with the relevant
MiFID obligations when they use a TDM?

Q42. What is the preferred option? Please outline reasons. 

Q43. Should we publish the annual reports we receive from TDMs on our website?

Q44. Would this make it easier for firms to compare which TDM they would like to use?

Chapter 17 – Transaction Reporting

Q45. Do you think that our proposed approach provides firms with sufficient guidance to
determine whether they should report transactions to us? 

Q46. If not, what further information would you require?
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Q47. Do you think it would be more appropriate for this guidance to be placed in our
proposed Transaction Reporting Users Pack?  

Q48. Do you agree that EEA-passported branches established in the UK when providing
services within the UK should have to comply with the FSA's transaction reporting rules?

Q49. What do you think the impact of this change would be?

Q50. Are the relatively modest costs outlined in our CBA for our addition of a new
requirement to identify credit derivatives consistent with what firms will have to 
do in order to comply? 

Q51. In your view, do the benefits of identifying this type of instrument justify the costs?

Q52. What do you think the additional cost of requiring firms to identify the capacity in
which they trade as principal (i.e. client facilitation or house account), will be?  

Q53. Do you think that this cost is outweighed by the benefit of our being able to monitor
more accurately trading by firms? 

Q54. Do you think the potential costs imposed by requiring firms to notify us of their
proposed reporting system will be minimal?  

Q55. Do you have any views on this proposed additional obligation?

Annex 2: Cost-benefit analysis

Chapter 1 – Introduction

Q56. Do you have any comments on our CBA methodology? 

Chapter 9 – Post-trade transparency

Q57. The majority of this analysis was undertaken on the basis of the 6 February text 
of the Level 2 Implementing Regulation. Some changes have been made with the
publication of the agreed ESC text in June. What, in your view, are the material
implications, if any, of the Level 2 text changes for our CBA on post-trade
transparency?

Chapter 13 – Transaction Reporting 

Q58. Do you agree with our estimates? 

Q59. Do you have any views on the implications of our proposals? What are the drivers 
of the potential cost to your firm of our proposals relating to the identification of
transactions as being undertaken for a house account or for a client? If possible
please provide estimates.

83Annex 3



Q60. The majority of this analysis was undertaken on the basis of the 6 February text of the
Level 2 Implementing Regulation. Some changes have been made with the publication
of the agreed ESC text in June. What, in your view, are the material implications, if
any, of the Level 2 text changes for our CBA on transaction reporting?
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Glossary of Terms

85Annex 4

Annex 4

ADT Average Daily Turnover

AIM Alternative Investment Market

AR Appointed Representative

ARM Approved Reporting Mechanism

ATS Alternative Trading System

AUTH Authorisation Sourcebook

AVT Average Value of Transactions

BCD Banking Consolidation Directive

BIBA British Insurance Brokers’ Association

BIC Bank Identifier Code

BIPRU Prudential sourcebook for banks, building societies and
investment firms

BVCA British Venture Capital Association

CAD Capital Adequacy Directive

CASS Client Assets Sourcebook

CBA Cost-Benefit Analysis

CDS Credit Default Swap

CESR Committee of European Securities Regulators

CFTC Commodity Futures Trading Commission

COB Conduct of Business Sourcebook

COMP Compensation sourcebook

Acronym/Abbreviation Definition



COND Threshold Conditions sourcebook

CP Consultation Paper

CP06/10 Consultation Paper 06/10 – Strengthening Capital Standards –
Restructuring the Handbook

CP06/11 Consultation Paper 06/11 – Integrated Regulatory Reporting
(IRR): Credit Institutions and certain investment firms

CP06/4 Consultation Paper 06/4 – Implementation of the
Transparency Directive

CP06/9 Consultation Paper 06/9 – Organisational systems and
controls: common platform for firms

CP 153 Consultation paper on Alternative Trading Systems

CP05/3 Consultation Paper 05/3 – Strengthening Capital Standards.
Including Feedback from CP189

CP06/3 Consultation Paper 06/3 – Strengthening Capital Standards 2

CRD Capital Requirements Directive

CUSIPS Committee on Uniform Security Identification Procedures

Data item One or more related data items that are grouped together in a
prescribed format and required to be submitted by a firm or
other regulated entity under SUP 16 or provisions referred to
under SUP 16.

DEC Decision making Manual

Directive 2004/39/EC Markets in Financial Instruments Directive

DP06/3 Discussion Paper 06/3 – Implementing MiFID’s Best Execution
requirements

DVP Delivery versus Payment

ECF Exempt CAD Firms

ECP Eligible Counterparty

EDX Equity Derivative Exchange

EEA European Economic Area

EMPS Energy Market Participants sourcebook

ENF Enforcement Manual

EP European Parliament

ESC European Securities Committee
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EU European Union

FCD Financial Collateral Directive

FOS Financial Ombudsman Service

FRN FSA Reference Number

FSAP Financial Services Action Plan

FSCS Financial Services Compensation Scheme

FSMA Financial Services and Markets Act

HHMMSS Hour, minute, second

ICE futures exchange Electronic regulated futures and options exchange for global
energy markets.

IMD Insurance Mediation Directive

IMMFA Institutional Money Market Funds Association

IMRO Investment Management Regulatory Organisation

IPRU (INV) Interim Prudential Sourcebook for Investment businesses

IRR Integrated Regulatory Reporting

ISD Investment Services Directive

ISDA International Swaps and Derivatives Association

ISIN International Securities Identification Number

JIP Joint Implementation Plan on MiFID

LECG London Economics Consulting Group

LIBOR London Interbank Offered Rate

LIFFE London International Financial Futures Exchange

LME London Metal Exchange

LSE London Stock Exchange

MAR Market conduct manual

MCP Market Counterparty

MFA Market Failure Analysis

MIC Market Identifier Code

MiFID Markets in Financial Instruments Directive

MMF Money Market Fund
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MTF Multilateral Trading Facility

NEWCOB New Conduct of Business sourcebook

NMS Normal Market Size

NYMEX New York Metal Exchange

NYSE New York Stock Exchange

OFEX UK’s independent market focused on small and medium
enterprises from around the world.

OMPS Oil Market Participants sourcebook

OTC Over the Counter

OXERA Oxford Economic Research Associates

PERG Perimeter guidance sourcebook

PIA Personal Investment Authority

PIF Personal Investment Firm

PII Professional Indemnity Insurance

PIP Primary Information Providers

PRIN Principles for Business sourcebook

PS04/8 Regulatory reporting – a new integrated approach: Feedback
on CP198 and made text (March 2004)

RAO Regulated Activities Order

RCH Recognised Clearing House

REC Recognised investment exchanges and recognised clearing
houses sourcebook

RFQ Request for Quote

RIA Regulatory Impact Assessment

RIE Recognised Investment Exchange

RM Regulated Market

RMAR Retail Mediation Activities Return

RRR Recognition Requirements Regulations

RSP Retail Service Provider
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SABRE II FSA market monitoring system

SEAQ Stock Exchange Automated Quotation

SEDOL Stock Exchange Daily Official List

SETS Stock Exchange Electronic Trading Service

SETSmm Stock Exchange Electronic Trading Service with market makers

SFA Securities and Futures Authority

SI Systematic Internaliser

SMS Standard Market Size

SUP Supervision manual

SYSC Systems and controls sourcebook

TARDIS The Amalgamated Regulatory Data Information System

TDM Trade Data Monitor

TMU Transaction Monitoring Unit

TRS Transaction Reporting System

virt-x Pan-European Blue Chip Exchange

VoPs Variations of Permission

VWAP Volume Weighted Average Price

WPA Worked Principal Agreement
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