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Foreword
European regulation in the area of financial services has become increasingly volumi-

nous and complex. Finding its way through the jungle of directives and regulations,
regulatory and implementing technical standards and guidelines presents formidable
challenges for the legal practitioner. Yet locating the relevant provision is insufficient; it
is also necessary to be familiar with its background, interpretation and role in the broad-
er context of EU law.

Therefore, we have decided to provide the reader with a tool to master European fi-
nancial services law. This volume assembles the most important acts of the EU in this
area. It contains such pivotal texts as MiFID II and MiFIR, MAR and MAD, EMIR, the
UCITS-Directive and the AIFMD, to name a few. The acts have been divided into six
distinct areas: (1) securities markets and services, (2) market behaviour, (3) market
transparency, (4) funds, (5) securities clearing and settlement, and (6) payments. Each
act is commented on article by article, explaining the provision’s function, history, con-
text and interpretation. Level 2 and Level 3 acts are listed at the beginning of each article
and discussed in the context in which they are relevant. The pertinent recitals are reflect-
ed in the comments. Examples and existing case law are provided, and bibliographies in-
vite further reading.

The method of explaining a legal act article by article may be unfamiliar to some
readers, yet it has already proven its virtues in many areas. There are major advantages
in explaining the law through its black letters. Understanding the relevant provision, its
background, interpretation and the surrounding debate is indispensable for lawyers,
who must be able to comprehend the rule’s implications for concrete and often unknown
problems in order to evaluate and state their case. The high level of technicality and the
abundance of details in European financial services regulation makes this task particu-
larly difficult. By making pinpointed comments for each article, we hope to provide es-
sential assistance to regulators, counsels, judges and academics. We would like to con-
tribute to a well-informed debate on EU regulation, which matches the sophistication of
the existing texts.

Of paramount importance for our commentary has been the principle of autonomous
interpretation, which is firmly established in the case law of the CJEU and requires EU
law to be constructed in a uniform way, independent from the legal systems of the Mem-
ber States. Bearing this principle in mind, the authors have been asked to provide a truly
European view of the articles on which they comment. They had to abstain from opin-
ions tainted by the doctrine of a particular Member State. References to national legisla-
tion or case law are made only where it is necessary and helpful to elucidate the prob-
lems and issues raised by the EU provision that is the subject of the comment.

The breadth of EU regulation in the area of financial services prevented us from in-
cluding each and every act of the Union. Therefore, we have decided to omit all matters
that are specific to credit institutions (banks), e.g. the Capital Requirements Directive
(CRD) IV and the Capital Requirements Regulation (CRR). Furthermore, we have not
commented on directives and regulations that are specific to certain actors and not of
general importance, e.g. the Central Securities Depositories Regulation (CSDR). Finally,
some provisions within the selected acts that are merely of a technical nature and unlike-
ly to create issues in private litigation have been left aside, e.g. the provisions on the co-
operation of Member State authorities among themselves and with ESMA.

The writing of this commentary has been a daunting task. Accomplishing such a
monumental work would not have been possible without the help of others. Our first
thanks go to the authors, who have worked incessantly and made great strides under
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considerable time pressure. Furthermore, we are indebted to our assistants, in particular
Eric Arbizo and Brian Thompson for reviewing the language, as well as Jannik Becker,
Lena Daams, Nicolas Deising, Ronny Grütze, Karl Kulike and Finn Schmidt for their as-
sistance in finalising the manuscripts. We would also like to thank Stefan Simonis and
Matthias Knopik from Nomos for their tireless efforts in completing this book.

 

Bonn/London/Halle, January 2019 The editors
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I.  Overview

The Markets in Financial Instruments Directive (MiFID) is the cornerstone of EU
securities law. It spans over a wide range of issues, covering trading venues and various
types of investment service providers, such as financial advisers, stockbrokers and port-
folio managers. To illustrate its importance, it is useful to draw a comparison to US law:
MiFID combines the rules to be found in the US Securities Act, Securities Exchange Act,
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Investment Adviser’s Act and in large parts those of the Dodd-Frank Act. It is therefore
no exaggeration to say that MiFID is the “constitution” of the European market in finan-
cial services.

The predecessor MiFID I was adopted in 2004 and applied as of 1 November 2007.1
The current second version of MiFID (MiFID II) is in force since 3 January 2018.
MiFID II brings a number of changes with regard to MiFID I. The most visible of those
is that it is now accompanied by a regulation, the MiFIR (Markets in Financial Instru-
ments Regulation).2 While MiFID needs to be transposed into the national law of the
Member States, MiFIR applies directly throughout the European Union. This marks a
significant strengthening of the uniformity of the market governance.

The substantive rules of MiFID II and MiFIR as well depart in many ways from those
of MiFID I. While the fundamental pillars have been left untouched, a number of inno-
vations have been introduced. They include, inter alia:
(1) the introduction of Organised Trading Facilities (OTF) as a new form of alternative

trading venues;
(2) the inclusion of emission allowances and structured deposits into the Directive’s

scope of application;
(3) increased pre- and post-trade transparency requirements for non-equity instru-

ments;
(4) an obligation to trade certain derivatives on trading venues;
(5) rules on non-discriminatory access to clearing;
(6) the possibility to impose position limits for commodity derivatives;
(7) the regulation and supervision of data reporting services providers;
(8) the increased regulation of trading on own account, especially in the case of high

frequency trading;
(9) the prohibition of inducements;
(10) the clear distinction between independent and non-independent advice;
(11) the prohibition of non-paid research by investment services;
(12) rules on product governance and product intervention;
(13) a partly harmonised third-country regime.

MiFID II and MiFIR are complemented by around 100 delegated and implementing
acts that have been adopted by the Commission on Level 2 as of the end of 2017. These
acts are binding and directly applicable for authorities and courts in the Member States.
Furthermore, there are non-binding guidelines, recommendations and questions and
answers (Q&A) published by ESMA on Level 3 that are necessary to understand the leg-
islation on the upper levels and to ensure their uniform application.

The implementation of the revised rules presents a significant challenge to firms and
supervisors alike. Because of this, the introduction of MiFID II and MiFIR, which was
originally scheduled for 2017, had been postponed by one year. Still the supervisory au-
thorities have not adopted all Level 2 acts that are foreseen on Level 1. There remains
thus considerable uncertainty over the shape of the full set of rules.

MiFID II, MiFIR and the Level 2 and 3 acts encompass a myriad of texts. Further-
more, they are closely entangled with Member State law that transposes MiFID II and
which also has different levels (e.g. legislation by Parliament, ministerial decrees, inter-
pretations by the supervisor). This mishmash of different sources increases the complex-
ity of their application.

1 Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on markets in
financial instruments [2004] OJ L145/1.

2 Regulation (EU) No 600/2014 of the European Parliament and of the Council of 15 May 2014 on mar-
kets in financial instruments, [2014] OJ L 173/84.
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II.  Economic rationale

The original purpose and justification of MiFID, which continues to exist today in
MiFID II and MiFIR, was the opening up of national markets for competition between
financial service providers and trading venues. They were allowed to provide their ser-
vices throughout the Single Market, being submitted solely to the control by their home
country.3 It is a fact that increased competition serves the interests of investors and is-
suers by reducing transaction costs. It also leads to wider investor choice and access to
finance for companies.

Another key goal of MiFID II and MiFIR is the protection of investors,4 in particular
by overcoming information asymmetries. Traders often have crucial information about
the issuer and the products, which investors lack. This creates inefficiencies and could
deter investors from engaging on the financial market. Disclosure rules and the obliga-
tion to conduct a suitability or appropriateness tests are designed to overcome these ob-
stacles.5 Insufficient information also may affect trading. Pre- and post-trade trans-
parency rules improve the information supplied to intermediaries and investors with re-
gard to the most efficient trading venue.6 The best execution duty obliges the intermedi-
ary to make use of them.7

Financial services rendered by an intermediary are frequently plagued by principal-
agent problems. Service providers may be induced to recommend a product that is not
fully aligned to the needs of the investor. This may lead to the inefficient allocation of
capital. Therefore, the EU legislator obliges intermediaries to identify, prevent and dis-
close conflicts of interests, and prohibits inducements.8

Besides reasons related to the efficiency of capital markets, MiFID II and MiFIR also
serve non-financial goals. An example are the rules on position limits for commodities
derivatives, which aim to limit the negative effects of speculation on the provision with
goods and services.9

While the economic benefits of MiFID II and MiFIR can be hardly disputed, they
must be weighed against the substantial compliance costs created by them. Independent
studies claim that the costs of implementation in 2017 alone reach Euro 2.1 bn,10 while
the initial estimates of the whole (!) costs by the Commission ranged between a quarter
and one third.11 These costs will be pushed down by the industry and ultimately have to
be borne by the investor.

III.  Key principles

It is easy to lose sight in the bewildering labyrinth of regulatory texts. Some key prin-
ciples underlying MiFID II and MiFIR may serve as guiding threads.

3 See Recital 2 MiFID I.
4 See Recital 2 MiFID I.
5 Art 25 MiFID II.
6 Art 3-21 MiFIR.
7 Art 27 MiFID II.
8 Art 23 MiFID II.
9 Part IV MiFID II.
10 IHS Markit, ‘Counting the Cost of MiFID’, available at https://www.markit.com (15.6.2018).
11 Commission, Staff Working Paper, Impact Assessment Accompanying the Document ‘Proposal for a

Directive of the European Parliament and of the Council on Markets in Financial Instruments (Recast),
SEC(2011) 1226 final, p. 64.
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One of them is the country-of-origin principle. Under this principle, investment
firms, market operators and other financial service providers active on the Single Market
are authorised and supervised by the authorities of their country of origin. The so-called
“EU passport” allows them to render their services in any Member State of the European
Economic Area (EEA), comprising besides the 28 members of the EU also Iceland,
Liechtenstein and Norway. The country-of-origin principle and the European passport
are key concepts of EU law. They serve to break up national markets and create an inte-
grated European market with increased competition.

The second principle is that Member States must ensure a minimum of investor pro-
tection. This principle is the natural counterpart of open markets.12 Its aim is to reassure
investors that engage with intermediaries from other states. Investor protection is
achieved by the various obligations that intermediaries must comply with when market-
ing financial instruments, such as the duty to act in the best interest of the customer or
the obligation to conduct a suitability or appropriateness test. The obligation to avoid or
disclose conflicts of interests also serves the interests of the investor by overcoming prin-
cipal-agent problems.

A third principle that is pervasive in MiFID II and MiFIR is that of transparency.13

This principle is related to investor protection as transparent markets are in the interest
of the investor, but is also justified in its own right. Besides protecting the investor, the
obligations of pre- and post-trade transparency increase the overall efficiency of the
market by favouring those markets that offer the best price/service ratio. Furthermore,
transparent markets are usually more stable, as transparency acts as a policeman that
seeks and extinguishes market imperfections and abuse. But transparency also has a cost
in terms of reporting and the possible deterrence of investors to use trading venues such
as dark pools, which may draw on liquidity.

A fourth principle under MiFID II and MiFIR is that of non-discrimination14. It ap-
plies for instance with regard to alternative trading venues, CCPs and to data service
providers, which all must provide non-discriminatory access. This does not necessarily
mean that every investor, customer or participant has to be treated in the same way. But
where they are treated differently, there must be objective reasons for doing so.

IV.  Genesis

For the first time, EU investment services were regulated in the Investment Services
Directive (ISD) of 1993.15 As with many other directives of this era, the goal of the ISD
was to open up the markets in the then European Economic Community for services
from other Member States. As a counterpart, the Directive introduced a number of har-
monisation measures aimed at securing a minimum standard of investor protection in
the laws of the various member countries. Overall, the ISD did however not achieve its
goal of bringing about meaningful competition of financial service providers in the
Community.16

12 See also → mn 8.
13 See e.g. Recital 14, Art 125, Art 18(1), 47(1)(d), 51(1), 53(1) MiFID II, Recital 1, 5, 8, Title 2, 3 MiFIR.
14 See e.g. Recital 14, 119, Art 18(3), 37(1), 47(1)(d), 48(8), 53(1), 57(9) MiFID II, Recital 28, Art 8(3)

and (4), 10(2), 17(1) and (2), 18(5) and (7), 28(3), 35 MiFIR.
15 Council Directive 93/22/EEC of 10 May 1993 on investment services in the securities field, OJ L 141,

p. 27.
16 On the ISD, see e.g. the various contributions in Ferrarini, European Securities Markets: The Invest-

ment Services Directive and Beyond (Kluwer Law International 1998).

Introduction to MiFID II and MiFIR  1.   Security Markets and Services

4 Matthias Lehmann

13

14

15

16

17



The situation changed when MiFID I entered into force in 2007. This was the start-
ing point of booming competition in financial services at a European scale. Crucial for
that was the abolishment of the monopoly that exchanges had been enjoying under
some national laws. MiFID I also introduced new trading venues, the so-called MTF,
and endowed them with the right to render their services throughout the Community.
Furthermore, it strengthened and extended the rules on investor protection.17

MiFID I has been the single most important step to create a single market for finan-
cial services in Europe. However, the global financial crisis of 2007/2008 exposed
weaknesses in the functioning and the transparency of financial markets.18 Examples in-
clude the selling of complex products to investors and the intransparency of trading in
non-equity instruments. This sped up efforts that were already underway to overhaul
MiFID I. Inter alia, the EC had to comply with commitments undertaken on the G20
level to bring more transparency into the trading of derivatives.19

The work on MiFID II and MiFIR coincided with reforms of the regulatory and su-
pervisory process. The ISD and MiFID I had been adopted under the so-called Lam-
falussy framework, which provided for a complex interaction between the Commission,
the Council, Member States and stakeholders on four different levels.20 In 2010, how-
ever, three European Supervisory Authorities (ESAs) were established as part of the
newly created European System of Financial Supervision. ESMA, the European Markets
and Services Authority, was endowed with far-reaching competences to regulate and su-
pervise financial markets. It plays an instrumental role in the interpretation and imple-
mentation of MiFID II, providing draft regulatory and implementing standards that are
adopted by the Commission on Level 2, and publishing acts on Level 3 that national su-
pervisors will generally follow even if they are non-binding.

The reform was inspired by the De Larosière Report.21 It substantially strengthened
the regulatory rules by introducing fully uniform rules under MiFIR. These rules and
the transposing national law will be applied by both the ESAs and the Member States
authorities working in common. This represents an important juncture between the
overhaul of the institutional setup and the reform of substantive rules. At this moment, it
is too early to assess whether it has been sucessful or not.

17 See Recital 2 MiFID I.
18 See Recital 4 MiFID II.
19 See G20 Heads of State, ‘Leaders’ Statement The Pittsburgh Summit’ 9: http://www.g20.utoronto.ca/2

009/2009communique0925.html (15.6.2018).
20 The Committee of Wise Men, ‘Final Report of the Committee of Wise Men on the Regulation of

European Securities Market’: https://www.esma.europa.eu/sites/default/files/library/2015/11/lamfalussy_r
eport.pdf (15.6.2018).

21 The High-LevelGroup on Financial Supervision in the EU, ‘Report’: http://ec.europa.eu/internal_mar
ket/finances/docs/de_larosiere_report_en.pdf (15.6.2018).
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Markets in Financial Instruments Directive (MiFID II)

Directive 2014/65/EU of the European Parliament and of the Council
of 15 May 2014 on markets in financial instruments

(OJ L 173, 12.6.2014, p. 349-496)

TITLE I
SCOPE AND DEFINITIONS

Bibliography: Boskovic T, Cerruti C and Noel M, ‘Comparing European and U.S. Securities Regulations:
MiFID versus Corresponding U.S. Regulations’, World Bank Working Papers no 184, 2010; Busch D and
Ferrarini G, ‘Who’s Afraid of MiFID II? An Introduction’, in Busch D and Ferrarini G, Regulation of the EU
Financial Markets: MiFID II and MiFIR (Oxford University Press 2017), chapter 1; Clausen NJ and
Sorensen KE, ‘Reforming the Regulation of Trading Venues in the EU under the Proposed MiFID II –
Levelling the Playing Field and Overcoming Market Fragmentation?’, 3 (2012) European Company and Fi-
nancial Law Review 275-306; Ferrarini G and Saguato P, ‘Reforming Securities and Derivatives Trading in
the EU: From EMIR to MiFIR’ 13(2) (2013) Journal of Corporate Law Studies 319-359; Geier B and
Schmitt C, ‘MiFID-Reform: der neue Anwendungsbereich der MiFID II und MiFIR‘, Wertpapiermitteilun-
gen (WM) 2013, pp. 915-920; Jung P and Bischof E, Europäisches Finanzmarktrecht (Nomos 2015), § 3;
Lieverse K, ‘The Scope of MiFID II’, in Busch D and Ferrarini G, Regulation of the EU Financial Markets:
MiFID II and MiFIR (Oxford University Press 2017), chapter 2; Scott J, ‘The New EU "Extraterritoriality"’,
51 (2014) Common Market Law Review pp. 1343 et seq.; Veil R (ed.), European Capital Markets Law, 2nd

edn (Hart 2017); Veil R and Lerch M, ‘Auf dem Weg zu einem Europäischen Finanzmarktrecht: die
Vorschläge der Kommission zur Neuregelung der Märkte für Finanzinstrumente’, Wertpapier-Mitteilungen
(WM) 2012, pp. 1557 et seq. (part I) and pp. 1605 et seq. (part II); Vester J, ‘MiFID II / MiFIR: Überblick
über die Auswirkungen auf den Derivatehandel’, Recht der Finanzinstrumente (RdF) 2015, p. 92.

Article 1
Scope

1. This Directive shall apply to investment firms, market operators, data reporting
services providers, and third-country firms providing investment services or per-
forming investment activities through the establishment of a branch in the
Union.

2. This Directive establishes requirements in relation to the following:
(a) authorisation and operating conditions for investment firms;
(b) provision of investment services or activities by third-country firms

through the establishment of a branch;
(c) authorisation and operation of regulated markets;
(d) authorisation and operation of data reporting services providers; and
(e) supervision, cooperation and enforcement by competent authorities.

3. The following provisions shall also apply to credit institutions authorised under
Directive 2013/36/EU, when providing one or more investment services and/or
performing investment activities:
(a) Article 2(2), Article 9(3) and Articles 14 and 16 to 20,
(b) Chapter II of Title II excluding second subparagraph of Article 29(2),
(c) Chapter III of Title II excluding Article 34(2) and (3) and Article 35(2) to

(6) and (9),
(d) Articles 67 to 75 and Articles 80, 85 and 86.
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4. The following provisions shall also apply to investment firms and to credit insti-
tutions authorised under Directive 2013/36/EU when selling or advising clients
in relation to structured deposits:
(a) Article 9(3), Article 14, and Article 16(2), (3) and (6);
(b) Articles 23 to 26, Article 28 and Article 29, excluding the second subpara-

graph of paragraph 2 thereof, and Article 30; and
(c) Articles 67 to 75.

5. Article 17(1) to (6) shall also apply to members or participants of regulated mar-
kets and MTFs who are not required to be authorised under this Directive pur-
suant to points (a), (e), (i) and (j) of Article 2(1).

6. Articles 57 and 58 shall also apply to persons exempt under Article 2.
7. All multilateral systems in financial instruments shall operate either in accor-

dance with the provisions of Title II concerning MTFs or OTFs or the provisions
of Title III concerning regulated markets.
Any investment firms which, on an organised, frequent, systematic and substan-
tial basis, deal on own account when executing client orders outside a regulated
market, an MTF or an OTF shall operate in accordance with Title III of Regu-
lation (EU) No 600/2014.
Without prejudice to Articles 23 and 28 of Regulation (EU) No 600/2014, all
transactions in financial instruments as referred to in the first and the second
subparagraphs which are not concluded on multilateral systems or systematic in-
ternalisers shall comply with the relevant provisions of Title III of Regulation
(EU) No 600/2014.
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I.  General overview

Purpose

The first article of MiFID defines the scope of the Directive.

Background

In comparison to MiFID I, the scope of MiFID II has been considerably extended. It
now covers data reporting services providers and third-country firms. See → Introduc-
tion mn 3.

Context

Art 1 MiFID II is strongly connected to Art 2 and 3 MiFID II, which provide for
exemptions from the scope of the Directive. Basic notions used in Art 1, such as ‘invest-
ment firm’ or ‘trading venue’, are defined in Art 4 MiFID II.

1.

2.

3.

Title I   Scope and Definitions  Art. 1 MiFID II
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II.  Personal scope

Investment firms

The main body of the provisions of MiFID II covers investment firms.1 The notion is
defined by Art 4(1)(1) MiFID II, see the explanation in → Art 4 mn 4-10.

Many of the legal persons that render investment services or ancillary services are
banks and as such are subject to the special legislative framework for credit institutions
(CRR2 and CRD IV3). When they provide investment services or ancillary services or
when they are selling or advising clients in relation to structured products4, they must in
addition comply with certain of the MiFID II provisions set out in Art 1(3) and (4)
MiFID II. In a nutshell, these concern the conduct requirements, whereas the organisa-
tional requirements including own funds remain subject to the CRR, the CRD IV and
the national implementing legislation. The conduct requirements of MiFID II do not
displace any bank specific provisions, but are ‘top up regulation’,5 meaning that they ap-
ply in addition to the CRR and CRD IV.

The Directive also encompasses legal persons that are dealing on a professional basis
on own account, i.e. not for third parties.6 The purpose is to avoid circumvention of the
Directive’s rules, as it is very hard to distinguish between client related and own busi-
ness.7 However, Art 2(1)(d) MiFID II provides an important exception, which in prac-
tice excludes most persons dealing on own account from the Directive’s scope (see →
Art 2 mn 8-9). The mechanism of simultaneous inclusion and exception puts the burden
of proof on the person that invokes the exception.

Member States may extend the definition of investment firms to natural persons if
they fulfil certain conditions.8 They must: (1) provide a level of investor protection
equivalent to that provided by legal persons, and (2) be subject to equivalent prudential
requirements. If the natural person is engaging in the holding of third party funds or
securities, the requirements are even more stringent.9 Where these conditions are met,
the natural person may be authorised as an investment firm. It has to be noted that natu-
ral persons qualifying as investment firms are in some respects subject to special rules.10

Important exemptions from the MiFID II rules applying to investment firms are to
be found in Art 2 MiFID II. They concern, for instance, insurance undertakings, firms
providing investment services to members of their corporate group, or persons trading
on own account.

1.

1 Title II (Art 5-43) MiFID II.
2 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on pru-

dential requirements for credit institutions and investment firms and amending Regulation (EU) No
648/2012, [2013] OJ L 176/1.

3 Directive 2013/36/EU of 26 June 2013 on access to the activity of credit institutions and the prudential
supervision of credit institutions and investment firms, [2013] OJ L 176/338.

4 Structured deposits are bank deposits that pay a premium depending on certain circumstances such
as the favourable development of a stock index or the price of a commodity. See Art 4(1)(43) MiFID II.
Structured deposits were included into the scope of MiFID II because they present features similar to in-
vestment products. See Recital 39 MiFID II.

5 Lieverse, ‘The Scope of MiFID II’ in Busch and Ferrarini (eds), Regulation of the EU Financial Mar-
kets: MiFID II and MiFIR, margin no 2.15.

6 See Art 4(1)(6) MiFID II and Annex I Section A no 3 MiFID II.
7 See Ferrarini and Busch, ‘Who’s Afraid of MiFID II? An Introduction’, in Busch and Ferrarini (eds),

Regulation of the EU Financial Markets: MiFID II and MiFIR, margin no 1.14.; Lieverse (ibid) margin no
2.37 et seq.

8 Art 4(1)(1) subpara 2 MiFID II; see also → Art 4 mn 9.
9 Art 4(1)(1) subpara 3 MiFID II; see also → Art. 4 mn 10.
10 See Art 5(4)(b) and 9(6) MiFID II.
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Market operators

MiFID II also sets out standards for market operators.11 These are persons that man-
age or operate a regulated market,12 which is a stringently regulated and supervised
segment of a stock exchange. The operation of an alternative trading venue (MTF or
OTF) is an investment service, the operator is therefore not a market operator in the
sense of the Directive, but an investment firm (see → mn 5). Systematic internalisers13

are also considered to be investment firms since they are executing clients’ orders.
Art 1(7) MiFID II ensures that multilateral systems and systematic internalizers comply
either with the rules of Title II MiFID II or of Title III MiFIR.

Data reporting service providers

For the first time, MiFID covers data reporting service providers.14 These are three
kinds of information transmitters: (1) approved publication arrangements (APA), (2)
consolidated tape providers (CTP), and (3) authorised reporting mechanisms (ARM).15

They are regulated in order to ensure the quality and the reliability of the data provid-
ed.16 But data reporting service providers are not considered as investment firms. As a
consequence, they do not need to comply with the obligations of the latter.

Algorithmic traders and holders of positions in commodity derivatives

Certain provisions of MiFID II apply to persons that are neither investment firms nor
market operators or data reporting service providers.

This concerns, first, persons that engage in algorithmic trading.17 According to
Art 1(5) MiFID II, the rules of Art 17(1)-(6) MiFID II apply to algorithmic trading re-
gardless of whether the trader needs to be authorised as an investment firm or not. The
reasoning behind this extension of the MiFID to a non-investment firm are the risks of
algorithmic trading,18 such as ‘flash crashes’. On the definition of algorithmic trading see
→ Art 4 mn 11-12. Recital 59 MiFID II clarifies that the use of algorithms in post-trad-
ing (e.g. clearing and settlement software or the ‘blockchain’) does not constitute algo-
rithmic trading.

The second extension of MiFID II beyond investment firms, market operators and
data reporting service providers concerns the provisions on position limits.19 These
provisions also apply to persons that deal in commodities derivatives and are not cov-
ered by the rest of MiFID II because they benefit from an exemption under Art 2
MiFID II.20 This extension is necessary in order to limit the engagement of financial and
non-financial parties on the commodities derivatives markets, which is the key objective
of position limits.21 They shall apply independently of any exemption available to the
firm from the other rules of MiFID II.

2.

3.

4.

11 See Title III (Art 44-56) MiFID II.
12 Art 4(1)(18) MiFID II.
13 On the notion 'regulated market' see Art 4(1)(21) MiFID II.
14 See Title V (Art 59-66) MiFID II.
15 See Art (4)(1)(52)-(54) MiFID II for a definition of these services. See also Art 59 mn 2-4.
16 See Recitals 116-119 MiFID II.
17 Art 1(5) MiFID II.
18 Recital 59 third sentence MiFID II.
19 Art 57-66 MiFID II.
20 Art 1(6) MiFID II.
21 Title IV (Art 57-58) MiFID II.
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III.  Material scope

The Directive provides for rules regarding the authorisation and operation of the
persons covered.22 It also contains provisions on the supervision, cooperation and en-
forcement by the competent authorities.23 In addition to those areas, which are explicitly
mentioned in Art 1(2) MiFID II, the Directive also includes rules on position limits for
commodities derivatives.24

IV.  Territorial scope

MiFID II regulates investment firms, market operators and data reporting service
providers that are established in the Union. This territorial restriction follows from the
need for authorisation by the home Member State of the firm, operator or provider.25

For legal persons, the relevant criterion for identifying the home Member State is their
registered seat.26 For natural persons, the home Member State is determined via their
head office.27 The place of the head office also decides on the home Member State of
legal persons that have no registered seat under the national law applying to them.28

In addition, MiFID II covers investment firms established in third countries, but
only under the condition that they render services or perform activities through a
branch established in the EU.29 Minimum requirements for cross-border investment
services by third-country firms with or without a branch are provided by MiFIR.30

Article 2
Exemptions

1. This Directive shall not apply to:
(a) insurance undertakings or undertakings carrying out the reinsurance and

retrocession activities referred to in Directive 2009/138/EC when carrying
out the activities referred to in that Directive;

(b) persons providing investment services exclusively for their parent under-
takings, for their subsidiaries or for other subsidiaries of their parent un-
dertakings;

(c) persons providing an investment service where that service is provided in
an incidental manner in the course of a professional activity and that activi-
ty is regulated by legal or regulatory provisions or a code of ethics govern-
ing the profession which do not exclude the provision of that service;

(d) persons dealing on own account in financial instruments other than com-
modity derivatives or emission allowances or derivatives thereof and not
providing any other investment services or performing any other invest-

22 See Art 1(2)(a), (c) and (d) MiFID II. See in particular Title II (Art 5-43), Title III (Art 44-56) and
Title V (Art 59-66) MiFID II.

23 See Art 1(2)(e) MiFID II. See in particular Title VI (Art 67-88) MiFID II.
24 Title IV (Art 57-58) MiFID II.
25 Art 5(1) 2, Art 44(1) subpara 2 MiFID II.
26 Art 4(1)(55)(a)(ii), (b), (c)(ii) MiFID II.
27 Art 4(1)(55)(a)(i), (b), (c)(i) MiFID II.
28 Art 4(1)(55)(a)(iii), (b), (c)(iii) MiFID II.
29 Art 1(2)(b) MiFID II.
30 Title VIII (Art 46-48) MiFID II.

Art. 2 MiFID II  1.   Security Markets and Services
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ment activities in financial instruments other than commodity derivatives
or emission allowances or derivatives thereof unless such persons:
(i) are market makers;
(ii) are members of or participants in a regulated market or an MTF or

have direct electronic access to a trading venue;
(iii) apply a high-frequency algorithmic trading technique; or
(iv) deal on own account when executing client orders;
Persons exempt under points (a), (i) or (j) are not required to meet the con-
ditions laid down in this point in order to be exempt.

(e) operators with compliance obligations under Directive 2003/87/EC who, when
dealing in emission allowances, do not execute client orders and who do not pro-
vide any investment services or perform any investment activities other than
dealing on own account, provided that those persons do not apply a high-fre-
quency algorithmic trading technique;

(f) persons providing investment services consisting exclusively in the administra-
tion of employee-participation schemes;

(g) persons providing investment services which only involve both the administra-
tion of employee-participation schemes and the provision of investment services
exclusively for their parent undertakings, for their subsidiaries or for other sub-
sidiaries of their parent undertakings;

(h) the members of the ESCB and other national bodies performing similar func-
tions in the Union, other public bodies charged with or intervening in the man-
agement of the public debt in the Union and international financial institutions
established by two or more Member States which have the purpose of mobilising
funding and providing financial assistance to the benefit of their members that
are experiencing or threatened by severe financing problems;

(i) collective investment undertakings and pension funds whether coordinated at
Union level or not and the depositaries and managers of such undertakings;

(j) persons:
(i) dealing on own account, including market makers, in commodity deriva-

tives or emission allowances or derivatives thereof, excluding persons who
deal on own account when executing client orders; or

(ii) providing investment services, other than dealing on own account, in com-
modity derivatives or emission allowances or derivatives thereof to the cus-
tomers or suppliers of their main business;
provided that:
— for each of those cases individually and on an aggregate basis this is an

ancillary activity to their main business, when considered on a group
basis, and that main business is not the provision of investment ser-
vices within the meaning of this Directive or banking activities under
Directive 2013/36/EU, or acting as a market-maker in relation to com-
modity derivatives,

— those persons do not apply a high-frequency algorithmic trading tech-
nique; and

— those persons notify annually the relevant competent authority that
they make use of this exemption and upon request report to the com-
petent authority the basis on which they consider that their activity
under points (i) and (ii) is ancillary to their main business;

Title I   Scope and Definitions  Art. 2 MiFID II
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(k) persons providing investment advice in the course of providing another
professional activity not covered by this Directive provided that the provi-
sion of such advice is not specifically remunerated;

(l) associations set up by Danish and Finnish pension funds with the sole aim
of managing the assets of pension funds that are members of those asso-
ciations;

(m) ‘agenti di cambio’ whose activities and functions are governed by Article
201 of Italian Legislative Decree No 58 of 24 February 1998;

(n) transmission system operators as defined in Article 2(4) of Directive
2009/72/EC or Article 2(4) of Directive 2009/73/EC when carrying out their
tasks under those Directives, under Regulation (EC) No 714/2009, under
Regulation (EC) No 715/2009 or under network codes or guidelines adopt-
ed pursuant to those Regulations, any persons acting as service providers
on their behalf to carry out their task under those legislative acts or under
network codes or guidelines adopted pursuant to those Regulations, and
any operator or administrator of an energy balancing mechanism, pipeline
network or system to keep in balance the supplies and uses of energy when
carrying out such tasks.
That exemption shall apply to persons engaged in the activities set out in
this point only where they perform investment activities or provide invest-
ment services relating to commodity derivatives in order to carry out those
activities. That exemption shall not apply with regard to the operation of a
secondary market, including a platform for secondary trading in financial
transmission rights;

(o) CSDs that are regulated as such under Union law, to the extent that they are
regulated under that Union law.

2. The rights conferred by this Directive shall not extend to the provision of ser-
vices as counterparty in transactions carried out by public bodies dealing with
public debt or by members of the ESCB performing their tasks as provided for
by the TFEU and by Protocol No 4 on the Statute of the European System of Cen-
tral Banks and of the European Central Bank or performing equivalent func-
tions under national provisions.

3. The Commission shall adopt delegated acts in accordance with Article 89 to clar-
ify for the purposes of point (c) of paragraph 1 when an activity is provided in an
incidental manner.

4. ESMA shall develop draft regulatory technical standards to specify, for the pur-
poses of point (j) of paragraph 1, the criteria for establishing when an activity is
to be considered to be ancillary to the main business at a group level.
Those criteria shall take into account at least the following elements:
(a) the need for ancillary activities to constitute a minority of activities at a

group level;
(b) the size of their trading activity compared to the overall market trading ac-

tivity in that asset class.
In determining the extent to which ancillary activities constitute a minority of
activities at a group level ESMA may determine that the capital employed for
carrying out the ancillary activity relative to the capital employed for carrying
out the main business is to be considered. However, that factor shall in no case
be sufficient to demonstrate that the activity is ancillary to the main business of
the group.

Art. 2 MiFID II  1.   Security Markets and Services
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The activities referred to in this paragraph shall be considered at a group level.
The elements referred to in the second and third subparagraphs shall exclude:
(a) intra-group transactions as referred to in Article 3 of Regulation (EU) No

648/2012 that serve group-wide liquidity or risk management purposes;
(b) transactions in derivatives which are objectively measurable as reducing

risks directly relating to the commercial activity or treasury financing activ-
ity;

(c) transactions in commodity derivatives and emission allowances entered in-
to to fulfil obligations to provide liquidity on a trading venue, where such
obligations are required by regulatory authorities in accordance with Union
law or with national laws, regulations and administrative provisions, or by
trading venues.

ESMA shall submit those draft regulatory technical standards to the Commis-
sion by 3 July 2015.
Power is delegated to the Commission to adopt the regulatory technical stan-
dards referred to in the first subparagraph in accordance with Articles 10 to 14
of Regulation (EU) No 1095/2010.
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I.  General

Purpose

The provision exempts certain persons from the scope of the Directive. Limiting the
reach of MiFID II is in line with the principle of proportionality, which requires not to
exceed what is necessary to achieve the objective of regulatory action.1

Level 2 and 3 measures

Commission Delegated Regulation (EU) 2017/592 of 1 December 2016 supplement-
ing Directive 2014/65/EU of the European Parliament and of the Council with regard to
regulatory technical standards for the criteria to establish when an activity is considered
to be ancillary to the main business, JO 2017 L 87/492

1.

2.

1 Cf. Art 5(4) Treaty on European Union.
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II.  Exempted persons

Art 2 MiFID II lists a number of persons that are exempted from MiFID’s scope. The
exemptions mainly relate to the activities of the person in question. Recital 50 MiFID
summarises the purpose of these exemptions as follows:

Since the scope of prudential regulation should be limited to those entities which, by virtue of running a
trading book on a professional basis, represent a source of a counterparty risk to other market partici-
pants, entities which deal on own account in financial instruments other than commodity derivatives,
emission allowances or derivatives thereof, should be excluded from the scope of this Directive provided
that they are not market makers, do not deal on own account when executing client orders, are not
members or participants of a regulated market or MTF, do not have direct electronic access to a trading
venue and do not apply a high-frequency algorithmic trading technique.

It is possible that the same person fulfils more than one of the cases mentioned in
Art 2(1) MiFID II. There is no need to decide between them as the exemptions apply
cumulatively.2

Insurances

Art 2(1)(a) MiFID II exempts insurance and reinsurances from the scope of the Di-
rective. This is justified by the fact that these businesses are subject to supervision by
prudential supervisors and regulated by a set of specific rules.3 There are certain insu-
rance products that closely resemble financial instruments governed by MiFID II, but
the Directive leaves them to the special rules applying to insurances.4 Art 91 MiFID II
aligns those rules insofar as insurance-based investment products are concerned. More-
over, the supervision of insurances is coordinated with that of investment firms.5

Intra-group service providers

Legal persons that are part of a group of companies and provide investment services
solely to other members of the group are excluded from the Directive under Art 2(1)(b)
MiFID II. This “intra-group exemption” is based on the fact that the firm does not deal
with outside investors.6 There is no counterparty risk to persons outside the group.

Other regulated professions

Art 2(1)(c) MiFID II exempts persons that provide incidental investment services or
conduct incidental investment activities in the course of another profession that is regu-
lated or subject to a code of ethics. Examples are tax advisers, lawyers, consultants and
accountants. These professions may involve investment services, e.g. giving investment
advice, but are already governed by their own regulatory and ethical rules. There is thus
no need to submit them to the MiFID II rules, provided that the investment service is of
minor importance in relation to the professional activity.

1.

2.

3.

2 See Recital 22, second sentence MiFID II. For a case in point explicitely addressed, see Art 2(1)(d)
subpara 2 MiFID II.

3 See Recital 27 MiFID II. In particular, these businesses are subject to the Solvency II Directive (Direc-
tive 2009/138/EC of the European Parliament and of the Council of 25 November 2009 on the taking-up
and pursuit of the business of Insurance and Reinsurance, OJ L 335, 17.12.2009, p. 1).

4 See Recital 87.
5 See e.g. Art 68(2), 84(2) MiFID II.
6 See also Recital 28 MiFID II.
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Persons dealing on own account

Dealing on own account is an investment service.7 Firms dealing on own account on
a professional basis are thus covered as investment firms by the scope of the Directive.8
Nevertheless, Art 2(1)(d) MiFID II excludes persons dealing on own account from the
scope of the Directive, provided that they do not fulfil one of the counter-exceptions
(exceptions from the exception) that are defined there. The provision does not cover
persons that are dealing on own account in commodity derivatives and emissions al-
lowances, as these persons are governed by a special rule in Art 2(1)(j) MiFID II (see →
mn 18-25).

The practically most important counter-exception under Art 2(1)(d) MiFID II con-
cerns persons that are dealing on own account while at the same time executing a client
order.9 The counter-exception seeks to exclude circumvention strategies. These strate-
gies are possible because the line between dealing on own account and on a client’s ac-
count is very thin.

Market makers are always subject to MiFID II, even when they are dealing on own
account.10 Market makers are defined as persons holding themselves out on the market
on a continuous basis as being willing to deal on own account by buying and selling fi-
nancial instruments, and which use their own capital and define prices.11 Market makers
provide liquidity that is essentially for the smooth functioning of trading venues.
MiFID II subjects them to the full rules in order to avoid any potential misuse of exemp-
tions.12

Members or participants in Regulated Markets or Multilateral Trading Facilities
(MTF)13 are always subject to the Directive according to Art 2(1)(d)(ii) MiFID II. The
provision does not include members or participants in Organised Trading Facilities
(OTF); but see → mn 12.14

According to the same provision, persons that have direct electronic access to a trad-
ing venue are also subject to the obligations under the Directive.15 The notion ‘direct
electronic access’ is defined in Art 4(1)(41) MiFID II and further specified on Level 2.16

‘Trading venue’ includes OTF, so that persons having direct electronic access to them fall
into the scope of the Directive. The persons covered by Art 2(1)(d)(ii) MiFID II must
comply with the Directive even if they are solely dealing on own account. The legislator
regards the connection to a trading venue as being of such importance that it requires
regulation and supervision of the person connected.

High-frequency algorithmic traders are equally submitted to MiFID II regardless of
whether they deal on their own or another’s account.17 The reason is the potential dan-
ger flowing from this type of trading,18 such as a flash crash. Algorithmic traders that do

4.

7 Annex I Section A no 3 MiFID II.
8 See Art 1(1), 4(1)(1) MiFID II.
9 Art 2(1)(d)(iv) MiFID II.
10 Art 2(1)(d)(i) MiFID II.
11 See the definition in Art 4(1)(7) MiFID II. On the obligation of persons pursuing a market making

strategy to enter into a market making agreement, see Art 1 Delegated Regulation 2017/578 of 13 June
2016 supplementing Directive 2014/65/EU of the European Parliament and of the Council on markets in
financial instruments with regard to regulatory technical standards specifying the requirements on market
making agreements and schemes, OJ 2017 L 87/183.

12 Recital 23 MiFID II.
13 For a definition of the notion 'multilateral trading facility' see Art 4(1)(22) MiFID II.
14 For a definition of the notion 'organised trading facility' see Art 4(1)(23) MiFID II.
15 Art 2(1)(d)(ii) MiFID II.
16 Art 20 Delegated Regulation 565/2017.
17 Art 2(1)(d)(iii) MiFID II. For a definition, see Art 4(1)(4) and comment on → Art 4 mn 14-16.
18 Not clearly explained by Recital 23 MiFID II.
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not use high frequency techniques and only deal on own account are exempted from the
Directive’s scope.

Operators in emissions allowances

The trading in emissions allowances is a special area following its own rules.19 Opera-
tors in this market are highly regulated and therefore exempted from MiFID II.20

Administrators of employee participation schemes

The administration of employee participation schemes is an activity inside an enter-
prise that has no effect on third parties. MiFID II therefore grants generous exemptions
for administrators of such schemes.21 These apply regardless of whether the scheme is
for their own enterprise or for another enterprise of the same group.

Public debt management

Art 2(1)(h) MiFID II excludes public bodies that manage state debt from the Direc-
tive’s scope. This exemption applies e.g. to the European Central Bank, the national
central banks and the European Stability Mechanism (ESM). The fact that these insti-
tutions manage a portfolio or give investment advice does not submit them to the rules
for investment firms. The counterparties to such debt transactions may also not invoke
the rights conferred under the Directive.22

Investment funds

Investment funds – mutual funds in American parlance – are specially regulated enti-
ties. They are therefore exempted from the obligations under the Directive by Art 2(1)(i)
MiFID II. This provision also encompasses investment fund managers and deposito-
ries. Note that the exemption not only covers funds coordinated by EU law, such as
UCITS and AIFM, but also those regulated by autonomous national law.

Persons dealing on own account and providing services in commodities or
emission allowances

MiFID II does not cover firms who deal on their own account or provide investment
services in commodity derivatives or emission allowances (and derivates of emission al-
lowances) where this activity is ancillary to their main business, Art 2(1)(j) MiFID II.
The main business of the firm must be non-financial, i.e. neither related to the provision
of investment services under MiFID II nor to banking services within the meaning of
the CRD IV.23 The idea of this exemption is to exclude non-financial parties who are
hedging risks via commodity derivatives from the Directive’s scope. These parties do not
present a counterparty risk to other market participants.24

5.

6.

7.

8.

9.

19  Directive 2003/87/EC of 13 October 2003 establishing a scheme for greenhouse gas emission al-
lowance trading within the Community and amending Council Directive 96/61/EC, [2003] OJ L 275/32.
On the rules of emissions allowances trading, see e.g. Kruger and Pizer, ‘The EU Emissions Trading Direc-
tive: Opportunities and Potential Pitfalls’ http://www.rff.org/files/sharepoint/WorkImages/Download/RF
F-DP-04-24.pdf (15.6.2018).

20 Art 2(1)(e) MiFID II.
21 Art 2(1)(f), (g) MiFID II.
22 Art 2(2) MiFID II.
23 Art 2(1)(j) MiFID II. See also Recital 20 MiFID II.
24 Cf. Recital 50 MiFID II.
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Details are set out on Level 2.25 Accordingly, the activities are to be assessed on a
group level.26 The Delegated Regulation introduces two thresholds in this regard: an
overall market threshold and a main business threshold.27 An activity is not considered
as ancillary if it exceeds either of those two thresholds. While the overall market thresh-
old compares the share of the group’s activity with the overall market, the main business
threshold considers the importance of the relevant activity for the group. As a conse-
quence of this double threshold, it is possible that an activity that is relatively minor for
the non-financial firm is nevertheless considered to be a "main" activity because of its
impact on the market.

There are, however, a number of counter-exceptions. Most of them resemble those
that apply to trading in own account.28

First, non-financial firms are covered by MiFID II if they are executing client orders
while dealing on own account.29 This counter-exception seeks to preclude avoidance
strategies.30

Second, persons applying a high-frequency algorithmic trading technique are cov-
ered by MiFID II.31 This exception is testimony to the EU’s worries about high-frequen-
cy trading (see → mn 13). As it presumes that this technique may disturb the orderly
function of the market, it extends the breadth of its regulation to traders using such
techniques.32 On the notion of high-frequency algorithmic trading see → Art 4 mn
14-16.

Third, market makers in commodity derivatives or emission allowances that provide
investment services to others and do not deal on their own account are not exempted
from MiFID II. Art 2(1)(j)(ii) first indent includes them into the Directive’s scope.33

Market makers in commodity derivatives or emission allowances that deal on their own
account are exempted, see Art 2(1)(j)(i) MiFID II. On the notion of ‘dealing on their
own account’, see Art 4(1)(6).

Finally, the Preamble makes it clear that non-financial firms dealing in commodity
derivatives in a disproportionate manner shall be covered by MiFID II.34 ESMA is au-
thorised to develop more precise standards on this point, which not only will take into
account the importance of the activities for the non-financial firm in question, but also
the size of their trading when compared with the overall market activity in the particular
asset class.35 It has done so with the Delegated Regulation 2017/592 concerning ancillary
services (see → mn 19).

If firms fulfil the criteria of Art 2(1)(j) MiFID II, they are exempted from the duties
under the Directive, except for the rules on position limits in commodities derivatives.36

In order to benefit from the exception of MiFID II, non-financial firms that deal in com-
modity derivatives or emission allowances must notify the competent authority each
year that they make use of the exception.37 Upon request, they must also report to the

25 Commission Delegated Regulation (EU) 2017/592.
26 Art 1 and Recital 1 Commission Delegated Regulation (EU) 2017/592.
27 See Art 2 and 3 Commission Delegated Regulation (EU) 2017/592.
28 See → mn 8-13.
29 Art 2(1)(j)(i) MiFID II.
30 See already → Art 1 mn 6.
31 Art 2(1)(j)(ii) second indent MiFID II.
32 Cf. also Art 2(1)(d)(ii) MiFID II.
33 Cf. also Art 2(1)(d)(i) MiFID II.
34 Recital 20 MiFID II.
35 Art 2(4), second sentence MiFID II.
36 Art 1(6) MiFID II.
37 Art 2(1)(j) last indent MiFID II.
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competent authority why they consider that this activity is ancillary to their main busi-
ness.38

Persons giving free advice

Art 2(1)(k) MiFID II exempts persons that provide investment advice in the course of
another profession that is not subject to the Directive. As examples, one might think of a
journalist or TV reporter who give investment advice through the media. Since they
have another profession not falling under the Directive, they are not subject to MiFID II.
In contrast to Art 2(1)(c) MiFID II, it is not necessary that this profession is regulated or
subject to a code of ethics. It also does not matter whether the advice is provided on an
incidental basis or not.

Peculiar national exemptions

There are two exemptions specific to Denmark, Finland and Italy in Art 2(1)(l) and
(m) MiFID II.39

Transmission systems operator

There is an exemption for transmissions systems operators in Art 2(1)(n) MiFID II. A
systems operator is a natural or legal person that is responsible for the operating and
maintenance of a transmission system for electricity or natural gas.40

Central securities depositories

Finally, central securities depositories (CSD) are exempted by Art 2(1)(o) MiFID II.
They provide depository services and thus investment services, but are subject to special
regulations under the CSDR.41 The exemption only applies to CSDs that are regulated as
such under Union law. It follows that it does not cover unregulated or third-country
CSDs without equivalence status.

Article 3
Optional exemptions

1. Member States may choose not to apply this Directive to any persons for which
they are the home Member State, provided that the activities of those persons are
authorised and regulated at national level and those persons:
(a) are not allowed to hold client funds or client securities and which for that

reason are not allowed at any time to place themselves in debit with their
clients;

(b) are not allowed to provide any investment service except the reception and
transmission of orders in transferable securities and units in collective in-
vestment undertakings and/or the provision of investment advice in rela-
tion to such financial instruments; and

10.

11.

12.

13.

38 Id.
39 Art 2(1)(k) MiFID II.
40 See Art 2(4) Directive 2009/72/EC and Art 2(4) Directive 2009/73/EC.
41 Regulation EU No 909/2014 of the European Parliament and of the Council of 23 July 2014 on im-

proving securities settlement in the European Union and on central securities depositories [2014] OJ L
257/1.
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(c) in the course of providing that service, are allowed to transmit orders only
to:
(i) investment firms authorised in accordance with this Directive;
(ii) credit institutions authorised in accordance with Directive 2013/36/EU;
(iii) branches of investment firms or of credit institutions authorised in a

third country and which are subject to and comply with prudential
rules considered by the competent authorities to be at least as strin-
gent as those laid down in this Directive, in Regulation (EU) No
575/2013 or in Directive 2013/36/EU;

(iv) collective investment undertakings authorised under the law of a
Member State to market units to the public and to the managers of
such undertakings; or

(v) investment companies with fixed capital, as defined in Article 17(7) of
Directive 2012/30/EU of the European Parliament and of the Council
the securities of which are listed or dealt in on a regulated market in a
Member State; or

(d) provide investment services exclusively in commodities, emission al-
lowances and/or derivatives thereof for the sole purpose of hedging the
commercial risks of their clients, where those clients are exclusively local
electricity undertakings as defined in Article 2(35) of Directive 2009/72/EC
and/or natural gas undertakings as defined in Article 2(1) of Directive
2009/73/EC, and provided that those clients jointly hold 100 % of the capital
or of the voting rights of those persons, exercise joint control and are ex-
empt under point (j) of Article 2(1) of this Directive if they carry out those
investment services themselves; or

(e) provide investment services exclusively in emission allowances and/or
derivatives thereof for the sole purpose of hedging the commercial risks of
their clients, where those clients are exclusively operators as defined in
point (f) of Article 3 of Directive 2003/87/EC, and provided that those
clients jointly hold 100 % of the capital or voting rights of those persons, ex-
ercise joint control and are exempt under point (j) of Article 2(1) of this Di-
rective if they carry out those investment services themselves.

2. Member States’ regimes shall submit the persons referred to in paragraph 1 to
requirements which are at least analogous to the following requirements under
this Directive:
(a) conditions and procedures for authorisation and on-going supervision as

established in Article 5(1) and (3), Articles 7 to 10, 21, 22 and 23 and the
corresponding delegated acts adopted by the Commission in accordance
with Article 89;

(b) conduct of business obligations as established in Article 24(1), (3), (4), (5),
(7) and (10), Article 25(2), (5) and (6), and, where the national regime al-
lows those persons to appoint tied agents, Article 29, and the respective im-
plementing measures;

(c) organisational requirements as laid down in the first, sixth and seventh sub-
paragraph of Article 16(3) and in Article 16(6) and (7) and the correspond-
ing delegated acts adopted by the Commission in accordance with Article
89.

Member States shall require persons exempt from this Directive pursuant to
paragraph 1 of this Article to be covered by an investor-compensation scheme
recognised in accordance with Directive 97/9/EC. Member States may allow in-
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vestment firms not to be covered by such a scheme provided they hold profes-
sional indemnity insurance where, taking into account the size, risk profile and
legal nature of the persons exempt in accordance with paragraph 1 of this Arti-
cle, equivalent protection to their clients is ensured.
By way of derogation from the second subparagraph of this paragraph, Member
States that already have in place such laws, regulations or administrative provi-
sions before 2 July 2014 may until 3 July 2019 require that where the persons ex-
empt from this Directive pursuant to paragraph 1 of this Article provide the in-
vestment services of the reception and transmission of orders and/or of the pro-
vision of investment advice in units in collective investment undertakings and
act as an intermediary with a management company as defined in Directive
2009/65/EC, those persons are jointly and severally liable with the management
company for any damages incurred by the client in relation to those services.

3. Persons exempt from this Directive pursuant to paragraph 1 shall not benefit
from the freedom to provide services or to perform activities or to establish
branches as provided for in Articles 34 and 35 respectively.

4. Member States shall notify the Commission and ESMA of the exercise of the op-
tion under this Article and shall ensure that each authorisation granted in accor-
dance with paragraph 1 mentions that it is granted in accordance with this Arti-
cle.

5. Member States shall communicate to ESMA the provisions of national law analo-
gous to the requirements of this Directive listed in paragraph 2.

I.  General features

Purpose

The provision introduces an option for the Member States to exempt certain persons
from the scope of the Directive. The relevant national legislator is the home Member
State that would be competent to authorise the firm in the hypothetical case in which it
would fall under the Directive.1 In contrast to Art 2 MiFID II, Art 3 is not mandatory,
meaning that the persons covered are not exempted unless the national legislator explic-
itly makes use of the option provided. This optionality leads to a fragmentation of the
European securities market.

Background

Some of the optional exemptions in Art 3 MiFID II were originally intended as
mandatory exemptions under Art 2 MiFID II. This concerns in particular Art 3(1)(d)
MiFID II. During the trilogue procedure, the European Parliament, the Council and the
Commission nevertheless agreed to leave it to the Member States whether they provide
this exemption in their law or not.2

Context

Art 3 MiFID II is strongly connected to the rule on the general scope in Art 1
MiFID II and to the mandatory exemptions under Art 2 MiFID II. An additional ex-
emption under Art 3 MiFID II and the corresponding national legislation is of no effect

1.

2.

3.

1 For the definition of the home Member State, see Art 4(1)(55) MiFID II.
2 Moloney, EU Securities and Financial Markets Regulation (3rd edn, Oxford University Press 2014) 351.
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where a firm is already excluded from the scope of the Directive under either of these
two provisions.

II.  Exempted persons

The structure of Art 3(1) MiFID II is confusing. Art 3(1)(a)-(c) MiFID II provide
three conditions that investment firms must cumulatively fulfil in order to be exempted,
while Art 3(1)(d) and (e) MiFID II contain two further exemptions that apply alterna-
tively. This follows from the word ‘or’ at the end of Art 3(1)(c) and (d) MiFID II.

Investment service providers not holding clients’ funds or securities

Art 3(1)(a)-(c) MiFID II contains an optional exemption for firms that are not al-
lowed to hold funds or securities for their clients and therefore cannot become indebted
to their clients. The idea underlying this optional exemption is that the firms do not
present any counterparty risk.3 Besides not holding client’s funds or securities, there are
two further conditions for the exemption to apply. The firm must (1) exclusively deal or
advise in equity instruments or UCITS shares, and (2) forward orders only to authorised
firms. Firms dealing in bonds or derivatives are therefore always covered by MiFID II, as
are firms that deal in shares and forward the orders to non-authorised firms.

Investment service providers for local electricity and natural gas
undertakings

Art 3(d) MiFID II allows Member States to exempt investment firms that provide in-
vestment services solely in commodities, emission allowances and related derivatives for
the sole purpose of hedging their clients’ risk. The option is only available for firms
whose clients are exclusively local electricity undertakings and natural gas undertakings.
The notions ‘local electricity undertaking’ and ‘natural gas undertaking’ are defined by
the EU’s energy market regime.4 Crucially, the clients must also fully own the invest-
ment service providers or at least exercise joint control over them. Finally, the clients
must qualify for an exemption of Art 2(1)(j) MiFID II in the hypothetical case that they
would carry out the investment services themselves. Basically this rule allows Member
States to grant a privilege for the energy sector, traditionally dominated by state mo-
nopolies, who can create their own investment firms for hedging purposes without being
subject to MiFID II should the Member State introduce the exemption.5

Investment service providers for emission allowances

Art 3(1)(e) MiFID II contains an optional exemption that is similar to that under lit d
of the same paragraph.6 It concerns firms that provide investment services exclusively in
emission allowances or derivatives thereof. The clients must be operators of an installa-
tion that emits greenhouse gases.7 They must fully own or jointly control the invest-
ment firm, and qualify for an exemption under Art 2(1)(j) MiFID II if they were to exer-
cise the investment service themselves.

1.

2.

3.

3 Cf. Recital 50 MiFID II.
4 Article 2(35) of Directive 2009/72/EC and Article 2(1) of Directive 2009/73/EC.
5 On earlier drafts, see Moloney, EU Securities and Financial Markets Regulation, p. 351 (footnote 183).
6 Ibid 351.
7 See Art 3(f) Directive 2003/87/EC.
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III.  Conditionality

Even though Member States have the option of exempting the above-mentioned
firms from MiFID II, certain conditions apply. First, Member States shall foresee autho-
risation requirements and supervision, conduct of business obligations and organisa-
tional requirements that are ‘at least analogous’ to many of those imposed by the Direc-
tive’s provisions.8 One can speak insofar of a parallel national regime that is aligned to
MiFID II and must be communicated to ESMA.9 Second, the firms exempted do not en-
joy the European passport, meaning that they cannot offer services outside of their
home Member State.10 Third, all exemptions must be notified to the Commission and
ESMA and mention that they are granted under Art 3(1) MiFID II.

Article 4
Definitions

1. For the purposes of this Directive, the following definitions apply:
(1) ‘investment firm’ means any legal person whose regular occupation or busi-

ness is the provision of one or more investment services to third parties
and/or the performance of one or more investment activities on a profes-
sional basis.
Member States may include in the definition of investment firms undertak-
ings which are not legal persons, provided that:
(a) their legal status ensures a level of protection for third parties’ inter-

ests equivalent to that afforded by legal persons; and
(b) they are subject to equivalent prudential supervision appropriate to

their legal form.
However, where a natural person provides services involving the holding of
third party funds or transferable securities, that person may be considered
to be an investment firm for the purposes of this Directive and of Regu-
lation (EU) No 600/2014 only if, without prejudice to the other require-
ments imposed in this Directive, in Regulation (EU) No 600/2014, and in
Directive 2013/36/EU, that person complies with the following conditions:
(a) the ownership rights of third parties in instruments and funds must

be safeguarded, especially in the event of the insolvency of the firm or
of its proprietors, seizure, set-off or any other action by creditors of
the firm or of its proprietors;

(b) the firm must be subject to rules designed to monitor the firm’s sol-
vency and that of its proprietors;

(c) the firm’s annual accounts must be audited by one or more persons
empowered, under national law, to audit accounts;

(d) where the firm has only one proprietor, that person must make provi-
sion for the protection of investors in the event of the firm’s cessation
of business following the proprietor’s death or incapacity or any other
such event;

8 Art 3(2) MiFID II.
9 See Art 3(5) MiFID II.
10 Art 3(3) MiFID II.
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(2) ‘investment services and activities’ means any of the services and activities
listed in Section A of Annex I relating to any of the instruments listed in
Section C of Annex I.
The Commission shall adopt delegated acts in accordance with Article 89
measures specifying:
(a) the derivative contracts referred to in Section C.6 of Annex I that have

the characteristics of wholesale energy products that must be physical-
ly settled and C.6 energy derivative contracts;

(b) the derivative contracts referred to in Section C.7 of Annex I that have
the characteristics of other derivative financial instruments;

(c) the derivative contracts referred to in Section C.10 of Annex I that
have the characteristics of other derivative financial instruments, hav-
ing regard to whether, inter alia, they are traded on a regulated mar-
ket, an MTF or an OTF;

(3) ‘ancillary services’ means any of the services listed in Section B of Annex I;
(4) ‘investment advice’ means the provision of personal recommendations to a

client, either upon its request or at the initiative of the investment firm, in
respect of one or more transactions relating to financial instruments;

(5) ‘execution of orders on behalf of clients’ means acting to conclude agree-
ments to buy or sell one or more financial instruments on behalf of clients
and includes the conclusion of agreements to sell financial instruments is-
sued by an investment firm or a credit institution at the moment of their
issuance;

(6) ‘dealing on own account’ means trading against proprietary capital result-
ing in the conclusion of transactions in one or more financial instruments;

(7) ‘market maker’ means a person who holds himself out on the financial mar-
kets on a continuous basis as being willing to deal on own account by buy-
ing and selling financial instruments against that person’s proprietary capi-
tal at prices defined by that person;

(8) ‘portfolio management’ means managing portfolios in accordance with
mandates given by clients on a discretionary client-by-client basis where
such portfolios include one or more financial instruments;

(9) ‘client’ means any natural or legal person to whom an investment firm pro-
vides investment or ancillary services;

(10) ‘professional client’ means a client meeting the criteria laid down in Annex II;
(11) ‘retail client’ means a client who is not a professional client;
(12) ‘SME growth market’ means a MTF that is registered as an SME growth

market in accordance with Article 33;
(13) ‘small and medium-sized enterprises’ for the purposes of this Directive,

means companies that had an average market capitalisation of less than
EUR 200 000 000 on the basis of end-year quotes for the previous three cal-
endar years;

(14) ‘limit order’ means an order to buy or sell a financial instrument at its spec-
ified price limit or better and for a specified size;

(15) ‘financial instrument’ means those instruments specified in Section C of
Annex I;

(16) ‘C6 energy derivative contracts’ means options, futures, swaps, and any oth-
er derivative contracts mentioned in Section C.6 of Annex I relating to coal
or oil that are traded on an OTF and must be physically settled;
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(17) ‘money-market instruments’ means those classes of instruments which are
normally dealt in on the money market, such as treasury bills, certificates of
deposit and commercial papers and excluding instruments of payment;

(18) ‘market operator’ means a person or persons who manages and/or operates
the business of a regulated market and may be the regulated market itself;

(19) ‘multilateral system’ means any system or facility in which multiple third-
party buying and selling trading interests in financial instruments are able
to interact in the system;

(20) ‘systematic internaliser’ means an investment firm which, on an organised,
frequent systematic and substantial basis, deals on own account when exe-
cuting client orders outside a regulated market, an MTF or an OTF without
operating a multilateral system;
The frequent and systematic basis shall be measured by the number of OTC
trades in the financial instrument carried out by the investment firm on
own account when executing client orders. The substantial basis shall be
measured either by the size of the OTC trading carried out by the invest-
ment firm in relation to the total trading of the investment firm in a specific
financial instrument or by the size of the OTC trading carried out by the
investment firm in relation to the total trading in the Union in a specific fi-
nancial instrument. The definition of a systematic internaliser shall apply
only where the pre-set limits for a frequent and systematic basis and for a
substantial basis are both crossed or where an investment firm chooses to
opt-in under the systematic internaliser regime;

(21) ‘regulated market’ means a multilateral system operated and/or managed
by a market operator, which brings together or facilitates the bringing to-
gether of multiple third-party buying and selling interests in financial in-
struments – in the system and in accordance with its non-discretionary
rules – in a way that results in a contract, in respect of the financial instru-
ments admitted to trading under its rules and/or systems, and which is au-
thorised and functions regularly and in accordance with Title III of this Di-
rective;

(22) ‘multilateral trading facility’ or ‘MTF’ means a multilateral system, operat-
ed by an investment firm or a market operator, which brings together multi-
ple third-party buying and selling interests in financial instruments – in the
system and in accordance with non-discretionary rules – in a way that re-
sults in a contract in accordance with Title II of this Directive;

(23) ‘organised trading facility’ or ‘OTF’ means a multilateral system which is
not a regulated market or an MTF and in which multiple third-party buying
and selling interests in bonds, structured finance products, emission al-
lowances or derivatives are able to interact in the system in a way that re-
sults in a contract in accordance with Title II of this Directive;

(24) ‘trading venue’ means a regulated market, an MTF or an OTF;
(25) ‘liquid market’ means a market for a financial instrument or a class of fi-

nancial instruments, where there are ready and willing buyers and sellers on
a continuous basis, assessed in accordance with the following criteria, tak-
ing into consideration the specific market structures of the particular finan-
cial instrument or of the particular class of financial instruments:
(a) the average frequency and size of transactions over a range of market

conditions, having regard to the nature and life cycle of products with-
in the class of financial instrument;
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(b) the number and type of market participants, including the ratio of
market participants to traded instruments in a particular product;

(c) the average size of spreads, where available;
(26) ‘competent authority’ means the authority, designated by each Member

State in accordance with Article 67, unless otherwise specified in this Direc-
tive;

(27) ‘credit institution’ means a credit institution as defined in point (1) of Arti-
cle 4(1) of Regulation (EU) No 575/2013;

(28) ‘UCITS management company’ means a management company as defined
in point (b) of Article 2(1) of Directive 2009/65/EC of the European Parlia-
ment and of the Council;

(29) ‘tied agent’ means a natural or legal person who, under the full and uncon-
ditional responsibility of only one investment firm on whose behalf it acts,
promotes investment and/or ancillary services to clients or prospective
clients, receives and transmits instructions or orders from the client in re-
spect of investment services or financial instruments, places financial in-
struments or provides advice to clients or prospective clients in respect of
those financial instruments or services;

(30) ‘branch’ means a place of business other than the head office which is a part
of an investment firm, which has no legal personality and which provides
investment services and/or activities and which may also perform ancillary
services for which the investment firm has been authorised; all the places of
business set up in the same Member State by an investment firm with head-
quarters in another Member State shall be regarded as a single branch;

(31) ‘qualifying holding’ means a direct or indirect holding in an investment
firm which represents 10 % or more of the capital or of the voting rights, as
set out in Articles 9 and 10 of Directive 2004/109/EC of the European Par-
liament and of the Council, taking into account the conditions regarding
aggregation thereof laid down in Article 12(4) and (5) of that Directive, or
which makes it possible to exercise a significant influence over the manage-
ment of the investment firm in which that holding subsists;

(32) ‘parent undertaking’ means a parent undertaking within the meaning of Ar-
ticle 2(9) and 22 of Directive 2013/34/EU of the European Parliament and of
the Council;

(33) ‘subsidiary’ means a subsidiary undertaking within the meaning of Articles
2(10) and 22 of Directive 2013/34/EU, including any subsidiary of a sub-
sidiary undertaking of an ultimate parent undertaking;

(34) ‘group’ means a group as defined in Article 2(11) of Directive 2013/34/EU;
(35) ‘close links’ means a situation in which two or more natural or legal persons

are linked by:
(a) participation in the form of ownership, direct or by way of control, of

20 % or more of the voting rights or capital of an undertaking;
(b) ‘control’ which means the relationship between a parent undertaking

and a subsidiary, in all the cases referred to in Article 22(1) and (2) of
Directive 2013/34/EU, or a similar relationship between any natural or
legal person and an undertaking, any subsidiary undertaking of a sub-
sidiary undertaking also being considered to be a subsidiary of the
parent undertaking which is at the head of those undertakings;

(c) a permanent link of both or all of them to the same person by a con-
trol relationship;
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(36) ‘management body’ means the body or bodies of an investment firm, mar-
ket operator or data reporting services provider, which are appointed in ac-
cordance with national law, which are empowered to set the entity’s strategy,
objectives and overall direction, and which oversee and monitor manage-
ment decision-making and include persons who effectively direct the busi-
ness of the entity.
Where this Directive refers to the management body and, pursuant to na-
tional law, the managerial and supervisory functions of the management
body are assigned to different bodies or different members within one body,
the Member State shall identify the bodies or members of the management
body responsible in accordance with its national law, unless otherwise spec-
ified by this Directive;

(37) ‘senior management’ means natural persons who exercise executive func-
tions within an investment firm, a market operator or a data reporting ser-
vices provider and who are responsible, and accountable to the management
body, for the day-to-day management of the entity, including for the imple-
mentation of the policies concerning the distribution of services and prod-
ucts to clients by the firm and its personnel;

(38) ‘matched principal trading’ means a transaction where the facilitator inter-
poses itself between the buyer and the seller to the transaction in such a way
that it is never exposed to market risk throughout the execution of the
transaction, with both sides executed simultaneously, and where the trans-
action is concluded at a price where the facilitator makes no profit or loss,
other than a previously disclosed commission, fee or charge for the transac-
tion;

(39) ‘algorithmic trading’ means trading in financial instruments where a com-
puter algorithm automatically determines individual parameters of orders
such as whether to initiate the order, the timing, price or quantity of the or-
der or how to manage the order after its submission, with limited or no hu-
man intervention, and does not include any system that is only used for the
purpose of routing orders to one or more trading venues or for the process-
ing of orders involving no determination of any trading parameters or for
the confirmation of orders or the post-trade processing of executed transac-
tions;

(40) ‘high-frequency algorithmic trading technique’ means an algorithmic trad-
ing technique characterised by:
(a) infrastructure intended to minimise network and other types of laten-

cies, including at least one of the following facilities for algorithmic
order entry: co-location, proximity hosting or high-speed direct elec-
tronic access;

(b) system-determination of order initiation, generation, routing or exe-
cution without human intervention for individual trades or orders;
and

(c) high message intraday rates which constitute orders, quotes or cancel-
lations;

(41) ‘direct electronic access’ means an arrangement where a member or partici-
pant or client of a trading venue permits a person to use its trading code so
the person can electronically transmit orders relating to a financial instru-
ment directly to the trading venue and includes arrangements which involve
the use by a person of the infrastructure of the member or participant or
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client, or any connecting system provided by the member or participant or
client, to transmit the orders (direct market access) and arrangements
where such an infrastructure is not used by a person (sponsored access);

(42) ‘cross-selling practice’ means the offering of an investment service together
with another service or product as part of a package or as a condition for
the same agreement or package;

(43) ‘structured deposit’ means a deposit as defined in point (c) of Article 2(1) of
Directive 2014/49/EU of the European Parliament and of the Council,
which is fully repayable at maturity on terms under which interest or a pre-
mium will be paid or is at risk, according to a formula involving factors
such as:
(a) an index or combination of indices, excluding variable rate deposits

whose return is directly linked to an interest rate index such as Euri-
bor or Libor;

(b) a financial instrument or combination of financial instruments;
(c) a commodity or combination of commodities or other physical or

non-physical non-fungible assets; or
(d) a foreign exchange rate or combination of foreign exchange rates;

(44) ‘transferable securities’ means those classes of securities which are nego-
tiable on the capital market, with the exception of instruments of payment,
such as:
(a) shares in companies and other securities equivalent to shares in com-

panies, partnerships or other entities, and depositary receipts in re-
spect of shares;

(b) bonds or other forms of securitised debt, including depositary receipts
in respect of such securities;

(c) any other securities giving the right to acquire or sell any such trans-
ferable securities or giving rise to a cash settlement determined by
reference to transferable securities, currencies, interest rates or yields,
commodities or other indices or measures;

(45) ‘depositary receipts’ means those securities which are negotiable on the cap-
ital market and which represent ownership of the securities of a non-domi-
ciled issuer while being able to be admitted to trading on a regulated market
and traded independently of the securities of the non-domiciled issuer;

(46) ‘exchange-traded fund’ means a fund of which at least one unit or share
class is traded throughout the day on at least one trading venue and with at
least one market maker which takes action to ensure that the price of its
units or shares on the trading venue does not vary significantly from its net
asset value and, where applicable, from its indicative net asset value;

(47) ‘certificates’ means certificates as defined in Article 2(1)(27) of Regulation
(EU) No 600/2014;

(48) ‘structured finance products’ means structured finance products as defined
in Article 2(1)(28) of Regulation (EU) No 600/2014;

(49) ‘derivatives’ means derivatives as defined in Article 2(1)(29) of Regulation
(EU) No 600/2014;

(50) ‘commodity derivatives’ means commodity derivatives as defined in Article
2(1)(30) of Regulation (EU) No 600/2014;

(51) ‘CCP’ means a CCP as defined in Article 2(1) of Regulation (EU) No
648/2012;
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(52) ‘approved publication arrangement’ or ‘APA’ means a person authorised un-
der this Directive to provide the service of publishing trade reports on be-
half of investment firms pursuant to Articles 20 and 21 of Regulation (EU)
No 600/2014;

(53) ‘consolidated tape provider’ or ‘CTP’ means a person authorised under this
Directive to provide the service of collecting trade reports for financial in-
struments listed in Articles 6, 7, 10, 12 and 13, 20 and 21 of Regulation (EU)
No 600/2014 from regulated markets, MTFs, OTFs and APAs and consoli-
dating them into a continuous electronic live data stream providing price
and volume data per financial instrument;

(54) ‘approved reporting mechanism’ or ‘ARM’ means a person authorised under
this Directive to provide the service of reporting details of transactions to
competent authorities or to ESMA on behalf of investment firms;

(55) ‘home Member State’ means:
(a) in the case of investment firms:

(i) if the investment firm is a natural person, the Member State in
which its head office is situated;

(ii) if the investment firm is a legal person, the Member State in
which its registered office is situated;

(iii) if the investment firm has, under its national law, no registered
office, the Member State in which its head office is situated;

(b) in the case of a regulated market, the Member State in which the regu-
lated market is registered or, if under the law of that Member State it
has no registered office, the Member State in which the head office of
the regulated market is situated;

(c) in the case of an APA, a CTP or an ARM:
(i) if the APA, CTP or ARM is a natural person, the Member State

in which its head office is situated;
(ii) if the APA, CTP or ARM is a legal person, the Member State in

which its registered office is situated;
(iii) if the APA, CTP or ARM has, under its national law, no regis-

tered office, the Member State in which its head office is situat-
ed;

(56) ‘host Member State’ means the Member State, other than the home Member
State, in which an investment firm has a branch or provides investment ser-
vices and/or activities, or the Member State in which a regulated market
provides appropriate arrangements so as to facilitate access to trading on its
system by remote members or participants established in that same Member
State;

(57) ‘third-country firm’ means a firm that would be a credit institution provid-
ing investment services or performing investment activities or an invest-
ment firm if its head office or registered office were located within the
Union;

(58) ‘wholesale energy product’ means wholesale energy products as defined in
point (4) of Article 2 of Regulation (EU) No 1227/2011;

(59) ‘agricultural commodity derivatives’ means derivative contracts relating to
products listed in Article 1 of, and Annex I, Parts I to XX and XXIV/1, to,
Regulation (EU) No 1308/2013 of the European Parliament and of the
Council;
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(60) ‘sovereign issuer’ means any of the following that issues debt instruments:
(i) the Union;
(ii) a Member State, including a government department, an agency, or a

special purpose vehicle of the Member State;
(iii) in the case of a federal Member State, a member of the federation;
(iv) a special purpose vehicle for several Member States;
(v) an international financial institution established by two or more

Member States which has the purpose of mobilising funding and pro-
vide financial assistance to the benefit of its members that are experi-
encing or threatened by severe financing problems; or

(vi) the European Investment Bank;
(61) ‘sovereign debt’ means a debt instrument issued by a sovereign issuer;
(62) ‘durable medium’ means any instrument which:

(a) enables a client to store information addressed personally to that
client in a way accessible for future reference and for a period of time
adequate for the purposes of the information; and

(b) allows the unchanged reproduction of the information stored;
(63) ‘data reporting services provider’ means an APA, a CTP or an ARM.

2. The Commission shall be empowered to adopt delegated acts in accordance with
Article 89 to specify some technical elements of the definitions laid down in
paragraph 1, to adjust them to market developments, technological develop-
ments and experience of behaviour that is prohibited under Regulation (EU) No
596/2014 and to ensure the uniform application of this Directive.
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I.  General features

Purpose

The provision defines the most important terms used in MiFID II.

Level 2 measures

Delegated Regulation 565/2017 of 25 April 2016 supplementing Directive
2014/65/EU of the European Parliament and of the Council as regards organisational re-
quirements and operating conditions for investment firms and defined terms for the
purposes of that Directive, OJ L 87/1.

1.

2.
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II.  Definitions

The definitions contained in Article 4 MiFID II will be explained in the context in
which they are employed. The following comments are limited to some overarching no-
tions.

Investment firm

The notion ‘investment firm’ is of crucial relevance for the whole Directive, including
its scope.1 Its meaning is specified in Art 4(1)(1) MiFID II. Several categories of persons
fall into this definition.

The first category comprises legal persons who render investment services to third
parties or engage in an investment activity on a professional basis.

The notions ‘investment services’ and ‘investment activities’ are explained in Annex I
to the Directive. The main examples are:
– order reception and transmission
– order execution
– portfolio management
– investment advice
– securities underwriting
– operation of an alternative trading venue (Multilateral Trading Facility (MTF) or an

Organised Trading Facility (OTF)).2
The notion ‘investment service and activity’ also covers a number of ancillary ser-

vices, such as securities custody, foreign exchange (forex) services and investment re-
search.3

The definition of investment services and ancillary services hinges on the notion of
‘financial instruments’. It is defined in the Annex of the Directive in a fairly broad man-
ner.4 In particular, it is not restricted to ‘transferable securities’, but also includes a wide
array of derivatives. The definition has been extended further to also cover emissions al-
lowances.5 More detailed provisions over certain instruments can be found on Level 2.6

The second category of persons that may fall under the notion ‘investment firm’ are
natural persons who render investment services or engage in investment activities. This
category not only covers single natural persons, but also partnerships and other forms
of companies that do not have legal personality under national law. It is left to the Mem-
ber States whether they want to include these natural persons or other entities in the
definition of an investment firm. This means that national law will decide and govern
whether natural persons may be authorised to render investment services or engage in
investment activities. It can only do so under two conditions: first, that the legal status of
the natural persons ensures a level of protection equivalent to that afforded by legal per-
sons, and second, that they are subject to equivalent prudential supervision appropriate
to their legal form.7 The first point requires a liability regime that is at least as stringent
as that for legal persons, the second requires the control of the founders and managers of
the firm as well as its capital.

1.

1 See Art 1(1) MiFID.
2 Annex I Section A MiFID II.
3 Annex I Section B MiFID II.
4 Annex I Section C MiFID II.
5 See Annex I Section C no 11 MiFID II. On the reasons for the extension, see Recital 11 MiFID II.
6 Art 5-8 Delegated Regulation (EU) 565/2017. See also the exception in Art 10 of the same Delegated

Regulation concerning certain derivatives relating to currencies.
7 See Art 4(1)(1) subpara 2 MiFID II.
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The conditions are even stricter where the natural persons provide services involv-
ing the holding of third party funds or transferrable securities, such as in the case of
order execution or portfolio management. In these cases, they must comply with four
conditions listed in Art 4(1)(1) subpara 4 MiFID II. First, ownership rights of third par-
ties (i.e. the clients) must be safeguarded, particularly in the event of the insolvency of
the firm or one of its proprietors. Since the natural person is the investment firm, it does
not seem to make sense to distinguish between the two; yet one has to bear in mind that
a partnership or other company without legal personality can also own the firm. The
condition set out by MiFID II is of high importance to protect the rights and interests of
the client. Ways in which the natural person can ensure compliance is to either out-
source the handling of client funds and securities to a deposit bank or by using a trust, a
fiducie or a similar legal construct under national law that guarantees insolvency re-
moteness. The second condition is that the firm must be subject to rules designed to
monitor its solvency and that of its proprietors. In essence, this requires the establish-
ment of prudential supervision. Third, the natural person’s annual accounts must be
subject to audits by authorised accountants. Fourth, in case the firm has only one pro-
prietor, provisions must be made for the case of his death, incapacity or similar event
that deprives him of the ability to run the business.

Algorithmic trading

A number of provisions of MiFID II apply to algorithmic trading.8 The definition of
the notion ‘algorithmic trading’ is to be found in Art 4(1)(39) MiFID II. Accordingly, al-
gorithmic trading is the use of a computer software that automatically determines
whether, when and where a trade is placed.9 The fact that the definition concerns an
action (‘algorithmic trading’) and not a person (‘algorithmic trader’) demonstrates that
anybody can fall under this notion, not only investment firms. Hence, it does not matter
whether it is an investment firm or another person that engages in this activity.

Level 2 adds that algorithmic trading can take place at any of the stages of initiating,
generating, routing or executing orders or quotes according to pre-determined parame-
ters.10 However, the notion must not be extended too far, given that nearly every invest-
ment service or activity involves some use of computers. The Directive therefore sets
some limits. It makes clear that algorithmic trading does not include the use of software
to route orders to one or more trading venues, to process orders without determining the
trading parameters, or to confirm orders.11 The use of algorithms in post-trading (e.g.
clearing and settlement software or the ‘blockchain’) also does not constitute algorithmic
trading.12 A firm pursing a market making strategy falls into the scope of the provisions
on algorithmic trading only under the condition that it carries out the market making
activity continuously during a significant portion of the trading hours in comparison to
the total trading hours.13

Algorithmic traders can be exempted from MiFID II where they only deal for their
own account, unless they are market makers, members of a trading venue, have direct
electronic access to such a trading venue, engage in high-frequency trading or execute
client orders.14 On the notion ‘dealing on own account’, see Art 4(1)(6) MiFID II.

2.

8 See Art 1(5) and Art 17(1)-(6) MiFID II.
9 Cf the definition in Art 4(1)(39) MiFID II.
10 Art 18 Delegated Regulation (EU) 565/2017.
11 See Art 4(1)(39) MiFID II.
12 Art 4(1)(39) MiFID II. See also Recital 59 MiFID II.
13 Recital 59 fourth and last sentence MiFID II.
14 Art 2(d) MiFID II. See → Art 2 mn 8-13.
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High-frequency algorithmic trading

A subset of algorithmic trading is high-frequency algorithmic trading. The Preamble
contains a very palpable description, according to which high-frequency algorithmic
trading consists of analysing data or signals from the market at high speed and then
sending or updating large numbers of orders within a very short time period in re-
sponse to that analysis.15 The preamble adds that “[h]igh-frequency algorithmic trading
is typically done by the traders using their own capital to trade and rather than being a
strategy itself, it is usually the use of sophisticated technology to implement more tradi-
tional trading strategies such as market making or arbitrage.”16

The technical definition of high-frequency algorithmic trading techniques is con-
tained in Art 4(1)(40) MiFID II, which lists three characteristics that must be present
simultaneously. First, high-frequency algorithmic trading techniques try to minimise la-
tency, i.e. the delay of the transmission of data, through various means. Among them is
‘co-location’ and ‘proximity hosting’, i.e. the sharing of the same or a close space between
their computer system and the exchange or trading platform, which increases the speed
of data transfer. Second, high-frequency algorithmic trading is characterised by the fact
that orders are initiated, generated, routed or executed without the intervention of a hu-
man being. Third, orders, quotes and cancellations are sent out at particularly high in-
tra-day rates.17 Level 2 defines these rates in absolute numbers as meaning at least two
messages per second regarding a single financial instrument traded on a trading venue
and at least four messages per second regarding all financial instruments traded on a
trading venue.18

The fact that a person uses a high-frequency algorithmic trading technique has a
number of consequences. While the legislator identifies some benefits of this type of
trading, such as the increase of liquidity and the reduction of short-term volatility, it also
warns against its risks, such as the overloading of trading venues or electronic glitches.19

That is why it subjects this technique to special provisions. In particular, a person engag-
ing in high-frequency algorithmic trading will not be able to benefit from various ex-
emptions, such as those for persons only dealing in financial instruments on own ac-
count or that provide investment services in commodity derivatives as an ancillary activ-
ity to their main business.20 Those who use this technique will be subject to the same
provisions as algorithmic traders and a certain number of additional provisions.21

III.  Challenges

The categorisation of robo-advice

Robo-advisors are computer programmes that automatically rank and match in-
vestments to customers.22 Almost all robo-advisors are web-based. They profile the

3.

1.

15  Recital 61 first sentence MiFID II.
16 Recital 61 last sentence MiFID II.
17 Art 4(1)(40) MiFID II.
18 Art 19 Delegated Regulation (EU) 2017/565.
19 Recital 62 para 1 MiFID II.
20 See Art (2)(1)(d) and (j) MiFID II.
21 See e.g. Art 17(2) last subpara MiFID II.
22 Baker and Dellaert, ‘Regulating Robo Advice Across the Financial Services Industry’, 103 Iowa Law

Review 712, 720 (2018); Garvía, ‘Towards a Taxonomy of Robo-Advisors’, available at www.repositorio.co
millas.edu (15.6.2018); Financial Industry Regulatory Authority (FINRA), Report on Digital Investment
Advice, March 2016, p. 2.
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clients through questionnaires, e.g. about their knowledge, experience and investment
objectives, and then calculate a portfolio of assets adapted to the saver by using modern
portfolio theories. Some of the programmes merely provide advice, while others pur-
chase and sell the assets themselves.23 The latter type are more properly called ‘robo-
portfolio managers’.

Among the many legal questions raised by robo-advisors and robo-portfolio man-
agers, the one that is most pressing under the MiFID II is their categorisation. There can
be hardly any doubt that advice or portfolio management provided by computers are
‘investment services’ in the sense of Art 4(1)(2) MiFID II. As a consequence, the
providers of these services are obliged to comply with the requirements of the Directive.
For instance, they must provide fair, clear and direct information in order to not be mis-
leading, e.g. regarding the financial institution, the services offered and the risks in-
volved.24

Robo-portfolio management services qualify in addition as ‘portfolio management
services’ in the sense of Art 4(1)(8) MiFID II. Consequently, they must act in conformi-
ty with the special provisions intended for such services, e.g. in Art 24(8) and Art 25(6)
subpara 4 MiFID II. Where they also initiate the trades without any human intervention,
they equally fulfil the definition of algorithmic trading, see Art 4(1)(39) MiFID II.

A salient question concerns the identification of the proper addressee of regulatory
obligations. One may hesitate in this regard between the owner of the computer, the pro-
grammer or even the computer itself.25 The answer given by MiFID II is relatively sim-
ple: The addressee of the provisions is the ‘investment firm’. Thus it is the offeror of the
automated service who must comply with the regulatory rules. The legal situation is in-
sofar not very different from that of a classic investment firm that uses computers as a
support for its services. It is always the offeror who bears the ultimate responsibility for
its compliance with the regulatory provisions.

The categorisation of Initial Coin Offerings (ICOs)

One of the most interesting questions is whether Initial Coin Offerings (ICOs) fall
under the provisions of MiFID II. ICOs are a new way of raising funds on the internet.26

Investors pay in cryptocurrencies like Bitcoin or Ethereum. In return, they receive ‘to-
kens’, which can have very different attributes. They can be roughly classified into cur-
rency tokens, utility tokens and investment tokens.27 ‘Currency tokens’ are a new cryp-
tocurrency, which can be used as a means of payment or for speculative purposes. ‘Utili-
ty tokens’ allow access to a product or service, such as the right to store data. ‘Invest-
ment tokens’ typically confer the right to a cash flow and/or voting rights.

Whether ICOs fall under MiFID depends on whether they are ‘investment services
and activities’. According to Art 4(1)(2) MiFID II, this notion covers only the activities
specified in Annex I Section A. The issuance of financial instruments is not among

2.

23 For the different types of services, see Garvía, ‘Towards a Taxonomy of Robo-Advisors‘, available at
www.repositorio.comillas.edu (15.6.2018).

24 Joint Committee of the European Supervisory Authorities, Report on the Automation in Financial
Advice, December 2015, p. 11, margin no. 29.

25 See the doubts by Garvía, ‘Towards a Taxonomy of Robo-Advisors‘, available at www.repositorio.com
illas.edu (15.6.2018).

26 On the topic, see Barsan, ‘Legal Challenges of Initial Coin Offerings (ICO)’, Revue trimestrielle de
droit financier 2017, no. 3, p. 54 et seq.; Hacker and Thomale, ‘Crypto-Securities Regulation: ICOs, Token
Sales and Cryptocurrencies under EU Financial Law’, available on ssrn.com (15.6.2018); Zetzsche, Arner
and Buckley, ‘The ICO Gold Rush: It’s a Scam, It’s a Bubble, It’s a Super Challenge for Regulators’, EBI
working paper series no 18 (2018).

27 See Hacker and Thomale, ibid, p. 12.
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them. In particular, the notions ‘underwriting’ and ‘placing’ (Annex I Section I no. (6)
and (7) MiFIR II) only apply to the activities of the intermediaries and not to those of
the issuer itself. Independently of the question whether tokens meet the definition of a
‘financial instrument’, the ICO – i.e. the issuance of tokens – is as such not subject to
MiFID II.

However, the Directive may apply to transactions on the secondary market, e.g. the
reception and transmission of orders relating to tokens, the placement of tokens or the
trading of tokens on an MTF or OTF.28 This presupposes that the tokens can be consid-
ered as ‘financial instruments’ in the sense of Art 4(1)(2) MiFID II. According to
Art 4(1)(15) MiFID II, this notion covers the instruments specified in Annex I Section
C. In particular, investment tokens that grant rights to a cash flow and/or voting rights
may be characterised as securities equivalent to shares in a company and therefore fall
under the definition of ‘transferrable securities’.29 Depending on the structure of the
ICO, tokens may also represent units in collective investment undertakings.30 When the
token is based on the value of the company or the cash flow of the project as an underly-
ing, it may qualify as a derivative.31

Hence MiFID II may apply to the marketing, placing and trading of tokens on the
secondary market. This must be determined on a case-by-case basis, depending on the
characteristics of the tokens. The most ardent problems are posed by those tokens that
present a mix of features, e.g. utility and investment functions. On a literal reading of the
Directive, all products that involve at least some investment element will fall under
MiFID II. This seems also in line with the investor protection purpose.

TITLE II
AUTHORISATION AND OPERATING CONDITIONS

FOR INVESTMENT FIRMS

Chapter I
Conditions and procedures for authorisation

Bibliography for Articles 5 to 16: Castro Carvalho AP, Hohl S, Raskopf R and Ruhnau S, ‘Proportionality
in banking regulation: a cross-country comparison’, BIS, FSI Insights No. 1, August 2017; Enriques L and
Zetzsche D, ‘Quack Corporate Governance, Round III? Bank Board Regulation Under the New European
Capital Requirement Directive’, Theoretical Inquiries in Law 16.1 (2015), 211-244; Ferri F and Kalmi P,
‘Only Up: Regulatory Burden and Its Effects on Credit Unions’, Filene Research Institute Report, 2014;
Hackethal A and Inderst R, ‘Auswirkungen der Regulatorik auf kleinere und mittlere Banken am Beispiel
der deutschen Genossenschaftsbanken’, Gutachten im Auftrag des Bundesverbandes der Deutschen Volks-
banken und Raiffeisenbanken – BVR, 30 September 2015; Joosen B, Lamandini M, Lehmann M, Lieverse
K and Tirado I, ‘Stability, Flexibility and Proportionality: Towards a Two-Tiered European Banking Law?’,
EBI working paper no 20 (2018); Zetzsche D and Eckner D, ‘Europäisches Kapitalmarktrecht (Grundla-
gen)’ in Gebauer M and Teichmann C (eds), Enzyklopädie Europarecht, Vol. 6: Europäisches Privat- und
Unternehmensrecht, § 7 A (Nomos 2016), para 155 et seq.; Zetzsche D and Preiner C, ‘Europäisches Kapi-
talmarktrecht (Intermediärsrecht)’, in Gebauer M and Teichmann C (eds), Enzyklopädie Europarecht, Vol.
6: Europäisches Privat- und Unternehmensrecht, § 7 B (Nomos 2016) para 178 et seq.; Zetzsche D, AIFMD

28 Annex I Section A no (1), (7), (8) and (9) MiFID II.
29 See Art 4(1)(44) MiFID II. In this sense Barsan, ‘Legal Challenges of Initial Coin Offerings (ICO)’,

Revue trimestrielle de droit financier 2017, no. 3, p. 54, 62; Hacker and Thomale, ‘Crypto-Securities Regu-
lation: ICOs, Token Sales and Cryptocurrencies under EU Financial Law’, available on ssrn.com
(15.4.2018), p. 20 et seq.; Zetzsche, Arner and Buckley, ‘The ICO Gold Rush: It’s a Scam, It’s a Bubble, It’s a
Super Challenge for Regulators’, EBI working paper series no 18 (2018), p. 27, footnote 83.

30 See Annex I Section C no (3) MiFID II.
31 See Annex I Section C no (7) MiFID II.
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(2nd edn, 2015); Zetzsche D, Buckley RP, Arner DW and Barberis JN, ‘Regulating a Revolution: From
Regulatory Sandboxes to Smart Regulation’, 23:1 Fordham Journal of Corporate & Financial Law 31-103.

Introduction to Chapter I
Chapter I sets out the conditions and procedures for authorisation of investment

firms.
It is structed as follows: Art 5, 7, 8 MiFID provide the authorisation procedure, while

Art 6 MiFID defines the scope of authorisation. Art 9 MiFID deals with the organisation
and requirements for the investment firm’s management body. Art 10-13 MiFID specify
the rules on the acquisition and sale of qualifying holdings in the investment firm.
Art 14, 15 MiFID lay down the capital rules, consisting of mandatory investor compen-
sation for operational risks, and minimum prudential capital requirements. Art 16, 17
MiFID identify organisational requirements. Art 16 MiFID stipulates the mandatory or-
ganisation structure for all investment firms, while Art 17 MiFID prescribes additional
rules for algorithimic and high-frequency trading firms.

Article 5
Requirement for authorisation

1. Each Member State shall require that the provision of investment services and/or
the performance of investment activities as a regular occupation or business on a
professional basis be subject to prior authorisation in accordance with this Chapter.
Such authorisation shall be granted by the home Member State competent authority
designated in accordance with Article 67.
2. By way of derogation from paragraph 1, Member States shall authorise any market
operator to operate an MTF or an OTF, subject to the prior verification of their com-
pliance with this Chapter.
3. Member States shall register all investment firms. The register shall be publicly ac-
cessible and shall contain information on the services or activities for which the in-
vestment firm is authorised. It shall be updated on a regular basis. Every authorisa-
tion shall be notified to ESMA.
ESMA shall establish a list of all investment firms in the Union. That list shall con-
tain information on the services or activities for which each investment firm is au-
thorised and it shall be updated on a regular basis. ESMA shall publish and keep up-
to-date that list on its website.
Where a competent authority has withdrawn an authorisation in accordance with
points (b), (c) and (d) of Article 8, that withdrawal shall be published on the list for a
period of five years.
4. Each Member State shall require that:
(a) any investment firm which is a legal person have its head office in the same

Member State as its registered office;
(b) any investment firm which is not a legal person or any investment firm which is

a legal person but under its national law has no registered office, have its head
office in the Member State in which it actually carries out its business.
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I.  General features

Recitals

Recitals 7, 37-40, 43-46 MiFID.

II.  Commentary

Authorisation requirement (Art 5(1) MiFID)

Art 5(1) establishes two core principles of European financial law. First, all invest-
ment firms must be authorized. Second, authorisation is concentrated in the hands of
the firm’s home NCA as defined under → Art 67.

Authorisation of market operators (Art 5(2) MiFID)

Art 5(2) MiFID provides a partial exemption from Art 5(1) MiFID because market
operators (cf. → Art 4(1)(18)) are already regulated by Title II MiFiR (cf. → MiFIR
Art 1(2)). While market operators operating an MTF or OTF (cf. Art 4(1)(22)(23)
MiFID) must be authorized under MiFIR, the additional authorisation under MiFID for
operating a MTF or OTF is only subject to Art 17 to 19 MiFID and the provisions men-
tioned therein. See comments there.

Register of investment firms (Art 5(3) MiFID)

Art 5(3) MiFID requires, on the one hand, the Member States to register authorized
investment firms. Those registers are available through the NCA’s websites.1

On the other hand, the provision requires the NCA to forward the information to
ESMA. First implemented through Art 6 of the Omnibus Directive 2010/78/EU, ESMA
manages a list of all investment firms active in the European Union. As at the time of
writing, ESMA is working on a direct input mechanism so that data provided by the
NCAs is directly fed into the ESMA register. The register is available at: https://registers.
esma.europa.eu/publication/searchRegister?core=esma_registers_upreg# (17.9.2018).
On withdrawals see comment on → Art 8.

Head office (Art 5(4) MiFID)

Art 5(4)(a) ensures that the head office and the registered seat of a legal person are
always located in the same Member State. This principle dates back to Art 3 BCCI-Di-
rective 95/26/EG to ensure effective enforcement of European financial law. Notwith-
standing, it reduces the firm’s ability to look for the best combination of corporate and
financial law.

Art 5(4)(b) deals with the special case in which Member States allow investment
firms that are not a legal person (see for this possibility Art 4(1), second para MiFID).
In this circumstance, the head office is deemed to be located in the Member State that
the firm actually carries out its business. This is where the investment firm’s key func-
tions are performed. The place of the clients does not matter since the European pass-
port is open to cross-border business relations. The same assumption applies to invest-
ment firms that are legal persons but have no registered office under their national law;
certain partnerships and associations meet this condition.

1.

1.

2.

3.

4.

1 See the central access point at https://www.esma.europa.eu/investment-firms (15.6.2018).
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Article 6
Scope of authorisation

1.  The home Member State shall ensure that the authorisation specifies the invest-
ment services or activities which the investment firm is authorised to provide. The
authorisation may cover one or more of the ancillary services set out in Section B of
Annex I. Authorisation shall in no case be granted solely for the provision of ancil-
lary services.
2.  An investment firm seeking authorisation to extend its business to additional in-
vestment services or activities or ancillary services not foreseen at the time of initial
authorisation shall submit a request for extension of its authorisation.
3.  The authorisation shall be valid for the entire Union and shall allow an invest-
ment firm to provide the services or perform the activities, for which it has been au-
thorised, throughout the Union, either through the right of establishment, including
through a branch, or through the freedom to provide services.

I.  General features

Recitals

Recitals 7, 37-40, 43-46 MiFID.

Other regulatory texts

ESMA, Questions and Answers Relating to the provision of CFDs and other specula-
tive products to retail investors under MiFID, 31 March 2017, ESMA35-36-794.

II.  Commentary

Scope of authorisation (Art 6 (1) MiFID)

Art 6(1) establishes the principle that an authorisation is granted per activity or an-
cillary activity. In turn, not all provisions of the MiFID/MiFIR framework apply to all
investment firms; rather, only provisions applicable to the activities or ancillary activities
for which the investment firm is licensed to perform. In practice, each additional activity
comes with associated organisational requirements and must be considered in the pro-
gramme of operations, staff must be allocated to meet the requirements, and compliance
with the applicable law must be ensured by adding said requirements to the internal
control system. Small and mid size firms can reduce the regulatory burden by limiting
their operations to certain core activities thereby restricting regulatory application and
rely on other authorized entities for side activities or exemptions (cf. → Art 3).

MiFID defines activities that are ancillary to authorised activities in Art 4(1)(3) Mi-
IFD and Section B of Annex I (cf. comments on → Art 4). Ancillary activities are activi-
ties that support the main business. For the main part, MiFID refrains from addressing
ancillary services in the same level of detail as it addresses main activities; further, the
focus on ancillary services only could create new conflicts of interest on the side of the
intermediary unforeseen by the MiFID/MiFIR framework. For that reason, the provision
of ancillary services alone requires an authorisation under MiFID from the authorisa-
tion requirement. However, MiFID exempts certain ancillary activities (cf. Art 2(1)(j)
MiFID).

1.

2.

1.
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Extension of scope (Art 6 (2) MiFID)

Art 6(2) clarifies that the initial authorisation is limited to the scope and circum-
stances described in the application that exist at the time of submission and enables an
application directed at the extension of the authorisation’s scope. In most cases, the ex-
tension does not require a full review of the initial application; rather, the NCAs limit
their review to the new activities and their impact on the organisation of the firm.

European passport (Art 6 (3) MiFID)

Art 6(3) MiFID stipulates that the geographical scope of authorisation extends to the
entire European Union. Further, the authorisation covers the countries of the European
Economic Area where the MiFID/MiFIR framework has been adopted as part of the
EEA aquis.1

The authorized activities can be performed either on the basis of the freedom to pro-
vide services (Art 34) or through the right of establishment (Art 35), including
through a branch passport or a tied agent passport. For details see comments to →
Art 34 and → Art 35.

Article 7
Procedures for granting and refusing requests for authorisation

1.  The competent authority shall not grant authorisation unless and until such time
as it is fully satisfied that the applicant complies with all requirements under the
provisions adopted pursuant to this Directive.
2.  The investment firm shall provide all information, including a programme of op-
erations setting out, inter alia, the types of business envisaged and the organisational
structure, necessary to enable the competent authority to satisfy itself that the invest-
ment firm has established, at the time of initial authorisation, all the necessary ar-
rangements to meet its obligations under this Chapter.
3.  An applicant shall be informed, within six months of the submission of a com-
plete application, whether or not authorisation has been granted.
4.  ESMA shall develop draft regulatory technical standards to specify:
(a) the information to be provided to the competent authorities under paragraph 2

of this Article including the programme of operations;
(b) the requirements applicable to the management of investment firms under Arti-

cle 9(6) and the information for the notifications under Article 9(5);
(c) the requirements applicable to shareholders and members with qualifying hold-

ings, as well as obstacles which may prevent effective exercise of the supervisory
functions of the competent authority, under Article 10(1) and (2).

ESMA shall submit those draft regulatory technical standards to the Commission by
3 July 2015.
Power is delegated to the Commission to adopt the regulatory technical standards
referred to in the first subparagraph in accordance with Articles 10 to 14 of Regu-
lation (EU) No 1095/2010.

2.

3.

1 See http://www.efta.int/eea-lex.
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5.  ESMA shall develop draft implementing technical standards to determine stan-
dard forms, templates and procedures for the notification or provision of informa-
tion provided for in paragraph 2 of this Article and in Article 9(5).
ESMA shall submit those draft implementing technical standards to the Commission
by 3 January 2016.
Power is conferred on the Commission to adopt the implementing technical stan-
dards referred to in the first subparagraph in accordance with Article 15 of Regu-
lation (EU) No 1095/2010.

I.  General features

Recitals

Recital 157 MiFID.

Implementing acts

Commission Delegated Regulation (EU) 2017/1943 of 14 July 2016 supplementing
Directive 2014/65/EU of the European Parliament and of the Council with regard to
regulatory technical standards on information and requirements for the authorisation of
investment firms; Art 1-4, 6 Commission Implementing Regulation (EU) 2017/1945 of
19 June 2017 laying down implementing technical standards with regard to notifications
by and to applicant and authorised investment firms according to Directive 2014/65/EU
of the European Parliament and of the Council.

Other regulatory texts

ESMA, Questions and Answers Relating to the provision of CFDs and other specula-
tive products to retail investors under MiFID, 31 March 2017, ESMA35-36-794.

II.  Commentary

Compliance with MiFID (Art 7(1) MiFID)

The authorisation is subject to compliance with the MiFID/MiFIR framework. Be-
cause MiFID II/MiFIR is aiming for full harmonisation, additional requirements within
the scope of MiFID/MiFIR on the national level are prohibited unless Union law grants
Member States discretion in that regard (see, for example, Art 4(1), second para, 9(6),
second para, Art 16(11), second para MiFID).

Art 8 and 9 Commission Delegated Regulation (EU) 2017/1943 of 14 July 2016 sup-
plementing Directive 2014/65/EU of the European Parliament and of the Council with
regard to regulatory technical standards on information and requirements for the autho-
risation of investment firms define the assessment standard to be applied by the NCA
that reviews the application. Those additional requirements concern, in particular, the
review of an application of investment firms that are natural persons (cf. Art 4(1), sec-
ond para MiFID and comments thereon) and of investment firms that are legal persons
managed by a single natural person. Further, Art 9 MiFID provides details on the assess-
ment of shareholders and members with qualifying holdings.

1.

2.

3.

1.
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Application (Art 7(2) MiFID)

The information submitted to the NCA are specified in Commission Delegated Regu-
lation (EU) 2017/1943 of 14 July 2016 supplementing Directive 2014/65/EU of the Euro-
pean Parliament and of the Council with regard to regulatory technical standards on in-
formation and requirements for the authorisation of investment firms. Under that RTS,
the investment firm must submit the following information concerning its head office
(cf. → Art 5(4) MiFID) as well as any branches and tied agents:
– General information (name, contact details, list of services and activities, corporate

documents) (cf. Art 1 of that regulation).
– Information on capital and financial resources as well as their source (cf. Art 2 of

that regulation).
– Information on shareholders, with details on shareholders with a qualifying holding

and the organisation of a corporate group, if any (cf. Art 2 of that regulation).
– Information on the management body and persons influential on the business, in

particular full CVs, criminal and financial records, and evidence on the suitability
assessments and time available for the mandate (cf. Art 4 of that regulation).

– Financial information on the business (cf. Art 5 of that regulation).
– Information on the organisation of the firm, in particular a programme of opera-

tions for the first three years, the organisational structure, the internal control sys-
tem as well as the IT systems (cf. Art 6 of that regulation).

The procedural details are specified in Art 1 to 4 of Commission Implementing
Regulation (EU) 2017/1945 of 19 June 2017 laying down implementing technical stan-
dards with regard to notifications by and to applicant and authorised investment firms
according to Directive 2014/65/EU of the European Parliament and of the Council. The
information must be submitted to the designated contact point; applicants must use the
template set out in Annex I of that regulation and provide details on the management
body using the template set out in Annex II of that regulation. Within 10 working days,
the NCA is to acknowledge receipt of the application. If necessary, the NCA can request
additional information from the applicant.

Assessment period (Art 7(3) MiFID)

The applicant must be informed within 6 months of submission whether its applica-
tion is successful. The decision can be communicated by electronic means or in paper,
see Art 6 of Commission Implementing Regulation (EU) 2017/1945 of 19 June 2017 lay-
ing down implementing technical standards with regard to notifications by and to appli-
cant and authorised investment firms according to Directive 2014/65/EU of the Euro-
pean Parliament and of the Council. The maximum assessment period ensures trans-
parency in diffult cases. Applicants whose application has been denied could petition a
court to review the denial subject to the Member State’s administrative law.

Implementing legislation (Art 7(4), (5) MiFID)

ESMA has exercised its implementing powers by proposing, as RTS under Art 7(4)
MiFID, Commission Delegated Regulation (EU) 2017/1943 of 14 July 2016 supplement-
ing Directive 2014/65/EU of the European Parliament and of the Council with regard to
regulatory technical standards on information and requirements for the authorisation of
investment firms, and as ITS subject to Art 7(5) MiFID Commission Implementing
Regulation (EU) 2017/1945 of 19 June 2017 laying down implementing technical stan-
dards with regard to notifications by and to applicant and authorised investment firms
according to Directive 2014/65/EU of the European Parliament and of the Council.

2.

3.

4.
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Article 8
Withdrawal of authorisations

The competent authority may withdraw the authorisation issued to an investment
firm where such an investment firm:
(a) does not make use of the authorisation within 12 months, expressly renounces

the authorisation or has provided no investment services or performed no in-
vestment activity for the preceding six months, unless the Member State con-
cerned has provided for authorisation to lapse in such cases;

(b) has obtained the authorisation by making false statements or by any other irreg-
ular means;

(c) no longer meets the conditions under which authorisation was granted, such as
compliance with the conditions set out in Regulation (EU) No 575/2013;

(d) has seriously and systematically infringed the provisions adopted pursuant to
this Directive or Regulation (EU) No 600/2014 governing the operating condi-
tions for investment firms;

(e) falls within any of the cases where national law, in respect of matters outside the
scope of this Directive, provides for withdrawal.

Every withdrawal of authorisation shall be notified to ESMA.

I.  General features; recitals

Recitals 46, 102 MiFID.

II.  Commentary

Passivity (Art 8(a) MiFID)

If an investment firm does not use its license within a reasonable amount of time
(defined as 12 months), if it stops providing investment services for a reasonable
amount of time (defined as 6 months) or if the firm has renounced the authorisation,
the authorisation shall be formally withdrawn. The objective of the withdrawal, especial-
ly in the first and second case, is to ensure sufficient expertise and professionalism on
the side of the firm to pursue investment services. No business indicates there are no
clients and – for the most part – no experience on the side of the firm and its organisa-
tion. Further, if a firm has no clients it can be rationally expected to get into financial
difficulties within a reasonable amount of time. Finally, the provision saves ressources on
the side of the NCA by enabling it to focus its monitoring activities on active firms.

Withdrawal of authorisation in the cases covered by Art 8(a) MiFID is not condi-
tional on misconduct by the firm or its management. In this respect, the withdrawal for
reasons specified in that provision is exceptional, and for that very reason withdrawal
subject to Art 8(a) MiFID is not published for five years pursuant to Art 5(4), last para
MiFID.

Irregular application (Art 8(b) MiFID)

An application cannot be upheld if it was fraudulently acquired. Irregularity can
stem from false statements, for instance with regard to the key personnels’ CVs or on
the financial ressources of the shareholders. As a case of practical application of the pro-

1.

2.
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portionality requirement in Union law,1 minor irregularities do not provide grounds for
withdrawal. Further, given that the withdrawal could create upheaval for the clients, a
withdrawal is not justified if the irregularity is settled; for instance, the firm has fired the
CEO whose CV was inaccurate or misleading in the application and hired an experi-
enced CEO with a good and reputable CV instead.

Material changes (Art 8(c) MiFID)

Withdrawal due to non-compliance with the authorisation conditions defined in Ti-
tle II, Ch. I MiIFD (Art 5 to 20) can be caused by financial difficulties: This is the case
Art 8(c) MiFID contemplates by referring to Regulation (EU) No 575/2013. However,
non-compliance with any condition of authorisation can justify a withdrawal. For in-
stance, the license may be withdrawn if a firm moves its head office out of the EU/EEA,
or if the authorisation relies on a programme of operations detailing an internal control
system and the firm fails to employ qualified staff to supply the functions specified in
the programme. Again, due to proportionality,2 minor changes do not provide grounds
for withdrawal; rather they justify a new assessment based on the firm’s updated applica-
tion. Art 8(c) MiFID justifies withdrawal for material changes only; the withdrawal is
ultima ratio.

Material breaches (Art 8(d) MiFID)

Material breaches of the operation conditions stated in MiFID and MiFIR, in particu-
lar those of Title II, Ch. II MiIFD (Art 21-33) and Title III-V MiFIR (Art 14-34), justify
withdrawal. In this case, and contrary to Art 8(b) and (c) MiFID, the sentence reflects
the proportionality test required by primary Union law in that the infringement must
be ‘serious[ly] and systematic[ally]’. Minor breaches may be sanctioned using one of
the various means provided by Art 70 MiFID. For severe breaches additional penalties
are available under → Art 70 MiFID.

National law (Art 8(e) MiFID)

National law may provide for additional grounds for withdrawal. Examples include
violations of tax and labour laws, criminal indictment of key staff as well as a director
disqualification based on misconduct in firms not regulated by MiFID/MiFIR.

Notification to ESMA

Every withdrawal must be notified to ESMA under Art 8, last para MiFID. This re-
quirement serves three objectives: First, to update ESMA’s register of all authorized in-
vestment firms. Second, the NCA demonstrates with its notice that it effectively enforces
MiFID and MiFIR. Third, the notice allows ESMA to communicate to other NCAs that
the authorisation has been withdrawn, with the effect that similar business activities un-
dertaken in other Member States by virtue of the European passport (cf. Art 6(3)
MiFID) is illegal from the moment the withdrawal takes effect; this may be important if
host NCAs issue complaints with regard to the formerly licensed firm. For the same rea-

3.

4.

5.

6.

1 See Zetzsche and Preiner, ‘Europäisches Kapitalmarktrecht (Intermediärsrecht)’, in Gebauer and
Teichmann (eds), Enzyklopädie Europarecht, Vol. 6: Europäisches Privat- und Unternehmensrecht, § 7 B
(Nomos 2016), para 178 et seq.

2 Zetzsche and Preiner, ‘Europäisches Kapitalmarktrecht (Intermediärsrecht)’, in Gebauer and Teich-
mann (eds), Enzyklopädie Europarecht, Vol. 6: Europäisches Privat- und Unternehmensrecht, § 7 B (Nomos
2016), para 178 et seq.
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son, Art 5(4), last para MiFID requires ESMA, where a competent authority has with-
drawn an authorisation in accordance with Art 8(b), (c), (d) MiFID to publish that with-
drawal on the ESMA list of investment firms for a period of five years.

Article 9
Management body

1.  Competent authorities granting the authorisation in accordance with Article 5
shall ensure that investment firms and their management bodies comply with Article
88 and Article 91 of Directive 2013/36/EU.
ESMA and EBA shall adopt, jointly, guidelines on the elements listed in Article
91(12) of Directive 2013/36/EU.
2.  When granting the authorisation in accordance with Article 5, competent author-
ities may authorise members of the management body to hold one additional non-
executive directorship than allowed in accordance with Article 91(3) of Directive
2013/36/EU. Competent authorities shall regularly inform ESMA of such authorisa-
tions.
EBA and ESMA shall coordinate the collection of information provided for under
the first subparagraph of this paragraph and under Article 91(6) of Directive
2013/36/EU in relation to investment firms.
3.  Member States shall ensure that the management body of an investment firm de-
fines, oversees and is accountable for the implementation of the governance arrange-
ments that ensure effective and prudent management of the investment firm includ-
ing the segregation of duties in the investment firm and the prevention of conflicts of
interest, and in a manner that promotes the integrity of the market and the interest
of clients.
Without prejudice to the requirements established in Article 88(1) of Directive
2013/36/EU, those arrangements shall also ensure that the management body define,
approve and oversee:
(a) the organisation of the firm for the provision of investment services and activi-

ties and ancillary services, including the skills, knowledge and expertise re-
quired by personnel, the resources, the procedures and the arrangements for the
provision of services and activities, taking into account the nature, scale and
complexity of its business and all the requirements the firm has to comply with;

(b) a policy as to services, activities, products and operations offered or provided, in
accordance with the risk tolerance of the firm and the characteristics and needs
of the clients of the firm to whom they will be offered or provided, including car-
rying out appropriate stress testing, where appropriate;

(c) a remuneration policy of persons involved in the provision of services to clients
aiming to encourage responsible business conduct, fair treatment of clients as
well as avoiding conflict of interest in the relationships with clients.

The management body shall monitor and periodically assess the adequacy and the
implementation of the firm’s strategic objectives in the provision of investment ser-
vices and activities and ancillary services, the effectiveness of the investment firm’s
governance arrangements and the adequacy of the policies relating to the provision
of services to clients and take appropriate steps to address any deficiencies.
Members of the management body shall have adequate access to information and
documents which are needed to oversee and monitor management decision-making.
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4.  The competent authority shall refuse authorisation if it is not satisfied that the
members of the management body of the investment firm are of sufficiently good re-
pute, possess sufficient knowledge, skills and experience and commit sufficient time
to perform their functions in the investment firm, or if there are objective and
demonstrable grounds for believing that the management body of the firm may pose
a threat to its effective, sound and prudent management and to the adequate consid-
eration of the interest of its clients and the integrity of the market.
5.  Member States shall require the investment firm to notify the competent authori-
ty of all members of its management body and of any changes to its membership,
along with all information needed to assess whether the firm complies with para-
graphs 1, 2 and 3.
6.  Member States shall require that at least two persons meeting the requirements
laid down in paragraph 1 effectively direct the business of the applicant investment
firm.
By way of derogation from the first subparagraph, Member States may grant autho-
risation to investment firms that are natural persons or to investment firms that are
legal persons managed by a single natural person in accordance with their constitu-
tive rules and national laws. Member States shall nevertheless require that:
(a) alternative arrangements be in place which ensure the sound and prudent man-

agement of such investment firms and the adequate consideration of the interest
of clients and the integrity of the market;

(b) the natural persons concerned are of sufficiently good repute, possess sufficient
knowledge, skills and experience and commit sufficient time to perform their
duties.
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I.  General features

Recitals

Recitals 53-55 MiFID.

Implementing acts

Art 5 Commission Implementing Regulation (EU) 2017/1945 of 19 June 2017 laying
down implementing technical standards with regard to notifications by and to applicant
and authorised investment firms according to Directive 2014/65/EU of the European
Parliament and of the Council.

1.

2.
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Other regulatory texts

Joint ESMA and EBA Guidelines on the assessment of the suitability of members of
the management body and key function holders under Directive 2013/36/EU and Direc-
tive 2014/65/EU, EBA/GL/2017/12.

II.  Commentary

Compliance with Art 88, 91 CRD IV (Art 9(1) MiFID)

Investment firm’s management bodies must comply with Art 88 CRD IV (on gover-
nance arrangements) and Art 91 CRD IV (on the management body). Both provisions
are neither self-evident, nor in themselves consistent.1 The guidelines referred to in
Art 9(1) second para MiFID, to address the items listed in Art 91(12) CRD IV, have been
adopted as Joint ESMA and EBA Guidelines on the assessment of the suitability of mem-
bers of the management body and key function holders under Directive 2013/36/EU and
Directive 2014/65/EU, EBA/GL/2017/12, of 26 September 2017. Written from the per-
spective of CRD IV, for the main part, those guidelines do not address all issues relating
to investment firms, which are often smaller organisation than credit institutions.

Art 88 CRD IV is partly identical, yet has some slightly variations from Art 9(3)
MiFID. Investment firms cannot easily fulfill all of its requirements. The implications
for investment firms are discussed in the context of Art 9(3) MiFID. Art 91 CRD IV
deals with the board composition; it is discussed in → Art 9(4) MiFID, see comments
there.

According to Art 4(1)(36) MiFID, ‘management body’ means the body or bodies of
an investment firm, market operator or data reporting services provider, which are ap-
pointed in accordance with national law and are empowered to set the entity’s strategy,
objectives and overall direction, and which also oversee and monitor management deci-
sion-making and include persons who effectively direct the business of the entity. Where
MiFID refers to the management body and, pursuant to national law, the managerial
and supervisory functions of the management body are assigned to different bodies or
different members within one body, the Member State law shall identify the bodies or
members of the management body responsible in accordance with its national law, un-
less otherwise specified by the Directive. For the purposes of the board governance and
composition, recital 55 MiFID recognizes, at least formally, the difference between uni-
tary or dual (one-tier / two-tier) board structures. The term ‘management body’ com-
prises “all existing structures without advocating any particular structure. They are pure-
ly functional for the purpose of setting out rules aiming to achieve a particular outcome
irrespective of the national company law applicable to an institution in each Member
State. The definitions should therefore not interfere with the general allocation of com-
petences in accordance with national company law.”

Additional non-executive directorship (Art 9(2) MiFID)

Recital 54 MiFID emphasises that ‘[c]ombining too high a number of directorships
would preclude a member of the management body from spending adequate time on the
performance of that oversight role. Therefore, it is necessary to limit the number of di-
rectorships a member of the management body of an institution may hold at the same

3.

1.

2.

1 Cf. Enriques and Zetzsche, ‘Quack Corporate Governance, Round III? Bank Board Regulation Under
the New European Capital Requirement Directive’, Theoretical Inquiries in Law 16.1 (2015), 211-244.
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time in different entities. However, directorships in organisations which do not pursue
predominantly commercial objectives, such as not-for-profit or charitable organisations,
should not be taken into account for the purposes of applying such a limit.”

Art 91(3) CRD IV, which investment firms must apply (cf. Art 9(1) MiFID), allows
individual directors of institutions that are significant in terms of size, internal organi-
sation and the nature, the scope and the complexity of its activities, to have a maximum
of 4 non-executive board memberships in credit institutions, or a combination of 1 ex-
ecutive membership with 2 non-executive memberships. Art 9(2) MiFID vests discretion
into NCAs to allow one additional non-executive directorship, up to a maximum of 5
non-executive memberships, or the combination of 1 executive with up to 3 non-execu-
tive memberships, respectively.

This provision sets a de facto incentive to deny the approval for the additional direc-
torship since any granting of approval must be notified to ESMA. It is also doubtful that
ESMA is able to review the decision without entering into micromanagement of the
NCA’s affairs. For the same reason, it remains unclear in which way the coordination of
EBA and ESMA with regard to investment firms leads to meaningful results. Both insti-
tutions do not supervise the entities in question, which are subject to supervision by
NCAs.

Art 91(6) CRD IV contains basically the same provision. The relationship between
Art 9(2) MiFID and Art 91(6) CRD IV is uncertain, in particular whether Art 9(2)
MiFID allows the addition of one more directorship to the directorships allowed under
Art 91 CRD IV.2 Such a reading could be based on the rationale that investment firms
are, on average, smaller entities than credit institutions and therefore directors are capa-
ble to hold more directorships in different firms. If this construction is adopted, the
NCA could permit up to 6 non-executive memberships, or the combination of 1 execu-
tive with up to 4 non-executive memberships.

Management body’s duties and responsibilities (Art 9(3) MiFID)

Pursuant to Recital 54 MiFID, in order to have an effective oversight and control
over the intermediaries licensed under MiFID “the management body should be re-
sponsible and accountable for the overall strategy of the firm, taking into account the
firm’s business and risk profile.” In particular, the management body as part of its strate-
gic function should assume responsibilities across the business cycle of the firm in the
following areas:
– the identification and definition of the strategic objectives;
– the risk strategy and internal governance of the firm;
– the approval of its internal organisation;
– the criteria for selection and training of personnel;
– the effective oversight of senior management;
– the overall policies governing the provision of services and activities, including the

remuneration of sales staff and the approval of new products for distribution to
clients.

3.

2 The Joint ESMA and EBA Guidelines on the assessment of the suitability of members of the manage-
ment body and key function holders under Directive 2013/36/EU and Directive 2014/65/EU, EBA/GL/
2017/12, pp. 30 et seq. are silent on the matter.
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Besides the strategic function, the board assumes monitoring functions. These relate
to:
– Periodic monitoring and assessment of the strategic objectives of firms,
– Ensuring that the internal organisation and policies for the provision of services and

activities are in line with sound and prudent management, in the interest of the in-
tegrity of the markets and the protection of investors.

The requirements in Art 9(3) MiFID and Art 88 (1) CRD IV partly overlap. The fol-
lowing table provides an overview of the respective provisions:

Table: Individual suitability under Art 9(4) MiFID, Art 91 CRD IV, Joint Guidelines

Art 9(3) MiFID Art 88 CRD IV

Member States shall ensure that the management
body of an investment firm defines, oversees and is
accountable for the implementation of the gover-
nance arrangements that ensure effective and pru-
dent management of the investment firm including
the segregation of duties in the investment firm
and the prevention of conflicts of interest, and in a
manner that promotes the integrity of the market
and the interest of clients.

(1) Member States shall ensure that the manage-
ment body defines, oversees and is accountable for
the implementation of the governance arrange-
ments that ensure effective and prudent manage-
ment of an institution, including the segregation of
duties in the organisation and the prevention of
conflicts of interest.

Reference to Art 88 (1) CRD IV the management body must have the overall re-
sponsibility for the institution and approve and
oversee the implementation of the institution’s
strategic objectives, risk strategy and internal gov-
ernance

Reference to Art 88 (1) CRD IV the management body must ensure the integrity of
the accounting and financial reporting systems, in-
cluding financial and operational controls and
compliance with the law and relevant standards

Reference to Art 88 (1) CRD IV the management body must oversee the process of
disclosure and communications

Reference to Art 88 (1) CRD IV the management body must be responsible for pro-
viding effective oversight of senior management

Reference to Art 88 (1) CRD IV the chairman of the management body in its super-
visory function of an institution must not exercise
simultaneously the functions of a chief executive
officer within the same institution, unless justified
by the institution and authorised by competent au-
thorities

The management body shall monitor and periodi-
cally assess the adequacy and the implementation of
the firm’s strategic objectives in the provision of in-
vestment services and activities and ancillary ser-
vices, the effectiveness of the investment firm’s gov-
ernance arrangements and the adequacy of the pol-
icies relating to the provision of services to clients
and take appropriate steps to address any deficien-
cies.

Member States shall ensure that the management
body monitors and periodically assesses the effec-
tiveness of the institution’s governance arrange-
ments and takes appropriate steps to address any
deficiencies.

the organisation of the firm for the provision of in-
vestment services and activities and ancillary ser-
vices, including the skills, knowledge and expertise
required by personnel, the resources, the proce-
dures and the arrangements for the provision of
services and activities, taking into account the na-

n.a.
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ture, scale and complexity of its business and all
the requirements the firm has to comply with

a policy as to services, activities, products and op-
erations offered or provided, in accordance with
the risk tolerance of the firm and the characteris-
tics and needs of the clients of the firm to whom
they will be offered or provided, including carry-
ing out appropriate stress testing, where appropri-
ate;

n.a.

a remuneration policy of persons involved in the
provision of services to clients aiming to encourage
responsible business conduct, fair treatment of
clients as well as avoiding conflict of interest in the
relationships with clients

n.a.

Members of the management body shall have ad-
equate access to information and documents which
are needed to oversee and monitor management
decision-making.

n.a.

In addition, Art 9(3) MiFID refers to Art 88(2) CRD IV. Under Art 88(2) CRD IV,
“institutions which are significant in terms of their size, internal organisation and the
nature, scope and complexity of their activities” shall establish a nomination committee
composed of non-executive members of the management body. The nomination com-
mittee shall, under conditions further specified in Art 88(2) CRD IV, identify suitable
board candidates and assess their suitability in line with the requirements set out in
Art 9(4) MiFID and the target for the representation of the underrepresented body in
the management body and the applicable policies thereon. Further, the nomination
committee shall review and assess the board composition, the collective and individual
suitability of board members, and the procedures relating to the selection and appoint-
ment of senior management and management body. The appointment of a nomination
committee is subject to the condition that the management body, under national law of
the Member State where the investment firm is established, has the competence in the
process of selection and appointment of any of its members.

Fitness & properness (Art 9(4) MiFID)

Investment firms wishing to select board members need to review at least three
sources of law: 1) provisions of Member State law implementing Art 9(4) MiFID, 2)
Art 91 CRD IV and 3) the Joint ESMA and EBA Guidelines on the assessment of the suit-
ability of members of the management body and key function holders under Directive
2013/36/EU and Directive 2014/65/EU, EBA/GL/2017/12, providing details to the list in
Art 91(12) CRD IV.

The following tables show how these sources of law interact, distinguishing between
individual suitability (pertaining to the board member individually) and collective
suitability (pertaining to the board as a whole).

Table: Individual suitability under Art 9(4) MiFID, Art 91 CRD IV, Joint Guidelines

Art 9(4) MiFID Art 91 CRD IV Joint
Guidelines

good repute Art 91(1) sent 1 CRD IV, Art 91(1) sent 1 CRD IV pp. 35-37

Reference to
Art 91 CRD IV

independence of mind (Art 91(8) CRD IV) pp. 38

4.
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Art 9(4) MiFID Art 91 CRD IV Joint
Guidelines

sufficient knowl-
edge, skills and ex-
perience

Art 91(1) sent 1 CRD IV pp. 32-34

Sufficient time Art 91(2) CRD IV pp. 28-30

Reference to
Art 91 CRD IV

Number of directorships in line with nature, scale
and complexity of the institution’s activities
(Art 91(3)

 

Reference to
Art 91 CRD IV

Number of directorships in significant institutions
limited to 4 non-executive or 1 executive +2 non-
executive memberships (Art 91(3)

pp. 30-31

Reference to
Art 91 CRD IV

Directorships within the same group of companies
count as one (Art 91(4) CRD IV)

pp. 30-31

Reference to
Art 91 CRD IV

Directorships in non-commercial entities do not
count (Art 91(5) CRD IV)

p. 31

Reference to
Art 91 CRD IV

Discretion of NCA to grant extra non-executive
directorship (Art 91(6) CRD IV)

 

Reference to
Art 91 CRD IV

Employee representatives under national law
(Art 91(13) CRD IV)

 

Table: Collective suitability under Art 9(4) MiFID, Art 91 CRD IV, Joint Guidelines

Art 9(4) MiFID Art 91 CRD IV Joint
Guidelines

Reference to
Art 91 CRD IV

The overall composition of the management body
shall reflect an adequately broad range of experi-
ences (Art 91(1) CRD IV), broad set of qualities and
competences, diversity (Art 91(10) CRD IV)

pp. 44-45

Reference to
Art 91 CRD IV

Collective suitability: adequate collective knowl-
edge, skills and experience (Art 91(7) CRD IV)

pp. 26-27

Reference to
Art 91 CRD IV

induction and training of members of the manage-
ment body (Art 91 CRD IV)

pp. 42-44

Reference to
Art 91 CRD IV

NCAs to collect information to benchmark diversity
practices (Art 91(11) CRD IV)

 

Threat to effective,
sound and prudent
management

n.a. n.a.

Threat to considera-
tion of clients’ inter-
ests

n.a. n.a.

Thread to market
integrity

n.a. n.a.
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Notification re management and changes (Art 9(5) MiFID)

The initial information on the management body is already an authorisation re-
quirement under → Art 7(2) MiFID (see comments there) and is detailed in Art 4 of
Commission Delegated Regulation (EU) 2017/1943 of 14 July 2016 supplementing Di-
rective 2014/65/EU of the European Parliament and of the Council with regard to regu-
latory technical standards on information and requirements for the authorisation of in-
vestment firms. Art 9(5) MiFID has its own meaning with regard to changes to the
membership of the management body.

Art 5 (1) Commission Implementing Regulation (EU) 2017/1945 of 19 June 2017 lay-
ing down implementing technical standards with regard to notifications by and to appli-
cant and authorised investment firms according to Directive 2014/65/EU of the Euro-
pean Parliament and of the Council details the procedures for notification of changes to
the membership of the management body. Pursuant to that provision, an “investment
firm shall notify the competent authority of any change to the membership of its
management body before such change takes effect. Where, for substantiated reasons, it
is not possible to make the notification before that change takes effect, it shall be made
within 10 working days after the change.” The information on the new management
body member must be provided in the format set out in Annex III to Commission Im-
plementing Regulation (EU) 2017/1945 of 19 June 2017 laying down implementing tech-
nical standards with regard to notifications by and to applicant and authorised invest-
ment firms according to Directive 2014/65/EU of the European Parliament and of the
Council.

Four-eyes-principle (Art 9(6) MiFID)

Art 9(6) MiFID establishes the principle that at least two persons qualified under
Art 9(1) MiFID direct the business of an investment firm. This principle helps avoid
mismanagement to the same extent that it reduces the likelihood of fraud, given that the
reputation of two responsible managers is at risk.

Deviations from the principle are allowed only under extraordinary circumstances.
EU law vests discretion into the Member States to grant such an exemption, but details
the conditions for doing so in Art 9(6), second para MiFID. Single management is ac-
ceptable only if the firm puts alternative arrangements in place to ensure the sound and
prudent management of that investment firm. Examples include an external monitor or
an organisation of the firm that makes it impossible to access the clients’ assets without
consent by an independent third party (for instance, a depositary bank). Interestingly,
while deviation from Art 9(6) MiFID leads to greater risks than one additional non-ex-
ecutive directorship (cf. Art 9(2) MiFID), Art 9(6) MiFID does not require a notice to
ESMA.

Article 10
Shareholders and members with qualifying holdings

1.  The competent authorities shall not authorise the provision of investment services
or performance of investment activities by an investment firm until they have been
informed of the identities of the shareholders or members, whether direct or indi-
rect, natural or legal persons, that have qualifying holdings and the amounts of those
holdings.

5.

6.
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The competent authorities shall refuse authorisation if, taking into account the need
to ensure the sound and prudent management of an investment firm, they are not
satisfied as to the suitability of the shareholders or members that have qualifying
holdings.
Where close links exist between the investment firm and other natural or legal per-
sons, the competent authority shall grant authorisation only if those links do not
prevent the effective exercise of the supervisory functions of the competent authori-
ty.
2.  The competent authority shall refuse authorisation if the laws, regulations or ad-
ministrative provisions of a third country governing one or more natural or legal
persons with which the undertaking has close links, or difficulties involved in their
enforcement, prevent the effective exercise of its supervisory functions.
3.  Member States shall require that, where the influence exercised by the persons re-
ferred to in the first subparagraph of paragraph 1 is likely to be prejudicial to the
sound and prudent management of an investment firm, the competent authority
take appropriate measures to put an end to that situation.
Such measures may include applications for judicial orders or the imposition of
sanctions against directors and those responsible for management, or suspension of
the exercise of the voting rights attaching to the shares held by the shareholders or
members in question.

I.  General features

Recitals

Recitals 29, 42 MiFID.

Implementing acts

Art 9, 10 Commission Delegated Regulation (EU) 2017/1943 of 14 July 2016 supple-
menting Directive 2014/65/EU of the European Parliament and of the Council with re-
gard to regulatory technical standards on information and requirements for the authori-
sation of investment firms.

Other regulatory texts

ESMA, Questions and Answers Relating to the provision of CFDs and other specula-
tive products to retail investors under MiFID, 31 March 2017, ESMA35-36-794, p. 9-10.

II.  Commentary

Suitability of shareholders with qualifying holdings (Art 10(1) MiFID)

The suitability of shareholders with qualifying holdings is a core authorisation criteri-
on. Experience suggests that where the shareholders are reliable and in favour of compli-
ance, enforcement faces little difficulties since those shareholders can be expected to
have a salient influence on the investment firm and its management. Art 10 MiFID pro-
vides a two steps suitability test. First, it makes sure that the identity of members or
shareholders (regardless of the investment firm’s legal form) with a qualifying holding
(cf. Art 4(1)(33) MiFID) and their stakes, either directly or indirectly held, are disclosed

1.

2.

3.

1.
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to the NCA by denying authorisation in case of non-compliance. Accordingly, informa-
tion on shareholders with a qualifying holding are a crucial part of the application mate-
rials (see comment on → Art 7(2)).

Second, the NCA must reject the application and refuse authorisation if the share-
holders with qualifying holdings are considered suitable to ensure the sound and pru-
dent management of an investment firm. In assessing the shareholders’ suitability, the
NCA utilises the criteria laid down in Art 9 Commission Delegated Regulation (EU)
2017/1943 of 14 July 2016 supplementing Directive 2014/65/EU of the European Parlia-
ment and of the Council with regard to regulatory technical standards on information
and requirements for the authorisation of investment firms. Accordingly, the NCA con-
siders
a) the reputation and experience of any person who will direct the business of the in-

vestment firm;
b) the reputation of the proposed shareholders and members with qualifying holdings;
c) the financial soundness of the proposed shareholders and members with a qualify-

ing holding, in particular in relation to the type of business pursued and envisaged
in the investment firm;

d) whether the investment firm will be able to comply and continue to comply with
capital adequacy requirements for investment firms (cf. comments on → Art 15),
and where applicable for financial conglomerates (cf., for instance, Directive
2002/87/EC, as amended by Directive 2011/89/EU). In particular, the NCA will re-
view whether the group has a structure that makes it possible to exercise effective
supervision, effectively exchange information among the competent authorities and
determine the allocation of responsibilities among the competent authorities. This
test provides for challenges, for instance, if the parent company is established in a
country whose NCA does not cooperate with European NCAs, or ESMA;

e) whether there are reasonable grounds to suspect that, in connection with the autho-
risation of the investment firm, money laundering or terrorist financing within the
meaning of European AML/CTF legislation is being or has been committed or at-
tempted, or that the authorisation of the investment firm could increase the risk
thereof. Note that tax fraud is deemed to be a pre-offence in relation to money laun-
dering.

Close links to other persons (Art 10(1), second para MiFID)

In case of close links (cf. Art 4(1)(35) MiFID) between the investment firm and other
natural or legal persons, the NCA is prevented from granting authorisation if those links
are harmful to the effective exercise of the supervisory functions of the NCA.

Art 10 Commission Delegated Regulation (EU) 2017/1943 of 14 July 2016 supple-
menting Directive 2014/65/EU of the European Parliament and of the Council with re-
gard to regulatory technical standards on information and requirements for the authori-
sation of investment firms defines in which cases the NCA considers that a group of
companies (cf. Art 4(1)(34) MiFID) provides an obstacle to the exercise of the supervi-
sory function of the NCA. This is the case if a group
– is complex and not sufficiently transparent;
– has a geographical location of group entities;
– includes activities performed by the group entities that may prevent the competent

authority to effectively appraise the suitability of the shareholders or members with
qualifying holdings or the influence of close links with the investment firm.

The last case includes, for instance, activities that conceal a look-through on share-
holders or that put the group in the vicinity of money laundering, drug trafficking or

2.
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terrorist financing. The underlying rationale is that the respective NCA will have diffi-
culties in supervising compliance with the MiFID/MiFIR framework if the group is
more oriented towards the group interest (which may be influenced by the circum-
stances in the group’s main country or by dominating shareholders) than towards com-
pliance with the Union law.

Relations to Third Countries (Art 10(2) MiFID)

A particular close look is warranted if a shareholder with a qualifying holding is es-
tablished in a country outside the EEA. Such a third country relationship will prompt
scrutiny in light of the criteria in Art 9 lit. d, e Commission Delegated Regulation (EU)
2017/1943 of 14 July 2016 supplementing Directive 2014/65/EU of the European Parlia-
ment and of the Council with regard to regulatory technical standards on information
and requirements for the authorisation of investment firms. If a parent company is es-
tablished, or a close link (cf. Art 4(1)(35) MiFID) is established to a company, in a coun-
try that is uncooperative in enforcing foreign financial laws as well as AML/CTF legisla-
tion, the NCA must deny authorisation. Note that a lack of cooperation in tax matters
alone does not justify refusal of authorisation. The same refusal is warranted if the NCA,
or – due to the intensified cooperation in the European supervisory system – any other
authority in the EU/EEA, has experienced difficulties in enforcing claims against com-
panies with parent companies or links in that country. As a result, difficulties with one
EU/EEA country could lead to unexpected difficulties with another EU/EEA country.

Appropriate measures to end harmful influence (Art 10(3) MiFID)

If the harmful influence of shareholders with a qualifying holding or close links to the
investment firm is obvious from the outset, the NCA will refuse authorisation. No fur-
ther steps are necessary. However, if the harmful influence on the investment firm be-
comes apparent only later, the NCA may be prevented from withdrawing the license al-
together since the withdrawal as ultima ratio is potentially detrimental to investors.
Art 10(3) MiFID confirms that principle and mandates the NCA to use a number of
powers to end the harmful influence of shareholders and close links. These powers in-
clude judicial orders, sanctions against directors and those responsible for management,
or suspension of the exercise of the voting rights attaching to the shares held by the
shareholders or members in question. Following such orders, the legal basis of the influ-
ence is likely undermined, although an economic dependency may persist. The cata-
logue of Art 10 (3) MiFID is not exlcusive; the NCA could use other sanctions specified
in Art 70 MiFID, but not listed in Art 10(3) MiFID.

Article 11
Notification of acquisitions and disposals of qualifying holdings

1.  Member States shall require any natural or legal person or such persons acting in
concert (the ‘proposed acquirer’), who have taken a decision either to acquire, direct-
ly or indirectly, a qualifying holding in an investment firm or to further increase, di-
rectly or indirectly, such a qualifying holding in an investment firm as a result of
which the proportion of the voting rights or of the capital held would reach or exceed
20 %, 30 % or 50 % or so that the investment firm would become its subsidiary (the
‘proposed acquisition’), first to notify in writing the competent authorities of the in-
vestment firm in which they are seeking to acquire or increase a qualifying holding,

3.

4.

Title II   Authorisation and operating conditions for investment firms  Art. 11 MiFID II

Dirk Zetzsche 53

9

10



indicating the size of the intended holding and relevant information, as referred to
in Article 13(4).
Member States shall require any natural or legal person who has taken a decision to
dispose, directly or indirectly, of a qualifying holding in an investment firm first to
notify in writing the competent authorities, indicating the size of the intended hold-
ing. Such a person shall likewise notify the competent authorities if he has taken a
decision to reduce his qualifying holding so that the proportion of the voting rights
or of the capital held would fall below 20 %, 30 % or 50 % or so that the investment
firm would cease to be his subsidiary.
Member States need not apply the 30 % threshold where, in accordance with point
(a) of Article 9(3) of Directive 2004/109/EC, they apply a threshold of one-third.
In determining whether the criteria for a qualifying holding referred to in Article 10
and in this Article are fulfilled, Member States shall not take into account voting
rights or shares which investment firms or credit institutions may hold as a result of
providing the underwriting of financial instruments and/or placing of financial in-
struments on a firm commitment basis included under point 6 of Section A of Annex
I, provided that those rights are, on the one hand, not exercised or otherwise used to
intervene in the management of the issuer and, on the other, disposed of within one
year of acquisition.
2.  The relevant competent authorities shall work in full consultation with each other
when carrying out the assessment provided for in Article 13(1) (the ‘assessment’) if
the proposed acquirer is one of the following:
(a) a credit institution, assurance undertaking, insurance undertaking, reinsurance

undertaking, investment firm or UCITS management company authorised in
another Member State or in a sector other than that in which the acquisition is
proposed;

(b) the parent undertaking of a credit institution, assurance undertaking, insurance
undertaking, reinsurance undertaking, investment firm or UCITS management
company authorised in another Member State or in a sector other than that in
which the acquisition is proposed; or

(c) a natural or legal person controlling a credit institution, assurance undertaking,
insurance undertaking, reinsurance undertaking, investment firm or UCITS
management company authorised in another Member State or in a sector other
than that in which the acquisition is proposed.

The competent authorities shall, without undue delay, provide each other with any
information which is essential or relevant for the assessment. In that regard, the
competent authorities shall communicate to each other upon request all relevant in-
formation and shall communicate on their own initiative all essential information. A
decision by the competent authority that has authorised the investment firm in
which the acquisition is proposed shall indicate any views or reservations expressed
by the competent authority responsible for the proposed acquirer.
3.  Member States shall require that, if an investment firm becomes aware of any ac-
quisitions or disposals of holdings in its capital that cause holdings to exceed or fall
below any of the thresholds referred to in the first subparagraph of paragraph 1, that
investment firm is to inform the competent authority without delay.
At least once a year, investment firms shall also inform the competent authority of
the names of shareholders and members possessing qualifying holdings and the sizes
of such holdings as shown, for example, by the information received at annual gener-
al meetings of shareholders and members or as a result of compliance with the regu-
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lations applicable to companies whose transferable securities are admitted to trading
on a regulated market.
4. Member States shall require that competent authorities take measures similar to
those referred to in Article 10(3) in respect of persons who fail to comply with the
obligation to provide prior information in relation to the acquisition or increase of a
qualifying holding. If a holding is acquired despite the opposition of the competent
authorities, the Member States shall, regardless of any other sanctions to be adopted,
provide either for exercise of the corresponding voting rights to be suspended, for
the nullity of the votes cast or for the possibility of their annulment.
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I.  General features; recitals

Recital 7, 47, 157, 158 MiFID.

II.  Commentary

Notification of acquisition and disposal of qualifying holdings by
shareholder (Art 11(1) MiFID)

All acquisitions of qualifying holdings (which is roughly equal to a 10 percent stake
in the firm, see Art 4(1)(31) MiFID) are subject to a review by the NCA that focuses on
the acquirer’s suitability and the financial soundness of the proposed acquisition (cf.
Recital 47 and → Art 13 MiFID). The review is based on the same grounds as the review
of the holders of qualifying holders at the occasion of the initial authorisation (cf. com-
ments on → Art 10). The review is prompted by the notification under Art 11(1)
MiFID. In order to ensure the effective information of the NCA on acquisitions, and in
order to ensure that the NCA always has a complete picture of qualifying holdings,
Art 11(1) MiFID also submits the disposal of qualifying holdings to a notification re-
quirement. The details of the notification requirement are partly listed in Art 11(1)
MiFID, and partly detailed in Art 13(4) MiFID.

Proposed acquisition (Art 11(1) MiFID)

The subject of notification is the ‘proposed acquisition’. This is a technical term re-
ferring to any person – and persons acting in concert with the person – who has taken a
decision to acquire a qualifying holding in the investment firm, or to increase its existing
stake in a qualifying holding. The notification requirement is triggered regardless of
whether the stake to be acquired is held directly or indirectly.

1.
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Notification threshold (Art 11(1), subpara 3 and 4 MiFID)

The notification is due if the stake exceeds or falls below, respectively, the 10 per-
cent threshold (see the definition of qualifying holding in → Art 4(1)(31)), as well as
the 20 percent, 30 percent and 50 percent threshold relating to either the capital or the
votings rights of the investment firms. Exceeding, or falling below, both the capital and
voting threshold prompts the notification requirement which could result in multiple
notifications if capital proportions are not in line with voting rights proportion; the
difference does not matter however in a one share – one vote company constitution.
Member State’ law can replace the 30 percent threshold with a threshold of a third of
capital/voting rights.

Further, the notification is due if, as a result of the transaction, the investment firm is
reorganized into a subsidiary or loses the status of a subsidiary (cf. Art 4(1)(33)
MiFID).

Shares acquired on behalf of clients (including investment funds) do not count for
the purpose of the threshold calculation, even though this is not explicitly mentioned in
Art 11(1), subpara 4 MiFID. This is so because such shares are acquired by the clients,
not the acquirer, regardless of the legal nature of the acquisition (for instance, some
firms may provide portfolio administration for clients on a per commission basis where
the formal acquirer is the firm rather than the client). More generally, all shares to which
client asset segregation requirements apply (cf. → Art 16(8) MiFID) are not shares of the
acquirer, but of the clients.

Further, Art 11(1), subpara 4 MiFID excludes shares which are formally shares of the
acquirer, but which are earmarked for sale as part of the acquirer’s underwriting or
placement business if such shares are not for influencing the investment firm and if such
shares are sold within a year after the acquisition. As a result, those shares count as being
shares of the acquirer after one year.

Suitability check re acquirer (Art 11(2) MiFID)

While the assessment of the aquirer’s suitability is specified in → Art 13 MiFID (cf.
comments there), Art 11 MiFID adds two important details: a) the scope of the suitabil-
ity assessment, and b) the cooperation of the relevant authorities in providing the in-
formation employed for the suitability assessment.

Scope (Art 11(2) MiFID)

The scope of the suitability check extends to any regulated financial institution (lit
a) as well as any parent company and control holder of any regulated financial institu-
tion (lit b, lit c). The reference to “sector” makes clear that it is not relevant whether the
respective institution is authorised for the same or different types of financial services.
The list of Art 11(2) MiFID has been taken from Directive 2007/44/EC of the European
Parliament and of the Council.1 As this provision was adopted prior to the global finan-
cial crisis, it does not include Alternative Investment Funds (AIFMs) and Institutions for
Occupational Retirement Provision (IORPs), nor does it include other authorised finan-
cial institutions whose authorisation has been established since 2008 (such as Central
Securities Depositoris (CSDs)). Apparently, the legislator missed the opportunity to up-

b)

2.

a)

1 Directive 2007/44/EC of the European Parliament and of the Council of 5 September 2007 amending
Council Directive 92/49/EEC and Directives 2002/83/EC, 2004/39/EC, 2005/68/EC and 2006/48/EC as re-
gards procedural rules and evaluation criteria for the prudential assessment of acquisitions and increase of
holdings in the financial sector (Text with EEA relevance).
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date the list. In our view, which is based on an objective oriented interpretation, the list
in Art 11(2) MiFID is not exhaustive, but must be understood pars pro toto for all regu-
lated financial institutions. Accordingly, the NCA may request the cooperation of other
authorities also in cases where the acquirer is an AIFM, CSD etc. or a parent company or
a control holder thereof.

Cooperation of NCAs (Art 11(2), second para MiFID)

Art 11(2) MiFID requires full cooperation and consultation of the respective
NCAs.2 In particular, it obliges them to provide each other at their own initiative with
any information essential for the assessment. The underlying rationale is that in the
European System of Financial Supervision, all NCAs together ensure enforcement of the
standards of European law.

Reliance on NCAs’ input

A decision granting authorisation shall reflect any view or concern aired by a NCA
consulted in the assessment process if the proposed acquirer is subject to the supervision
of that NCA. This is because there are reasonable grounds to assume that this NCA is
best equipped to make an informed decision on the acquirer’s suitability. Referring to the
respective NCA’s view is not the same as sharing that view; however, if the difference in
the suitability assessment is significant, neutral observers (including ESMA) would won-
der how two NCAs could come to entirely different conclusions. This could provide the
background for further inquiries into the work of the respective NCAs.

Disclosures by investment firm (Art 11(3) MiFID)

The investment firm is required to disclose, without undue delay, if it is informed
about shareholdings exceeding or falling below the thresholds that prompt a notifica-
tion requirement regarding qualifying holdings (see at → mn 2). Delays may be justi-
fied if the firm lacks precise information. Rumors do not need to be reported. In a simi-
lar vein, the transaction does not need to be reported prior to its signing (investment
firms are of course free to inform the NCAs already before the transaction is signed, in
particular if the acquirer is of a dubious background). However, the investment firm
does not need to have the complete data on the acquirer, its position size, respective par-
ent or subsidiary companies etc. The fact that a shareholding exceeds or falls below the
thresholds alone prompts the disclosure requirement. This rigid rule serves to ensure
that competent authorities can follow up with the acquirer or seller and enforce the noti-
fication requirements of Art 11(1) MiFID.

Further, investment firms must disclose to the NCA on a regular basis, at a mini-
mum once per year, the identity and position of persons with qualifying sharehold-
ings. MiFID suggests that the shareholders’ meeting could provide the background for
such a notice, but this will in practice rarely be the case. In listed companies, the notifi-
cations subject to disclosures of significant holdings under the → Transparency Direc-
tive (see comments there) are most likely to be more topical. Further, in some Member
States where the share register is kept up to date and where Member States require the
registration of positions of beneficial owners, the information can be taken from the
share register.

b)

c)

3.

2 Depending on the acquirer’s or seller’s origin and other license holders within the acquirer’s or seller’s
group, multiple NCAs can be involved.
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Sanctions (Art 11(4) MiFID)

In the event of non-compliance, NCAs shall have the same enforcement mechan-
isms at hand as those provided in Art 10(3) MiFID against the harmful influence of
shareholders (see comments on → Art 10(3)). Those sanctions supplement those that
the NCAs may impose, if the investment firm is a listed company, for non-disclosure of
holdings that exceed the thresholds provided by the national law implementing the →
Transparency Directive (see comments there), and those sanctions which Member
States’ laws may provide for non-discloure of significant holdings under the applicable
company law.

The most effective sanction is blocking the transaction. While an injunction using
one or multiple powers provided by Art 69 MiFID could stall the transaction for a while,
Art 11 MiFID does not authorize the NCA to outright block the transaction. Such an
order could conflict with another country’s law if the transaction is subject to a law dif-
ferent from the law applicable to the investment firm. For that reason, Art 11(4) MiFID
provides a substitute that will strip the acquirer of voting power relating to the acquisi-
tion by suspending the voting powers associated with its shares or nullifying the votes
already cast. An even more efficient tool that strips the acquirer of any dividend is not
granted by Art 11(4) MiFID, but could be imposed by legislation of the Member States.

Article 12
Assessment procedures

1.  The competent authorities shall, promptly and in any event within two working
days following receipt of the notification required under the first subparagraph of
Article 11(1), as well as following the possible subsequent receipt of the information
referred to in paragraph 2 of this Article, acknowledge receipt thereof in writing to
the proposed acquirer.
The competent authorities shall have a maximum of sixty working days as from the
date of the written acknowledgement of receipt of the notification and all documents
required by the Member State to be attached to the notification on the basis of the
list referred to in Article 13(4) (the ‘assessment period’), to carry out the assessment.
The competent authorities shall inform the proposed acquirer of the date of the ex-
piry of the assessment period at the time of acknowledging receipt.
2.  The competent authorities may, during the assessment period, if necessary, and
no later than on the 50th working day of the assessment period, request any further
information that is necessary to complete the assessment. Such request shall be made
in writing and shall specify the additional information needed.
For the period between the date of request for information by the competent author-
ities and the receipt of a response thereto by the proposed acquirer, the assessment
period shall be interrupted. The interruption shall not exceed 20 working days. Any
further requests by the competent authorities for completion or clarification of the
information shall be at their discretion but may not result in an interruption of the
assessment period.
3.  The competent authorities may extend the interruption referred to in the second
subparagraph of paragraph 2 up to 30 working days if the proposed acquirer is one
of the following:

4.
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(a) a natural or legal person situated or regulated outside the Union;
(b) a natural or legal person not subject to supervision under this Directive or Di-

rectives 2009/65/EC, 2009/138/EC or 2013/36/EU.
4.  If the competent authorities, upon completion of the assessment, decide to oppose
the proposed acquisition, they shall, within two working days, and not exceeding the
assessment period, inform the proposed acquirer in writing and provide the reasons
for that decision. Subject to national law, an appropriate statement of the reasons for
the decision may be made accessible to the public at the request of the proposed ac-
quirer. This shall not prevent a Member State from allowing the competent authority
to make such disclosure in the absence of a request by the proposed acquirer.
5.  If the competent authorities do not oppose the proposed acquisition within the
assessment period in writing, it shall be deemed to be approved.
6.  The competent authorities may fix a maximum period for concluding the pro-
posed acquisition and extend it where appropriate.
7.  Member States may not impose requirements for the notification to and approval
by the competent authorities of direct or indirect acquisitions of voting rights or cap-
ital that are more stringent than those set out in this Directive.
8.  ESMA shall develop draft regulatory technical standards to establish an exhaus-
tive list of information, referred to in Article 13(4) to be included by proposed ac-
quirers in their notification, without prejudice to paragraph 2 of this Article.
ESMA shall submit those draft regulatory technical standards to the Commission by
1 January 2014.
Power is delegated to the Commission to adopt the regulatory technical standards
referred to in the first subparagraph in accordance with Articles 10 to 14 of Regu-
lation (EU) No 1095/2010.
9.  ESMA shall develop draft implementing technical standards to determine stan-
dard forms, templates and procedures for the modalities of the consultation process
between the relevant competent authorities as referred to in Article 11(2).
ESMA shall submit those draft implementing technical standards to the Commission
by 1 January 2014.
Power is conferred on the Commission to adopt the implementing technical stan-
dards referred to in the first subparagraph in accordance with Article 15 of Regu-
lation (EU) No 1095/2010.

I.  General features

Recitals

Recitals 42, 47, 155 MiFID.

Implementing acts

Commission Delegated Regulation (EU) 2017/1946 of 11 July 2017 supplementing
Directives 2004/39/EC and 2014/65/EU of the European Parliament and of the Council
with regard to regulatory technical standards for an exhaustive list of information to be
included by proposed acquirers in the notification of a proposed acquisition of a qualify-
ing holding in an investment firm.

1.

2.
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II.  Commentary

Assessment period (Art 12(1)-(3) MiFID)

Art 12 (1) to (3) MiFID establishes a strict time line for assessing the proposed ac-
quisition (cf. Art 11, 13 MiFID). The strictness is due to the fact that the acquirer needs
to keeps the necessary financial means for the transaction at its disposal, which is expen-
sive. Further, the period in which the market suffers from uncertainty regarding the suit-
ability assessment shall be as short as is reasonably possible. The assessment period and
procedures of Art 12 MiFID (including the exhaustive list of documents as determined
by the implementing legislation) aim at maximum harmonisation, as Art 12(7) MiFID
clarifies. Therefore, they may not be deviated from by national law.

The figure below depicts the timeline stipulated by Art 12(1) to (3) MiFID:

Assessment decision (Art 12(4)-(5) MiFID)

The NCA must communicate a refusal within two working days after the decision
was made, but at the latest prior to the expiry date of the assessment period. The refusal
must be made in writing and be accompanied by the reasons for the decision. If the
NCA approves of the acquisition, it has two options: It can either grant approval or wait
until the assessment period expires. In the latter case, the acquisition is deemed ap-
proved.

Maximum closing period (Art 12(7) MiFID)

The formation of transactions create uncertainty on all sides and put the sound man-
agement of the investment firm at risk where management focuses on the transactions
rather than running the firm and their clients. For this reason, the NCA may fix a maxi-
mum period for “concluding” the transaction. This could be either signing or closing.
The NCA is free to choose whether it wants to impose a last signing or closing date. Set-
ting a closing date is more in line with the policy rationale of Art 12 MiFID.

1.

2.

3.
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Implementing legislation (Art 12(8), (9) MiFID)

ESMA has exercised its implementing powers by developing as RTS, and the Com-
mission by adopting, Commission Delegated Regulation (EU) 2017/1946 of 11 July 2017
supplementing Directives 2004/39/EC and 2014/65/EU of the European Parliament and
of the Council with regard to regulatory technical standards for an exhaustive list of in-
formation to be included by proposed acquirers in the notification of a proposed acqui-
sition of a qualifying holding in an investment firm. Commission Delegated Regulation
(EU) 2017/1946 provides extensive catalogues of information to be provided as well as
for exemptions in certain cases.

Article 13
Assessment

1.  In assessing the notification provided for in Article 11(1) and the information re-
ferred to in Article 12(2), the competent authorities shall, in order to ensure the
sound and prudent management of the investment firm in which an acquisition is
proposed, and having regard to the likely influence of the proposed acquirer on the
investment firm, appraise the suitability of the proposed acquirer and the financial
soundness of the proposed acquisition against all of the following criteria:
(a) the reputation of the proposed acquirer;
(b) the reputation and experience of any person who will direct the business of the

investment firm as a result of the proposed acquisition;
(c) the financial soundness of the proposed acquirer, in particular in relation to the

type of business pursued and envisaged in the investment firm in which the ac-
quisition is proposed;

(d) whether the investment firm will be able to comply and continue to comply with
the prudential requirements based on this Directive and, where applicable, other
Directives, in particular Directives 2002/87/EC and 2013/36/EU, in particular,
whether the group of which it will become a part has a structure that makes it
possible to exercise effective supervision, effectively exchange information
among the competent authorities and determine the allocation of responsibili-
ties among the competent authorities;

(e) whether there are reasonable grounds to suspect that, in connection with the
proposed acquisition, money laundering or terrorist financing within the mean-
ing of Article 1 of Directive 2005/60/EC is being or has been committed or at-
tempted, or that the proposed acquisition could increase the risk thereof.

The Commission shall be empowered to adopt delegated acts in accordance with Ar-
ticle 89 which adjust the criteria set out in the first subparagraph of this paragraph.
2.  The competent authorities may oppose the proposed acquisition only if there are
reasonable grounds for doing so on the basis of the criteria set out in paragraph 1 or
if the information provided by the proposed acquirer is incomplete.
3.  Member States shall neither impose any prior conditions in respect of the level of
holding that must be acquired nor allow their competent authorities to examine the
proposed acquisition in terms of the economic needs of the market.
4.  Member States shall make publicly available a list specifying the information that
is necessary to carry out the assessment and that must be provided to the competent
authorities at the time of notification referred to in Article 11(1). The information
required shall be proportionate and adapted to the nature of the proposed acquirer

4.
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and the proposed acquisition. Member States shall not require information that is
not relevant for a prudential assessment.
5.  Notwithstanding Article 12(1), (2) and (3), where two or more proposals to ac-
quire or increase qualifying holdings in the same investment firm have been notified
to the competent authority, the latter shall treat the proposed acquirers in a non-dis-
criminatory manner.

I.  General features

Recitals

Recitals 42, 47, 155 MiFID.

Implementing acts

Pursuant to Art 13(1) MiFID, the Commission is empowered to adopt delegated acts
in accordance with Article 89, which adjust the criteria set out in the first subparagraph
of Art 13 (1) MiFID. As of November 2018, the Commission has not adopted any dele-
gated act with regard to → Art 13 MiFID. However, the RTS adopted under Art 12 (8),
(9) MiFID provide comprehensive information as to these matters, and the recital of the
RTS make clear that this information shall be used for the objectives laid out in Art 13
(1), first subparagraph MiFID.

II.  Commentary

Criteria for suitability assessment (Art 13(1) MiFID)

Art 13(1) MiFID specifies which criteria the NCA may take into account when as-
sessing the proposed acquisition of a qualifying holding (see comments on → Art 11
and → Art 12). The guiding rationale is that the acquisition must be in line with the core
requirement, which is the sound and prudent management of the investment firm after
the acquisition. The guiding rationale is narrowed by two subtests, which refer to the
suitability of the proposed acquirer and the financial soundness of the proposed acquisi-
tion.

Regarding the acquirer, the NCA has to consider:
– the reputation of the proposed acquirer;
– the reputation and experience of any person who will direct the business of the

investment firm as a result of the proposed acquisition;
– the financial soundness of the proposed acquirer, in particular in relation to the

type of business pursued and envisaged in the investment firm.
Regarding the financial soundness of the proposed acquisition, the NCA has to con-

sider:
– whether the investment firm will be able to comply and continue to comply with the

prudential requirements based on MiFID and other financial law, in particular the
CRD IV and the Financial Conglomerate Directive (as amended), especially,
whether the group of which it will become a part has a structure that makes it possi-
ble to exercise effective supervision, effectively exchange information and determine
the allocation of responsibilities among the competent authorities;

– whether there are reasonable grounds to suspect that, in connection with the pro-
posed acquisition, money laundering or terrorist financing is being or has been

1.

2.
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committed or attempted, or that the proposed acquisition could increase the risk
thereof.

Pursuant to Art 13(1), second para MiFID, the Commission is empowered to adopt
delegated acts in accordance with Article 89 which adjust the criteria set out in the first
subparagraph of Art 13 (1) MiFID. As of March 2018, the Commission has not adopted
any delegated act with regard to Art 13 MiFID. However, implementing legislation on
the assessment of shareholders and groups has been adopted pursuant to Art 10 MiFID,
and extensive disclosure requirements have been laid out pursuant to Article 12 (8), (9)
MiFID. Since Art 10 and Art 13 MiFID set out the same requirements as the implement-
ing legislation in Art 10 MiFID applies mutatis mutandis to the assessment under Art 13
MiFID, with the disclosures under Article 12 (8), (9) MiFID ensuring that the NCA has
the information necessary for that decision.

Reasons to oppose acquisition (Art 13(2) MiFID)

Art 13(2), (3) MiFID limits the reasons to oppose an acquisition to those specified in
Art 13(1) MiFID or the incomplete provision of materials (see comments on → Art 12).
In particular, any reference to national interests or economic needs of the (national or
EU) market is prohibited. It is not the task of the NCA to second-guess the economic
logic of a transaction. Member States are further prohibited from imposing minimum
stake requirements. This is without prejudice to the requirements for listed companies
contained in the Takeover Directive 2004/25/EC, which asks the acquirer to issue a
mandatory bid to all shareholders upon acquiring of control of the target.

Information necessary to carry out the assessment (Art 13(3) MiFID)

The information necessary to carry out the assessment is laid down in the RTS and
ITS adopted under Art 12(8), (9) MiFiD (see comments on → Art 12). Due to the high
degree of harmonisation, the implementing legislation provides the list of information
necessary for carrying out the assessment. Since RTS and ITS are published across the
EU, it is already made publicy available by the Member State as required by Art 13(4)
MiFID. Nevertheless, NCAs tend to publish their version of the lists on their website and
thereby ensure publication in the Member State.

Discrimination ban (Art 13(4) MiFID)

The sole criteria for assessing suitability are those set out in Art 11-13 MiFID. The
NCA is prohibited from preferring any potential acquirer (such as an incumbent or a
local favorite) to others. All applicants must be treated equally. Multiple acquirers are to
be treated in a non-discriminatory manner, i.e. all applications must be assessed follow-
ing solely the time line set out in Art 12 MiFID. For instance, assessing a proposed ac-
quisition on a preferred basis, faster or with a more favourable view than the others is
strictly forbidden since this would bring that acquirer in an advantageous position.

Article 14
Membership of an authorised investor compensation scheme

The competent authority shall verify that any entity seeking authorisation as an in-
vestment firm meets its obligations under Directive 97/9/EC at the time of authori-
sation.

2.

3.
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The obligation laid down in the first paragraph shall be met in relation to structured
deposits where the structured deposit is issued by a credit institution which is a
member of a deposit guarantee scheme recognised under Directive 2014/49/EU.

I.  General features; recitals

Recital 42 MiFID.

II.  Commentary

The NCA must review, prior to authorisation, that the investment firm is a member
of an investment compensation scheme subject to Art 2 Directive 97/9/EC. Those
schemes tend to cover the operational risks of investment firms up to at least
20.000 EUR (see Art 4 Directive 97/9/EC).

Since structured deposits are somewhere in between financial instruments and de-
posits, Art 14 second para MiFID allows for risks relating to structured deposits to be
deemed as being covered by an investor compensation scheme, if the structured deposit
is issued by a credit institution which is a member of a deposit guarantee scheme recog-
nised under Directive 2014/49/EU.

We wonder, however, why the same rationale does not apply to investment firms
that do not hold client assets (see → Art 29 et seq.). In such cases, the client assets are
held by credit institutions or other investment firms that are member of the respective
schemes. In order to avoid double insurance costs and comply with the principle of pro-
portionality as laid down by Union law, applying the exemption for structured deposits
mutatis mutandis to investment firms that do not hold client assets where the assets are
held by scheme members should be considered.

Article 15
Initial capital endowment

Member States shall ensure that the competent authorities do not grant authorisa-
tion unless the investment firm has sufficient initial capital in accordance with the
requirements of Regulation (EU) No 575/2013 having regard to the nature of the in-
vestment service or activity in question.

I.  General features; recitals

Recitals 49, 50 MiFID.
Art 15 MiFID refers to the CRD IV and the CRR framework for minimum capitalisa-

tion of investment firms and credit institutions. Investment firms that are entitled to es-
tablish obligations against their own balance sheet by running a trading book or holding
client money tend to be treated by EU law similar to credit institutions and are subject to
most of the entire CRD IV/CRR framework. The minimum capital endowment of those
investment firms amounts to 730,000 EUR (see Art 28 CRD IV). Further, it must con-
sider the requirement to hold eligible capital equivalent to one quarter of their fixed
overheads projected in its business plan (see Recital 125 and Art 97 (3) CRR). The initial
capital must be provided by the means and instruments specified in Art 26(1)(a) to (e)
CRR. The calculation of the requirement to hold eligible capital of at least one quarter of
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the fixed overheads of the previous year must meet the requirements set out in EBA
guidelines adopted under Art 97 (4) CRR.

Art 29 to 32 CRD IV provides exemptions for certain investment firms specified in
Art 4 (1) CRR that do not hold client money on their own balance sheet, nor securities,
and where the license is limited to certain types of investment services and activities.
Recital 49 MiFID emphasises that those firms shall meet the much lower capital require-
ments requiring between 25,000 and 125,000 EUR in initial capital, as set out by Art 29
to 32 CRD IV. According to Art 31 CRD IV, in certain cases the capital may be provided
as initial capital, indemnity insurance, or a combination of both.

In accordance with Recital 50 MiFID, investment firms that only deal on their own
account in financial instruments other than commodity derivatives, emission al-
lowances or derivatives thereof are excluded from the MiFID’s scope if they are neither
market makers, do not deal on their own account when executing client orders, are not
members or participants of a regulated market or MTF, do not have direct electronic ac-
cess to a trading venue and do not apply a high-frequency algorithmic trading tech-
nique.

Article 16
Organisational requirements

1.  The home Member State shall require that investment firms comply with the or-
ganisational requirements laid down in paragraphs 2 to 10 of this Article and in Ar-
ticle 17.
2.  An investment firm shall establish adequate policies and procedures sufficient to
ensure compliance of the firm including its managers, employees and tied agents
with its obligations under this Directive as well as appropriate rules governing per-
sonal transactions by such persons.
3.  An investment firm shall maintain and operate effective organisational and ad-
ministrative arrangements with a view to taking all reasonable steps designed to pre-
vent conflicts of interest as defined in Article 23 from adversely affecting the inter-
ests of its clients.
An investment firm which manufactures financial instruments for sale to clients
shall maintain, operate and review a process for the approval of each financial in-
strument and significant adaptations of existing financial instruments before it is
marketed or distributed to clients.
The product approval process shall specify an identified target market of end clients
within the relevant category of clients for each financial instrument and shall ensure
that all relevant risks to such identified target market are assessed and that the in-
tended distribution strategy is consistent with the identified target market.
An investment firm shall also regularly review financial instruments it offers or mar-
kets, taking into account any event that could materially affect the potential risk to
the identified target market, to assess at least whether the financial instrument re-
mains consistent with the needs of the identified target market and whether the in-
tended distribution strategy remains appropriate.
An investment firm which manufactures financial instruments shall make available
to any distributor all appropriate information on the financial instrument and the
product approval process, including the identified target market of the financial in-
strument.
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Where an investment firm offers or recommends financial instruments which it does
not manufacture, it shall have in place adequate arrangements to obtain the informa-
tion referred to in the fifth subparagraph and to understand the characteristics and
identified target market of each financial instrument.
The policies, processes and arrangements referred to in this paragraph shall be with-
out prejudice to all other requirements under this Directive and Regulation (EU) No
600/2014, including those relating to disclosure, suitability or appropriateness, iden-
tification and management of conflicts of interests, and inducements.
4.  An investment firm shall take reasonable steps to ensure continuity and regularity
in the performance of investment services and activities. To that end the investment
firm shall employ appropriate and proportionate systems, resources and procedures.
5.  An investment firm shall ensure, when relying on a third party for the perfor-
mance of operational functions which are critical for the provision of continuous
and satisfactory service to clients and the performance of investment activities on a
continuous and satisfactory basis, that it takes reasonable steps to avoid undue addi-
tional operational risk. Outsourcing of important operational functions may not be
undertaken in such a way as to impair materially the quality of its internal control
and the ability of the supervisor to monitor the firm’s compliance with all obliga-
tions.
An investment firm shall have sound administrative and accounting procedures, in-
ternal control mechanisms, effective procedures for risk assessment, and effective
control and safeguard arrangements for information processing systems.
Without prejudice to the ability of competent authorities to require access to com-
munications in accordance with this Directive and Regulation (EU) No 600/2014, an
investment firm shall have sound security mechanisms in place to guarantee the se-
curity and authentication of the means of transfer of information, minimise the risk
of data corruption and unauthorised access and to prevent information leakage
maintaining the confidentiality of the data at all times.
6.  An investment firm shall arrange for records to be kept of all services, activities
and transactions undertaken by it which shall be sufficient to enable the competent
authority to fulfil its supervisory tasks and to perform the enforcement actions un-
der this Directive, Regulation (EU) No 600/2014, Directive 2014/57/EU and Regu-
lation (EU) No 596/2014, and in particular to ascertain that the investment firm has
complied with all obligations including those with respect to clients or potential
clients and to the integrity of the market.
7.  Records shall include the recording of telephone conversations or electronic com-
munications relating to, at least, transactions concluded when dealing on own ac-
count and the provision of client order services that relate to the reception, transmis-
sion and execution of client orders.
Such telephone conversations and electronic communications shall also include
those that are intended to result in transactions concluded when dealing on own ac-
count or in the provision of client order services that relate to the reception, trans-
mission and execution of client orders, even if those conversations or communica-
tions do not result in the conclusion of such transactions or in the provision of client
order services.
For those purposes, an investment firm shall take all reasonable steps to record rele-
vant telephone conversations and electronic communications, made with, sent from
or received by equipment provided by the investment firm to an employee or con-
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tractor or the use of which by an employee or contractor has been accepted or per-
mitted by the investment firm.
An investment firm shall notify new and existing clients that telephone communica-
tions or conversations between the investment firm and its clients that result or may
result in transactions will be recorded.
Such a notification may be made once, before the provision of investment services to
new and existing clients.
An investment firm shall not provide, by telephone, investment services and activi-
ties to clients who have not been notified in advance about the recording of their
telephone communications or conversations, where such investment services and ac-
tivities relate to the reception, transmission and execution of client orders.
Orders may be placed by clients through other channels, however such communica-
tions must be made in a durable medium such as mails, faxes, emails or documenta-
tion of client orders made at meetings. In particular, the content of relevant face-to-
face conversations with a client may be recorded by using written minutes or notes.
Such orders shall be considered equivalent to orders received by telephone.
An investment firm shall take all reasonable steps to prevent an employee or contrac-
tor from making, sending or receiving relevant telephone conversations and elec-
tronic communications on privately-owned equipment which the investment firm is
unable to record or copy.
The records kept in accordance with this paragraph shall be provided to the client
involved upon request and shall be kept for a period of five years and, where request-
ed by the competent authority, for a period of up to seven years.
8.  An investment firm shall, when holding financial instruments belonging to
clients, make adequate arrangements so as to safeguard the ownership rights of
clients, especially in the event of the investment firm’s insolvency, and to prevent the
use of a client’s financial instruments on own account except with the client’s express
consent.
9.  An investment firm shall, when holding funds belonging to clients, make ad-
equate arrangements to safeguard the rights of clients and, except in the case of cred-
it institutions, prevent the use of client funds for its own account.
10.  An investment firm shall not conclude title transfer financial collateral arrange-
ments with retail clients for the purpose of securing or covering present or future,
actual or contingent or prospective obligations of clients.
11.  In the case of branches of investment firms, the competent authority of the
Member State in which the branch is located shall, without prejudice to the possibili-
ty of the competent authority of the home Member State of the investment firm to
have direct access to those records, enforce the obligation laid down in paragraphs 6
and 7 with regard to transactions undertaken by the branch.
Member States may, in exceptional circumstances, impose requirements on invest-
ment firms concerning the safeguarding of client assets additional to the provisions
set out in paragraphs 8, 9 and 10 and the respective delegated acts as referred to in
paragraph 12. Such requirements must be objectively justified and proportionate so
as to address, where investment firms safeguard client assets and client funds, specif-
ic risks to investor protection or to market integrity which are of particular impor-
tance in the circumstances of the market structure of that Member State.
Member States shall notify, without undue delay, the Commission of any require-
ment which they intend to impose in accordance with this paragraph and at least two
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months before the date appointed for that requirement to come into force. The noti-
fication shall include a justification for that requirement. Any such additional re-
quirements shall not restrict or otherwise affect the rights of investment firms under
Articles 34 and 35.
The Commission shall within two months of the notification referred to in the third
subparagraph provide its opinion on the proportionality of and justification for the
additional requirements.
Member States may retain additional requirements provided that they were notified
to the Commission in accordance with Article 4 of Directive 2006/73/EC before 2 Ju-
ly 2014 and that the conditions laid down in that Article are met.
The Commission shall communicate to Member States and make public on its web-
site the additional requirements imposed in accordance with this paragraph.
12.  The Commission shall be empowered to adopt delegated acts in accordance with
Article 89 to specify the concrete organisational requirements laid down in para-
graphs 2 to 10 of this Article to be imposed on investment firms and on branches of
third-country firms authorised in accordance with Article 41 performing different
investment services and/or activities and ancillary services or combinations thereof.
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I.  General features

Recitals

Recitals 56-58 MiFID and recitals of implementing acts.

Implementing acts

Commission Delegated Regulation (EU) 2017/565 of 25 April 2016 supplementing
Directive 2014/65/EU of the European Parliament and of the Council as regards organi-
sational requirements and operating conditions for investment firms and defined terms
for the purposes of that Directive; Commission Delegated Directive (EU) 2017/593 of 7
April 2016 supplementing Directive 2014/65/EU of the European Parliament and of the
Council with regard to safeguarding of financial instruments and funds belonging to
clients, product governance obligations and the rules applicable to the provision or re-
ception of fees, commissions or any monetary or non-monetary benefits.

Other regulatory texts

Questions and Answers on MiFID II and MiFIR investor protection and intermedi-
aries topics, 18 November 2017 | ESMA35-43-349 (on Article 16(6) and (7) MiFID);
ESMA, Guidelines on certain aspects of the MiFID II suitability requirements,
06/11/2018; ESMA35-43, 1163, p. 7-10, 19-23, 25-28 (on Art 16(2) MiFID and pp. 28-29
(on Art 16(6) MiFID); ESMA MiFID II Supervisory Briefing on Suitability, 13/11/2018,
ESMA35-43-1206, p. 12-16, 18-20 (on Art 16(2) MiFID).

II.  Commentary

Organisational requirements (Art 16(1) MiFID)

Single Rulebook

Art 16(2) to (10) MiFID set out the organisational requirements for authorisation,
with some additional requirements for algorithmic traders in → Art 17 MiFID. The sub-
stantial details of the investment firm’s organisation, however, are provided in the re-
spective implementing legislation, in Art 21 et seq. of Commission Delegated Regulation
(EU) 2017/565 of 25 April 2016. Art 16, 17 MiFID are the best examples for the Union’s
strategy to strengthen European financial supervision by developing a Single Rulebook
for investment firms, and the recitals refer to that purpose explicitly (cf. Recital 58
MiFID) “to help further develop a level playing field for Member States and market par-
ticipants, to enhance investor protection and to improve supervision and enforcement,
the Union is committed to minimising, where appropriate, discretions available to Mem-
ber States across Union financial services law. In addition to the introduction in this Di-
rective of a common regime for the recording of telephone conversations or electronic
communications involving client orders, it is appropriate to reduce the possibility of
competent authorities to delegate supervisory tasks in certain cases, to limit discretions
in the requirements applicable to tied agents and to the reporting from branches.” See
also Recital 164 MiFID.

1.

2.

3.

1.

a)
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Overview

Art 16 MiFID is structured as follows:
– Art 16(2) to (3) MiFID, requiring adequate polices and procedures as well as an

effective organisation and administration of the firm, provide the basic requirements
for the authorisation of an investment firm. If the investment firm is engaged in al-
gorithmic trading, additional requirements follow from Art 17 MiFID;

– in Art 16(3), second para to end MiFID concern product governance and target
markets. See also comments on → Art 24 et seq.;

– Art 16(5) MiFID and Art 30-32 Commission Delegated Regulation (EU) 2017/565
contain the important provisions on outsourcing;

– Art 16(5) MiFID provides the crucial rules on the internal control system, including
control of IT systems and IT related risks;

– Art 16(6), (7), (11) MiFID deal with record keeping requirements, including
recording of phone and electronic communications;

– Art 16(8)-(10) MiFID focus on client protection.

Proportionality

The organisational requirements are subject to the principle of proportionality es-
tablished in primary Union law.1 This principle applies to both Level 1 or Level 2. It is
rooted in the objective that non-profitability of the (small) firm does harm the clients
potentially to the same extent as an inadequate organisation; further, the MiFID/MiFIR
framework must be sufficiently open for assisting innovative small firms to exert com-
petitive pressure on incumbents. Proportionality could be a means for achieving that
goal.2 MiFID and the applicable Level 2 rules try to comply with the proportionality
principle by setting a flexible standard: When complying with the requirements, invest-
ment firms shall take into account the nature, scale and complexity of the business of the
firm, and the nature and range of investment services and activities undertaken in the
course of that business (e.g. Art 21(1), 22(2), (4), 34(1), 37(2)(c) Commission Delegated
Regulation (EU) 2017/565).

The handling of this requirement is a challenge for regulators. In hindsight, almost
any indicident could have been prevented by imposing additional organisational fea-
tures, or denying the firm an authorisation altogether. Further, important rule of law
concerns arises if applying proportionality results in the disapplication of a requirement
set out in MiFID. In addition, the handling of the proportionality principle differs across
jurisdictions. Jurisdictions with a greater number of large investment firms will have a
natural tendency to understate proportionality, and deem the standards provided for
large firms to be adequate for all others as well. Looking at the objective of each require-
ment could provide a solution to the NCAs’ home bias. For instance, in the case of port-

b)

c)

1 See on proportionality, Zetzsche and Preiner, ‘Europäisches Kapitalmarktrecht (Intermediärsrecht)’, in
Gebauer and Teichmann (eds), Enzyklopädie Europarecht, Vol. 6: Europäisches Privat- und Unternehmen-
srecht, § 7 B (Nomos 2016), p. 178 et seq. The discussion on proportionality in financial law gained trac-
tion in the context of CRR-capital requirements for small and medium credit institutions, see EBA, Pro-
portionality in Bank Regulation, A Report by the EBA Banking Stakeholder Group, London (December
2015); Joosen et al., ‘Stability, Flexibility and Proportionality: Towards a Two-Tiered European Banking
Law?’, EBI working paper no 20 (2018); Castro Carvalho et al., ‘Proportionality in banking regulation:
a cross-country comparison’, BIS, FSI Insights No. 1, August 2017; Ferri and Kalmi, ‘Only Up: Regulatory
Burden and Its Effects on Credit Unions’, Filene Research Institute Report, 2014; Hackethal and Inderst,
Auswirkungen der Regulatorik auf kleinere und mittlere Banken am Beispiel der deutschen Genossenschafts-
banken (2015).

2 Zetzsche, Buckley, Arner and Barberis, ‘Regulating a Revolution: From Regulatory Sandboxes to
Smart Regulation’, 23:1 Fordham Journal of Corporate & Financial Law, 31.
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folio management, it is crucial that someone assumes responsibility for the portfolios
managed if the key person is sick or permanently absent; hence a proxy solution is indis-
pensable. However, the former does not oblige the firm to create an additional in-house
resource, which is expensive to maintain. Under the principle of proportionality, an out-
sourcing solution could achieve the same objective of investor protection. MiFID does
not prohibit solutions harmful to the investment firm if this is the only way to ensure
investor protection. For instance, in the example given, the firm could be required to ask
a competitor to function as a proxy manager.

Organisation of the investment firm (Art 16(2) to (4) MiFID)

Art 16(2) MiFID and Art 21 et seq. of Commission Delegated Regulation (EU)
2017/565 set out the requirements relating to the general organisation, compliance, re-
sponsibility of the senior management, remuneration systems (see also → Art 23 and
→ Art 24), and complaints handling and personal transactions of staff members,
while Art 16(3) MiFID provides the basis for the Level 2 provisions on conflicts of inter-
est, with details for each investment service and activity in Art 33 et seq. of Commission
Delegated Regulation (EU) 2017/565. Finally, Art 16(4) MiFID sets out business conti-
nuity requirements designed to maintain the functioning of the investment firm’ ser-
vices and activities.

Adequate policies and procedures (Art 16(2) MiFID)

Art 16(2) MiFID uses general clauses to describe the polices and procedures of the
investment firm. Terms like ‘adequate’ and ‘sufficient to ensure compliance … with its
obligations’ under MiFID as well as ‘appropriate rules’ on personal transactions are in-
sufficient to establish a Single Rulebook for investment firms, as is the underlying ratio-
nale of MiFID (see Recital 58 MiFID). To fill the gap, Art 21 et seq. of Commission
Delegated Regulation (EU) 2017/565 of 25 April 2016 provides the details on invest-
ment firms’ policies and procedures. See also ESMA, Guidelines on certain aspects of the
MiFID II suitability requirements, 06/11/2018, ESMA35-43-1163, p. 7-10, 19-23, 25-28
(on arrangements necessary to understand clients, arrangements necessary to under-
stand investment products and costs and benefits of swiching investments); ESMA,
MiFID II Supervisory Briefing on Suitability, 13/11/2018, ESMA35-43-1206, p. 12-16,
18-20 (on arrangements necessary to ensure the suitability of an investment, qualifica-
tions of firm staff and record keeping).

The following table provides an overview of the applicable Level 2 legislation:

Regulation
2017/565

Topic Content

Art 21 General or-
ganisational
requirements

1.  Investment firms shall comply with the following or-
ganisational requirements:
(a) establish, implement and maintain decision-making

procedures and an organisational structure which
clearly and in documented manner specifies reporting
lines and allocates functions and responsibilities;

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

(c) establish, implement and maintain adequate internal
control mechanisms designed to secure compliance

2.

a)
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Regulation
2017/565

Topic Content

with decisions and procedures at all levels of the in-
vestment firm;

(d) employ personnel with the skills, knowledge and ex-
pertise necessary for the discharge of the responsibili-
ties allocated to them;

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

(f) maintain adequate and orderly records of their busi-
ness and internal organisation;

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

When complying with the requirements set out in the this
paragraph, investment firms shall take into account the
nature, scale and complexity of the business of the firm,
and the nature and range of investment services and activ-
ities undertaken in the course of that business.
2.  Investment firms shall establish, implement and main-
tain systems and procedures that are adequate to safe-
guard the security, integrity and confidentiality of infor-
mation, taking into account the nature of the information
in question.
3.  Investment firms shall establish, implement and main-
tain an adequate business continuity policy aimed at en-
suring, in the case of an interruption to their systems and
procedures, the preservation of essential data and func-
tions, and the maintenance of investment services and ac-
tivities, or, where that is not possible, the timely recovery
of such data and functions and the timely resumption of
their investment services and activities.
4.  Investment firms shall establish, implement and main-
tain accounting policies and procedures that enable them,
at the request of the competent authority, to deliver in a
timely manner to the competent authority financial re-
ports which reflect a true and fair view of their financial
position and which comply with all applicable accounting
standards and rules.
5.  Investment firms shall monitor and, on a regular basis,
evaluate the adequacy and effectiveness of their systems,
internal control mechanisms and arrangements estab-
lished in accordance with paragraphs 1 to 4, and take ap-
propriate measures to address any deficiencies.

Art 22 Compliance 1.  Investment firms shall establish, implement and main-
tain adequate policies and procedures designed to detect
any risk of failure by the firm to comply with its obliga-
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2017/565

Topic Content

tions under Directive 2014/65/EU, as well as the associated
risks, and put in place adequate measures and procedures
designed to minimise such risk and to enable the compe-
tent authorities to exercise their powers effectively under
that Directive.
Investment firms shall take into account the nature, scale
and complexity of the business of the firm, and the nature
and range of investment services and activities undertaken
in the course of that business.
2.  Investment firms shall establish and maintain a perma-
nent and effective compliance function which operates in-
dependently and which has the following responsibilities:
(a) to monitor on a permanent basis and to assess, on a

regular basis, the adequacy and effectiveness of the
measures, policies and procedures put in place in ac-
cordance with the first subparagraph of paragraph 1,
and the actions taken to address any deficiencies in
the firm’s compliance with its obligations;

(b) to advise and assist the relevant persons responsible
for carrying out investment services and activities to
comply with the firm’s obligations under Directive
2014/65/EU;

(c) to report to the management body, on at least an an-
nual basis, on the implementation and effectiveness of
the overall control environment for investment ser-
vices and activities, on the risks that have been identi-
fied and on the complaints-handling reporting as well
as remedies undertaken or to be undertaken;

(d) to monitor the operations of the complaints-handling
process and consider complaints as a source of rele-
vant information in the context of its general moni-
toring responsibilities.

In order to comply with points (a) and (b) of this para-
graph, the compliance function shall conduct an assess-
ment on the basis of which it shall establish a risk-based
monitoring programme that takes into consideration all
areas of the investment firm’s investment services, activi-
ties and any relevant ancillary services, including relevant
information gathered in relation to the monitoring of
complaints handling. The monitoring programme shall es-
tablish priorities determined by the compliance risk as-
sessment ensuring that compliance risk is comprehensive-
ly monitored.
3.  In order to enable the compliance function referred to
in paragraph 2 to discharge its responsibilities properly
and independently, investment firms shall ensure that the
following conditions are satisfied:
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Regulation
2017/565

Topic Content

(a) the compliance function has the necessary authority,
resources, expertise and access to all relevant infor-
mation;

(b) a compliance officer is appointed and replaced by the
management body and is responsible for the compli-
ance function and for any reporting as to compliance
required by Directive 2014/65/EU and Article 25(2)
Reg 2017/565;

(c) the compliance function reports on an ad-hoc basis
directly to the management body where it detects a
significant risk of failure by the firm to comply with
its obligations under Directive 2014/65/EU;

(d) the relevant persons involved in the compliance func-
tion are not involved in the performance of services
or activities they monitor;

(e) the method of determining the remuneration of the
relevant persons involved in the compliance function
does not compromise their objectivity and is not like-
ly to do so.

4.  An investment firm shall not be required to comply
with point (d) or point (e) of paragraph 3 where it is able
to demonstrate that in view of the nature, scale and com-
plexity of its business, and the nature and range of invest-
ment services and activities, the requirements under point
(d) or (e) are not proportionate and that its compliance
function continues to be effective. In that case, the invest-
ment firm shall assess whether the effectiveness of the
compliance function is compromised. The assessment
shall be reviewed on a regular basis.

Art 25 Responsibili-
ty of senior
management

1.  Investment firms shall, when allocating functions inter-
nally, ensure that senior management, and, where applica-
ble, the supervisory function, are responsible for ensuring
that the firm complies with its obligations under Directive
2014/65/EU. In particular, senior management and, where
applicable, the supervisory function shall be required to
assess and periodically review the effectiveness of the pol-
icies, arrangements and procedures put in place to comply
with the obligations under Directive 2014/65/EU and to
take appropriate measures to address any deficiencies.
The allocation of significant functions among senior man-
agers shall clearly establish who is responsible for oversee-
ing and maintaining the firm’s organisational require-
ments. Records of the allocation of significant functions
shall be kept up-to-date.
2.  Investment firms shall ensure that their senior manage-
ment receive on a frequent basis, and at least annually,
written reports on the matters covered by Articles 22, 23
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2017/565

Topic Content

and 24 indicating in particular whether the appropriate
remedial measures have been taken in the event of any de-
ficiencies.
3.  Investment firms shall ensure that where there is a su-
pervisory function, it receives written reports on the mat-
ters covered by Articles 22, 23 and 24 on a regular basis.
4.  For the purposes of this Article, the supervisory func-
tion shall be the function within an investment firm re-
sponsible for the supervision of its senior management.

Art 26 Complaints
handling

1.  Investment firms shall establish, implement and main-
tain effective and transparent complaints management
policies and procedures for the prompt handling of clients’
or potential clients’ complaints. Investment firms shall
keep a record of the complaints received and the measures
taken for their resolution.
The complaints management policy shall provide clear, ac-
curate and up-to-date information about the complaints-
handling process. This policy shall be endorsed by the
firm’s management body.
2.  Investment firms shall publish the details of the process
to be followed when handling a complaint. Such details
shall include information about the complaints manage-
ment policy and the contact details of the complaints
management function. The information shall be provided
to clients or potential clients, on request, or when ac-
knowledging a complaint. Investment firms shall enable
clients and potential clients to submit complaints free of
charge.
3.  Investment firms shall establish a complaints manage-
ment function responsible for the investigation of com-
plaints. This function may be carried out by the compli-
ance function.
4.  When handling a complaint, investment firms shall
communicate with clients or potential clients clearly, in
plain language that is easy to understand and shall reply to
the complaint without undue delay.
5.  Investment firms shall communicate the firm’s position
on the complaint to clients or potential clients and inform
the clients or potential clients about their options, includ-
ing that they may be able to refer the complaint to an al-
ternative dispute resolution entity, as defined in Article
4(h) of Directive 2013/11/EU of the European Parliament
and the Council on consumer ADR or that the client may
be able to take civil action.
6.  Investment firms shall provide information on com-
plaints and complaints-handling to the relevant competent
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Topic Content

authorities and, where applicable under national law, to an
alternative dispute resolution (ADR) entity.
7.  Investment firms’ compliance function shall analyse
complaints and complaints-handling data to ensure that
they identify and address any risks or issues.

Art 27 Remunera-
tion policies
and practices

1.  Investment firms shall define and implement remuner-
ation policies and practices under appropriate internal
procedures taking into account the interests of all the
clients of the firm, with a view to ensuring that clients are
treated fairly and their interests are not impaired by the re-
muneration practices adopted by the firm in the short,
medium or long term.
Remuneration policies and practices shall be designed in
such a way so as not to create a conflict of interest or in-
centive that may lead relevant persons to favour their own
interests or the firm’s interests to the potential detriment of
any client.
2.  Investment firms shall ensure that their remuneration
policies and practices apply to all relevant persons with an
impact, directly or indirectly, on investment and ancillary
services provided by the investment firm or on its corpo-
rate behaviour, regardless of the type of clients, to the ex-
tent that the remuneration of such persons and similar in-
centives may create a conflict of interest that encourages
them to act against the interests of any of the firm’s clients.
3.  The management body of the investment firm shall ap-
prove, after taking advice from the compliance function,
the firm’s remuneration policy. The senior management of
the investment firm shall be responsible for the day-to-day
implementation of the remuneration policy and the moni-
toring of compliance risks related to the policy.
4.  Remuneration and similar incentives shall not be solely
or predominantly based on quantitative commercial crite-
ria, and shall take fully into account appropriate qualita-
tive criteria reflecting compliance with the applicable reg-
ulations, the fair treatment of clients and the quality of
services provided to clients.
A balance between fixed and variable components of re-
muneration shall be maintained at all times, so that the re-
muneration structure does not favour the interests of the
investment firm or its relevant persons against the inter-
ests of any client.

Art 28 Scope of Per-
sonal transac-
tions

For the purposes of Article 29 and Article 37, a personal
transaction shall be a trade in a financial instrument ef-
fected by or on behalf of a relevant person, where at least
one of the following criteria are met:
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(a) the relevant person is acting outside the scope of the
activities he carries out in his professional capacity;

(b) the trade is carried out for the account of any of the
following persons:
(i) the relevant person;
(ii) any person with whom he has a family relation-

ship, or with whom he has close links;
(iii) a person in respect of whom the relevant person

has a direct or indirect material interest in the
outcome of the trade, other than obtaining a fee
or commission for the execution of the trade.

Art 29 Personal
transactions

1.  Investment firms shall establish, implement and main-
tain adequate arrangements aimed at preventing the activ-
ities set out in paragraphs 2, 3 and 4 in the case of any rel-
evant person who is involved in activities that may give
rise to a conflict of interest, or who has access to inside in-
formation within the meaning of Article 7(1) of Regu-
lation (EU) No 596/2014 or to other confidential informa-
tion relating to clients or transactions with or for clients by
virtue of an activity carried out by him on behalf of the
firm.
2.  Investment firms shall ensure that relevant persons do
not enter into a personal transaction which meets at least
one of the following criteria:
(a) that person is prohibited from entering into it under

Regulation (EU) No 596/2014;
(b) it involves the misuse or improper disclosure of that

confidential information;
(c) it conflicts or is likely to conflict with an obligation of

the investment firm under Directive 2014/65/EU.
3.  Investment firms shall ensure that relevant persons do
not advise or recommend, other than in the proper course
of employment or contract for services, any other person
to enter into a transaction in financial instruments which,
if it were a personal transaction of the relevant person,
would be covered by paragraph 2 or Article 37(2)(a) or (b)
or Article 67(3).
4.  Without prejudice to Article 10(1) of Regulation (EU)
No 596/2014, investment firms shall ensure that relevant
persons do not disclose, other than in the normal course
of his employment or contract for services, any informa-
tion or opinion to any other person where the relevant
person knows, or reasonably ought to know, that as a re-
sult of that disclosure that other person will or would be
likely to take either of the following steps:
(a) to enter into a transaction in financial instruments

which, if it were a personal transaction of the relevant
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person, would be covered by paragraphs 2 or 3 or Ar-
ticle 37(2)(a) or (b) or Article 67(3);

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

5.  The arrangements required under paragraph 1 shall be
designed to ensure that:
(a) each relevant person covered by paragraphs 1, 2, 3

and 4 is aware of the restrictions on personal transac-
tions, and of the measures established by the invest-
ment firm in connection with personal transactions
and disclosure, in accordance with paragraphs 1, 2,3
and 4.

(b) the firm is informed promptly of any personal trans-
action entered into by a relevant person, either by no-
tification of that transaction or by other procedures
enabling the firm to identify such transactions;

(c) a record is kept of the personal transaction notified to
the firm or identified by it, including any authorisa-
tion or prohibition in connection with such a transac-
tion.

In the case of outsourcing arrangements, the investment
firm shall ensure that the firm to which the activity is out-
sourced maintains a record of personal transactions en-
tered into by any relevant person and provides that infor-
mation to the investment firm promptly on request.
6.  Paragraphs 1 to 5 shall not apply to the following per-
sonal transactions:
(a) personal transactions effected under a discretionary

portfolio management service where there is no prior
communication in connection with the transaction
between the portfolio manager and the relevant per-
son or other person for whose account the transaction
is executed;

(b) personal transactions in undertakings for collective
investments in transferable securities (UCITS) or
AIFs that are subject to supervision under the law of a
Member State which requires an equivalent level of
risk spreading in their assets, where the relevant per-
son and any other person for whose account the
transactions are effected are not involved in the man-
agement of that undertaking.

While the numerous articles of Commission Delegated Regulation (EU) 2017/565
leave the impression of an overzealous regulator, a closer look reveals that many of those
requirements are the standard requirements in other EU rules on asset management.
In a way, Art 16 in conjunction with the Level 2 MiFID legislation aligns the MiFID/
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MiFIR framework with the UCITSD, AIFMD and the asset management-related parts of
CRDIV/CRR, and establishes joint principles on European asset management law.3

Conflicts of interest (Art 16(3) MiFID)

With Art 16(3) and Level 2 MiFID, demanding the maintenance and operation of
effective organisational and administrative arrangements to prevent conflicts of inter-
est from adversely affecting the interests of its clients, the European legislature responds
to the expanded range of activities simultaneously undertaken by many investment
firms, which has increased the potential for synergies between those activities and the
clients’ interests. In turn, firms “have a duty to take effective steps to identify and prevent
or manage conflicts of interest and mitigate the potential impact of those risks as far as
possible. Where some residual risk of detriment to the client’s interests nonetheless re-
mains, clear disclosure to the client of the general nature and/or sources of conflicts of
interest to the client and the steps taken to mitigate those risks should be made before
undertaking business on its behalf.” (Recital 56 MiFID).

For the definition of conflicts of interests see comments on → Art 23. On propor-
tionality supra, at → mn 3.

The following table provides an overview of the applicable Level 2 legislation:

Regulation
(EU)
2017/565

Topic Content

Art 33 Conflicts of
interest po-
tentially
detrimental
to a client

For the purposes of identifying the types of conflict of
interest that arise in the course of providing investment
and ancillary services or a combination thereof and
whose existence may damage the interests of a client, in-
vestment firms shall take into account, by way of mini-
mum criteria, whether the investment firm or a relevant
person, or a person directly or indirectly linked by con-
trol to the firm, is in any of the following situations,
whether as a result of providing investment or ancillary
services or investment activities or otherwise:
(a) the firm or that person is likely to make a financial

gain, or avoid a financial loss, at the expense of the
client;

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

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

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

(e) the firm or that person receives or will receive from a
person other than the client an inducement in rela-

b)

3 See Zetzsche, ‘Joint Principles of European Asset Management Law’, in Zetzsche (ed), AIFMD (2nd ed.
2015) (Ch. 38).
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Regulation
(EU)
2017/565

Topic Content

tion to a service provided to the client, in the form of
monetary or non-monetary benefits or services.

Art 34 Conflicts of
interest
policy

1.  Investment firms shall establish, implement and main-
tain an effective conflicts of interest policy set out in writ-
ing and appropriate to the size and organisation of the
firm and the nature, scale and complexity of its business.
Where the firm is a member of a group, the policy shall
also take into account any circumstances, of which the
firm is or should be aware, which may give rise to a con-
flict of interest arising as a result of the structure and
business activities of other members of the group.
2.  The conflicts of interest policy established in accor-
dance with paragraph 1 shall include the following con-
tent:
(a) it must identify, with reference to the specific invest-

ment services and activities and ancillary services
carried out by or on behalf of the investment firm,
the circumstances which constitute or may give rise
to a conflict of interest entailing a risk of damage to
the interests of one or more clients;

(b) it must specify procedures to be followed and mea-
sures to be adopted in order to prevent or manage
such conflicts.

3.  The procedures and measures referred to in paragraph
2(b) shall be designed to ensure that relevant persons en-
gaged in different business activities involving a conflict
of interest of the kind specified in paragraph 2(a) carry
on those activities at a level of independence appropriate
to the size and activities of the investment firm and of the
group to which it belongs, and to the risk of damage to
the interests of clients.
For the purposes of paragraph 2(b), the procedures to be
followed and measures to be adopted shall include at
least those items in the following list that are necessary
for the firm to ensure the requisite degree of indepen-
dence:
(a) effective procedures to prevent or control the ex-

change of information between relevant persons en-
gaged in activities involving a risk of a conflict of
interest where the exchange of that information may
harm the interests of one or more clients;

(b) the separate supervision of relevant persons whose
principal functions involve carrying out activities on
behalf of, or providing services to, clients whose in-
terests may conflict, or who otherwise represent dif-
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ferent interests that may conflict, including those of
the firm;

(c) the removal of any direct link between the remuner-
ation of relevant persons principally engaged in one
activity and the remuneration of, or revenues gener-
ated by, different relevant persons principally en-
gaged in another activity, where a conflict of interest
may arise in relation to those activities;

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

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

4.  Investment firms shall ensure that disclosure to
clients, pursuant to Article 23(2) of Directive
2014/65/EU, is a measure of last resort that shall be used
only where the effective organisational and administra-
tive arrangements established by the investment firm to
prevent or manage its conflicts of interest in accordance
with Article 23 of Directive 2014/65/EU are not sufficient
to ensure, with reasonable confidence, that risks of dam-
age to the interests of the client will be prevented.
The disclosure shall clearly state that the organisational
and administrative arrangements established by the in-
vestment firm to prevent or manage that conflict are not
sufficient to ensure, with reasonable confidence, that the
risks of damage to the interests of the client will be pre-
vented. The disclosure shall include specific description
of the conflicts of interest that arise in the provision of in-
vestment and/or ancillary services, taking into account
the nature of the client to whom the disclosure is being
made. The description shall explain the general nature
and sources of conflicts of interest, as well as the risks to
the client that arise as a result of the conflicts of interest
and the steps undertaken to mitigate these risks, in suffi-
cient detail to enable that client to take an informed deci-
sion with respect to the investment or ancillary service in
the context of which the conflicts of interest arise.
5.  Investment firms shall assess and periodically review,
on an at least annual basis, the conflicts of interest policy
established in accordance with paragraphs 1 to 4 and
shall take all appropriate measures to address any defi-
ciencies. Over-reliance on disclosure of conflicts of inter-
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est shall be considered a deficiency in the investment
firm’s conflicts of interest policy.

Art 35 Record of
services or
activities giv-
ing rise to
detrimental
conflict of
interest

Investment firms shall keep and regularly update a record
of the kinds of investment or ancillary service or invest-
ment activity carried out by or on behalf of the firm in
which a conflict of interest entailing a risk of damage to
the interests of one or more clients has arisen or, in the
case of an ongoing service or activity, may arise.
Senior management shall receive on a frequent basis, and
at least annually, written reports on situations referred to
in this Article.

Art 37 Additional
organisation-
al require-
ments in
relation to
investment
research
or marketing
communica-
tions

1.  Investment firms which produce, or arrange for the
production of, investment research that is intended or
likely to be subsequently disseminated to clients of the
firm or to the public, under their own responsibility or
that of a member of their group, shall ensure the imple-
mentation of all the measures set out in Article 34(3) in
relation to the financial analysts involved in the produc-
tion of the investment research and other relevant per-
sons whose responsibilities or business interests may con-
flict with the interests of the persons to whom the invest-
ment research is disseminated.
The obligations in the first subparagraph shall also apply
in relation to recommendations referred to in Article
36(2).
2.  Investment firms referred to in the first subparagraph
of paragraph 1 shall have in place arrangements designed
to ensure that the following conditions are satisfied:
(a) financial analysts and other relevant persons do not

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

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

(c) a physical separation exists between the financial an-
alysts involved in the production of investment re-
search and other relevant persons whose responsibil-
ities or business interests may conflict with the inter-
ests of the persons to whom the investment research
is disseminated or, when considered not appropriate
to the size and organisation of the firm as well as the
nature, scale and complexity of its business, the es-
tablishment and implementation of appropriate al-
ternative information barriers;

(d) the investment firms themselves, financial analysts,
and other relevant persons involved in the produc-
tion of the investment research do not accept induce-
ments from those with a material interest in the sub-
ject-matter of the investment research;

(e) the investment firms themselves, financial analysts,
and other relevant persons involved in the produc-
tion of the investment research do not promise is-
suers favourable research coverage;

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

For the purposes of this paragraph, ‘related financial in-
strument’ shall be any financial instrument the price of
which is closely affected by price movements in another
financial instrument which is the subject of investment
research, and includes a derivative on that other financial
instrument.
3.  Investment firms which disseminate investment re-
search produced by another person to the public or to
clients shall be exempt from complying with paragraph 1
if the following criteria are met:
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(a) the person that produces the investment research is
not a member of the group to which the investment
firm belongs;

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

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

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

Art 38 Additional
general re-
quirements
in relation to
underwriting
or placing

1.  Investment firms which provide advice on corporate
finance strategy, as set out in Section B(3) of Annex I,
and provide the service of underwriting or placing of fi-
nancial instruments, shall, before accepting a mandate to
manage the offering, have arrangements in place to in-
form the issuer client of the following:
(a) the various financing alternatives available with the

firm, and an indication of the amount of transaction
fees associated with each alternative;

(b) the timing and the process with regard to the corpo-
rate finance advice on pricing of the offer;

(c) the timing and the process with regard to the corpo-
rate finance advice on placing of the offering;

(d) details of the targeted investors, to whom the firm
intends to offer the financial instruments;

(e) the job titles and departments of the relevant indi-
viduals involved in the provision of corporate fi-
nance advice on the price and allotment of financial
instruments; and

(f) firm’s arrangements to prevent or manage conflicts
of interest that may arise where the firm places the
relevant financial instruments with its investment
clients or with its own proprietary book.

2.  Investment firms shall have in place a centralised pro-
cess to identify all underwriting and placing operations
of the firm and record such information, including the
date on which the firm was informed of potential under-
writing and placing operations. Firms shall identify all
potential conflicts of interest arising from other activities
of the investment firm, or group, and implement appro-
priate management procedures. In cases where an invest-
ment firm cannot manage a conflict of interest by way of
implementing appropriate procedures, the investment
firm shall not engage in the operation.
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3.  Investment firms providing execution and research
services as well as carrying out underwriting and placing
activities shall ensure adequate controls are in place to
manage any potential conflicts of interest between these
activities and between their different clients receiving
those services.

Art 39 Additional
requirements
in relation to
pricing of
offerings in
relation to
issuance of
financial
instruments

1.  Investment firms shall have in place systems, controls
and procedures to identify and prevent or manage con-
flicts of interest that arise in relation to possible under-
pricing or over-pricing of an issue or involvement of rele-
vant parties in the process. In particular, investment
firms shall as a minimum requirement establish, imple-
ment and maintain internal arrangements to ensure both
of the following:
(a) that the pricing of the offer does not promote the in-

terests of other clients or firm’s own interests, in a
way that may conflict with the issuer client’s inter-
ests; and

(b) the prevention or management of a situation where
persons responsible for providing services to the
firm’s investment clients are directly involved in deci-
sions about corporate finance advice on pricing to
the issuer client.

2.  Investment firms shall provide clients with informa-
tion about how the recommendation as to the price of the
offering and the timings involved is determined. In par-
ticular, the firm shall inform and engage with the issuer
client about any hedging or stabilisation strategies it in-
tends to undertake with respect to the offering, including
how these strategies may impact the issuer clients’ inter-
ests. During the offering process, firms shall also take all
reasonable steps to keep the issuer client informed about
developments with respect to the pricing of the issue.

Art 40 Additional
requirements
in relation to
placing

1.  Investment firms placing financial instruments shall
establish, implement and maintain effective arrange-
ments to prevent recommendations on placing from be-
ing inappropriately influenced by any existing or future
relationships.
2.  Investment firms shall establish, implement and main-
tain effective internal arrangements to prevent or manage
conflicts of interests that arise where persons responsible
for providing services to the firm’s investment clients are
directly involved in decisions about recommendations to
the issuer client on allocation.
3.  Investment firms shall not accept any third-party pay-
ments or benefits unless such payments or benefits com-
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ply with the inducements requirements laid down in Ar-
ticle 24 of Directive 2014/65/EU. In particular, the follow-
ing practices shall be considered not compliant with
those requirements and shall therefore be considered not
acceptable:
(a) an allocation made to incentivise the payment of dis-

proportionately high fees for unrelated services pro-
vided by the investment firm (‘laddering’), such as
disproportionately high fees or commissions paid by
an investment client, or disproportionately high vol-
umes of business at normal levels of commission
provided by the investment client as a compensation
for receiving an allocation of the issue;

(b) an allocation made to a senior executive or a corpo-
rate officer of an existing or potential issuer client, in
consideration for the future or past award of corpo-
rate finance business (‘spinning’);

(c) an allocation that is expressly or implicitly condi-
tional on the receipt of future orders or the purchase
of any other service from the investment firm by an
investment client, or any entity of which the investor
is a corporate officer.

4.  Investment firms shall establish, implement and main-
tain an allocation policy that sets out the process for de-
veloping allocation recommendations. The allocation
policy shall be provided to the issuer client before agree-
ing to undertake any placing services. The policy shall set
out relevant information that is available at that stage,
about the proposed allocation methodology for the issue.
5.  Investment firms shall involve the issuer client in dis-
cussions about the placing process in order for the firm
to be able to understand and take into account the client’s
interests and objectives. The investment firm shall obtain
the issuer client’s agreement to its proposed allocation
per type of client for the transaction in accordance with
the allocation policy.

Art 41 Additional
requirements
in relation to
advice, distri-
bution and
self-place-
ment

1.  Investment firms shall have in place systems, controls
and procedures to identify and manage the conflicts of
interest that arise when providing investment service to
an investment client to participate in a new issue, where
the investment firm receives commissions, fees or any
monetary or non-monetary benefits in relation to ar-
ranging the issuance. Any commissions, fees or monetary
or non-monetary benefits shall comply with the require-
ments in Article 24(7), 24(8) and 24(9) of Directive
2014/65/EU and be documented in the investment firm’s
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conflicts of interest policies and reflected in the firm’s in-
ducements arrangements.
2.  Investment firms engaging in the placement of finan-
cial instruments issued by themselves or by entities with-
in the same group, to their own clients, including their
existing depositor clients in the case of credit institutions,
or investment funds managed by entities of their group,
shall establish, implement and maintain clear and effect-
ive arrangements for the identification, prevention or
management of the potential conflicts of interest that
arise in relation to this type of activity. Such arrange-
ments shall include consideration of refraining from en-
gaging in the activity, where conflicts of interest cannot
be appropriately managed so as to prevent any adverse ef-
fects on clients.
3.  When disclosure of conflicts of interest is required, in-
vestment firms shall comply with the requirements in Ar-
ticle 34(4), including an explanation of the nature and
source of the conflicts of interest inherent to this type of
activity, providing details about the specific risks related
to such practices in order to enable clients to make an in-
formed investment decision.
4.  Investment firms which offer financial instruments is-
sued that are by themselves or other group entities to
their clients and that are included in the calculation of
prudential requirements specified in Regulation (EU) No
575/2013 of the European Parliament and of the Councl,
Directive 2013/36/EU of the European Parliament and of
the Council or Directive 2014/59/EU of the European
Parliament and of the Council, shall provide those clients
with additional information explaining the differences
between the financial instrument and bank deposits in
terms of yield, risk, liquidity and any protection provided
in accordance with Directive 2014/49/EU of the Euro-
pean Parliament and of the Council.

Art 42 Additional
requirements
in relation to
lending or
provision of
credit in the
context of
underwriting
or placement

1.  Where any previous lending or credit to the issuer
client by an investment firm, or an entity within the same
group, may be repaid with the proceeds of an issue, the
investment firm shall have arrangements in place to iden-
tify and prevent or manage any conflicts of interest that
may arise as a result.
2.  Where the arrangements taken to manage conflicts of
interest prove insufficient to ensure that the risk of dam-
age to the issuer client would be prevented, investment
firms shall disclose to the issuer client the specific con-
flicts of interest that have arisen in relation to their, or
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group entities’, activities in a capacity of credit provider,
and their activities related to the securities offering.
3.  Investment firms’ conflict of interest policy shall re-
quire the sharing of information about the issuer’s finan-
cial situation with group entities acting as credit
providers, provided this would not breach information
barriers set up by the firm to protect the interests of a
client.

Art 43 Record keep-
ing in rela-
tion to un-
derwriting or
placing

Investment firms shall keep records of the content and
timing of instructions received from clients. A record of
the allocation decisions taken for each operation shall be
kept to provide for a complete audit trail between the
movements registered in clients’ accounts and the in-
structions received by the investment firm. In particular,
the final allocation made to each investment client shall
be clearly justified and recorded. The complete audit trail
of the material steps in the underwriting and placing pro-
cess shall be made available to competent authorities up-
on request.

Continuity and regularity of service (Art 16(4) MiFID)

Clients’ interests would be put at risk if the investment firm could stop offering its
services at any time. For instance, a portfolio management client expects the firm to
manage its portfolio continuously in order to be able to respond to market develop-
ments. Service interruptions can disrupt the effect of portfolio management. For that
reason, Art 16(4) MiFID requires the firm to take reasonable steps to ensure service con-
tinuity and regularity, by employing appropriate and proportionate systems, resources
and procedures. Art 21 (3) Commission Delegated Regulation (EU) 2017/565 requires
the firm to write down and update these measures in a business continuity, ensuring, in
the case of an interruption to their systems and procedures, the preservation of essential
data and functions, and the maintenance of investment services and activities, or, where
that is not possible, the timely recovery of such data and functions and the timely re-
sumption of their investment services and activities. Examples include, with regard to
information technology, automated storage routines on multiple harddrives, back-up
routines, multiple mirror servers, protection against server access and manipulaton, fire-
walls and other black hat hack countermeasures. See on IT risks also comments on →
Art 16(5), second para MiFID infra as well as the additional requirements for algorith-
mic trading in → Art 17.

From an organisational perspective, the firm must double up on the expertise of key
personnel, or at least require regular documentation of material knowledge, write down
a business organisation plan that leaves no gap even if one of the key people is sick or
permanently absent, etc. These are the usual features of “adequate policies and proce-
dures” set out in the Level 2 legislation to Art 16(2) MiFID.

c)
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Product governance, target market (Art 16(3), second para to end MiFID)

Objective

Art 16(3), second para to end MiFID stipulates the target market requirement on
the side of the investment firm that manufactures, i.e. creates the financial product for
sale to clients (for firms distributing products, see the requirements set out in → Art 24
et seq.).4 Manufacturing firms shall “operate and review a process for the approval of
each financial instrument and significant adaptations of existing financial instruments
before it is marketed or distributed to clients.” The objective of Art 16(3) MiFID is in-
vestor protection; investors shall be protected from risks resulting from information
asymmetry and lack of sophistication necessary to understand the characteristics of a fi-
nancial product in all market environments. For instance, a new product often responds
to an investor’s obvious need at the time of manufacturing, for example a yield product
responding to a low interest environment. While investors may be delighted to find
higher yields, they may disregard the risks they bear due to the underlying exposures in
case of changing expectations, such as when the interest rates suddenly raise again. They
may also disregard the fees they incur while hunting the (expected) yield. These be-
havioural errors shall be avoided by product governance requirements.

Where the investment firm holds the underlying assets on their own account, in-
vestors are exposed to a “pump-and-down” risk, i.e. an undue marketing of a financial
product that could enable the investment firm to dispose of its assets at unfair prices or
in disregard of the acquirers’ interests.5 In this variant, the product approval requirement
is a qualification of the general requirements to make the client’s interest paramount
when pursuing investment services. This is the rationale and justification of Art 16(3)
MiFID. But the target market and product approval are not limited to the firm’s own
clients. It must also consider a potential mismarketing of the distributing investment
firm’s clients. In this regard, the rationale exceeds that of Art 16(3), first para MiFID. But
the product approval process goes even beyond any client protection in that it must con-
sider the orderly functioning of markets as such. This relates in particular to cases that
may not clearly qualify as market abuse, since market abuse is prohibited anyway via the
MAR and MAD. This could concern, for instance, privileged knowledge on who holds
the counter position on any financial instruments offered to investors.

In order to meet these various policy objectives, a product manufacturer must iden-
tify for each product a target market of end clients within the relevant category of clients.
When identifiying the target market, the manufacturer needs to consider all relevant
risks for investors of that group, as well as how that group would usually understand the
marketing of characteristics associated with the product. In turn, the firm must adopt a
distribution strategy for that product which is consistent with the identified target mar-
ket. For example, a product targeted at sophisticated investors shall not be marketed to
risk averses retail clients.

The manufacturer must make the information about the target market and the
product approval process available to all distributors, and distributors are mandated to
acquire the respective information before distributing a product (see Art 16(3) para 4
and 5 MiFID). It follows from that requirement that the target market and product gov-
ernance requirements are aiming at restricting undue marketing, but it falls short of a
marketing ban to clients that are outside the identified group. If a client wants, at its own

3.

a)

4 See on target markets the literature cited in the comments on → Art 24.
5 See Art 9(2), (3) of Commission Delegated Directive (EU) 2017/593.
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initiative, to acquire the product, the investment firm is in principle allowed to sell it to
the client.

Example:
Professional investor A wants to purchase a product targeted at retail investors. Of course, the investor
may purchase such a product. An exception to the principle that the target market requirement does not
affect the freedom of distribution is, however, the restriction which Art 25(4) MiFID imposes on sales of
financial instruments on an execution only basis (see comments on → Art 25(4) MiFID).

Scope

The target market requirement covers all investment services and activities pursued
by the investment firm. Manufacturing means any creation, development, issue and/or
design of financial instruments, “including when advising corporate issuers on the
launch of new financial instruments.”6 The target market requirement shall also apply to
firms authorised to perform investment services without being subject to MiFID,7
such as entities providing services to intra-group entities only or the managers of collec-
tive investment schemes (for further examples, see comments on → Art 2 and 3). If a
firm engages in both manufacturing and distribution, it shall comply with the require-
ments set out in Art 16 MiFID and Art 24 et seq. MiFID.8

Although used very often in MiFID, neither “sale to clients” nor “marketing” or “dis-
tribution” to clients is defined in MiFID Level 1 and 2. This is unusual when compared
to other EU financial law acts, such as the AIFMD. In our opinion, the aforementioned
activities require an active step on the side of the manufacturing firm in the direction of
the client. If, by contrast, the client approaches the firm and asks it to set up a certain
product (e.g. a certain derivative or fund product) on demand, then Art 16(3) MiFID
does not apply.

Minimum content

Level 2 implementing legislation sets out a number of factors to consider when defin-
ing the target market.9 In particular, it requires that the target market definition be suffi-
ciently detailed so that the definition can function effectively.10 In light of this require-
ment, defining the target market for “all retail investors” would for example be insuffi-
cient. A more precise qualification is necessary, such as “ready to bear a certain [defined]
degree of volatility”, “ready to bear the risks of a changing interest rate environment”, etc.

At the same time, as all financial regulation, the target market definition is subject to
the principle of proportionality.11 If the product is of a plain vanilla type, such as a sim-
ple share or bond, and comprehensive information on the product is readily available,
the target market definition can be “relatively simple for certain simple products dis-
tributed on an execution-only basis where such products would be compatible with the
needs and characteristics of the mass retail market.”12 On the other hand, for complex
products a detailed description of the target client profile is of the essence, including def-
initions of clients who shall not be the target of marketing efforts. “The level of granular-
ity of the target market and the criteria used to define the target market and determine

b)

c)

6 Cf. Recital 15 of Commission Delegated Directive (EU) 2017/593.
7 Cf. Recital 16 of Commission Delegated Directive (EU) 2017/593.
8 Cf. Recital 17 of Commission Delegated Directive (EU) 2017/593.
9 Art 9(8) et seq. of Commission Delegated Directive (EU) 2017/593.
10 Cf. Recital 17 of Commission Delegated Directive (EU) 2017/593.
11 Art 9(1) of Commission Delegated Directive (EU) 2017/593.
12 Cf. Recital 18 of Commission Delegated Directive (EU) 2017/593.
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the appropriate distribution strategy should be relevant for the product and should make
it possible to assess which clients fall within the target market”.13

Policy, review

The target market and product approval process must be laid down in a product ap-
proval policy. Key staff must be involved in the product approval to ensure compliance
with the policy. If Third Country entities are involved, compliance with Art 16(3) MiFID
must be ensured by contractual means.14 This policy could be part of the investment
firm’s general organisation or programme of operations. However, since the distributors
are required to ask for information on the former, it is advisable to lay down those re-
quirements in a separate policy document.

The target market definition is up for a regular review, “taking into account any
event that could materially affect the potential risk to the identified target market”
(Art 16(3) MiFID).15 This review shall include insights based on communication be-
tween the manufacturer and the distributors. Distributors are to “periodically inform the
manufacturers about their experience with the products. While distributors should not
be required to report every sale to manufacturers, they should provide the data that is
necessary for the manufacturer to review the product and check that it remains consist-
ent with the needs, characteristics and objectives of the target market defined by the
manufacturer. Relevant information could include data about the amount of sales out-
side the manufacturer’s target market, summary information of the types of clients, a
summary of complaints received or by posing questions suggested by the manufacturer
to a sample of clients for feedback.”16

Level 2 legislation

Details are laid down in Art 9, 10 Commission Delegated Directive (EU) 2017/593
of 7 April 2016. The following table provides an overview of the applicable Level 2 legis-
lation:

Directive
2017/593

Topic Content

Art 9 Product gov-
ernance obli-
gations for
investment
firms manu-
facturing
financial
instruments

1.  Member States shall require investment firms to comply
with this Article when manufacturing financial instru-
ments, which encompasses the creation, development, is-
suance and/or design of financial instruments.
Member States shall require investment firms manufactur-
ing financial instruments to comply, in a way that is appro-
priate and proportionate, with the relevant requirements in
paragraphs 2 to 15, taking into account the nature of the fi-
nancial instrument, the investment service and the target
market for the product.
2.  Member States shall require investment firms to estab-
lish, implement and maintain procedures and measures to
ensure the manufacturing of financial instruments com-
plies with the requirements on proper management of con-

d)

e)

13 Cf. Recital 19 of Commission Delegated Directive (EU) 2017/593.
14 Art 9(6) to (8) of Commission Delegated Directive (EU) 2017/593.
15 For details see Art 9(15) of Commission Delegated Directive (EU) 2017/593.
16 Cf. Recital 20 of Commission Delegated Directive (EU) 2017/593.
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flicts of interest, including remuneration. In particular, in-
vestment firms manufacturing financial instruments shall
ensure that the design of the financial instrument, includ-
ing its features, does not adversely affect end clients or does
not lead to problems with market integrity by enabling the
firm to mitigate and/or dispose of its own risks or exposure
to the underlying assets of the product, where the invest-
ment firm already holds the underlying assets on own ac-
count.
3.  Member States shall require investment firms to analyse
potential conflicts of interests each time a financial instru-
ment is manufactured. In particular, firms shall assess
whether the financial instrument creates a situation where
end clients may be adversely affected if they take:
(a) an exposure opposite to the one previously held by the

firm itself; or
(b) an exposure opposite to the one that the firm wants to

hold after the sale of the product.
4.  Member States shall ensure that investment firms con-
sider whether the financial instrument may represent a
threat to the orderly functioning or to the stability of finan-
cial markets before deciding to proceed with the launch of
the product.
5.  Member States shall require investment firms to ensure
that relevant staff involved in the manufacturing of finan-
cial instruments possess the necessary expertise to under-
stand the characteristics and risks of the financial instru-
ments they intend to manufacture.
6.  Member States shall require investment firms to ensure
that the management body has effective control over the
firm’s product governance process. Investment firms shall
ensure that the compliance reports to the management
body systematically include information about the finan-
cial instruments manufactured by the firm, including in-
formation on the distribution strategy. Investment firms
shall make the reports available to their competent authori-
ty on request.
7.  Member States shall require investment firms to ensure
that the compliance function monitors the development
and periodic review of product governance arrangements
in order to detect any risk of failure by the firm to comply
with the obligations set out in this Article.
8.  Member States shall require investment firms, where
they collaborate, including with entities which are not au-
thorised and supervised in accordance with Directive
2014/65/EU or third-country firms, to create, develop, is-
sue and/or design a product, to outline their mutual re-
sponsibilities in a written agreement.
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9.  Member States shall require investment firms to identify
at a sufficiently granular level the potential target market
for each financial instrument and specify the type(s) of
client for whose needs, characteristics and objectives the fi-
nancial instrument is compatible. As part of this process,
the firm shall identify any group(s) of clients for whose
needs, characteristics and objectives the financial instru-
ment is not compatible. Where investment firms collab-
orate to manufacture a financial instrument, only one tar-
get market needs to be identified.
Investment firms manufacturing financial instruments that
are distributed through other investment firms shall deter-
mine the needs and characteristics of clients for whom the
product is compatible based on their theoretical knowledge
of and past experience with the financial instrument or
similar financial instruments, the financial markets and the
needs, characteristics and objectives of potential end
clients.
10.  Member States shall require investment firms to un-
dertake a scenario analysis of their financial instruments
which shall assess the risks of poor outcomes for end
clients posed by the product and in which circumstances
these outcomes may occur. Investment firms shall assess
the financial instrument under negative conditions cover-
ing what would happen if, for example:
(a) the market environment deteriorated;
(b) the manufacturer or a third party involved in manu-

facturing and or functioning of the financial instru-
ment experiences financial difficulties or other coun-
terparty risk materialises;

(c) the financial instrument fails to become commercially
viable; or

(d) demand for the financial instrument is much higher
than anticipated, putting a strain on the firm’s re-
sources and/or on the market of the underlying instru-
ment.

11.  Member States shall require investment firms to deter-
mine whether a financial instrument meets the identified
needs, characteristics and objectives of the target market,
including by examining the following elements:
(a) the financial instrument’s risk/reward profile is

consistent with the target market; and
(b) financial instrument design is driven by features that

benefit the client and not by a business model that re-
lies on poor client outcomes to be profitable.

12.  Member States shall ensure that investment firms con-
sider the charging structure proposed for the financial in-
strument, including by examining the following:
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(a) financial instrument’s costs and charges are compatible
with the needs, objectives and characteristics of the
target market;

(b) charges do not undermine the financial instrument’s
return expectations, such as where the costs or charges
equal, exceed or remove almost all the expected tax
advantages linked to a financial instrument; and

(c) the charging structure of the financial instrument is
appropriately transparent for the target market, such
as that it does not disguise charges or is too complex to
understand.

13.  Member States shall require investment firms to ensure
that the provision of information about a financial instru-
ment to distributors includes information about the appro-
priate channels for distribution of the financial instrument,
the product approval process and the target market assess-
ment and is of an adequate standard to enable distributors
to understand and recommend or sell the financial instru-
ment properly.
14.  Member States shall require investment firms to review
the financial instruments they manufacture on a regular
basis, taking into account any event that could materially
affect the potential risk to the identified target market. In-
vestment firms shall consider if the financial instrument
remains consistent with the needs, characteristics and ob-
jectives of the target market and if it is being distributed to
the target market, or is reaching clients for whose needs,
characteristics and objectives the financial instrument is
not compatible.
15.  Member States shall require investment firms to review
financial instruments prior to any further issue or re-
launch, if they are aware of any event that could materially
affect the potential risk to investors and at regular intervals
to assess whether the financial instruments function as in-
tended. Investment firms shall determine how regularly to
review their financial instruments based on relevant fac-
tors, including factors linked to the complexity or the inno-
vative nature of the investment strategies pursued. Firms
shall also identify crucial events that would affect the po-
tential risk or return expectations of the financial instru-
ment, such as:
(a) the crossing of a threshold that will affect the return

profile of the financial instrument; or
(b) the solvency of certain issuers whose securities or

guarantees may impact the performance of the finan-
cial instrument.
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Member States shall ensure that, when such events occur,
investment firms take appropriate action which may con-
sist of:
(a) the provision of any relevant information on the event

and its consequences on the financial instrument to
the clients or the distributors of the financial instru-
ment if the investment firm does not offer or sell the
financial instrument directly to the clients;

(b) changing the product approval process;
(c) stopping further issuance of the financial instrument;
(d) changing the financial instrument to avoid unfair con-

tract terms;
(e) considering whether the sales channels through which

the financial instruments are sold are appropriate
where firms become aware that the financial instru-
ment is not being sold as envisaged;

(f) contacting the distributor to discuss a modification of
the distribution process;

(g) terminating the relationship with the distributor; or
(h) informing the relevant competent authority.

Art 10 Product gov-
ernance obli-
gations for
distributors

1.  Member States shall require investment firms, when de-
ciding the range of financial instruments issued by them-
selves or other firms and services they intend to offer or re-
commend to clients, to comply, in a way that is appropriate
and proportionate, with the relevant requirements laid
down in paragraphs 2 to 10, taking into account the nature
of the financial instrument, the investment service and the
target market for the product.
Member States shall ensure that investment firms also
comply with the requirements of Directive 2014/65/EU
when offering or recommending financial instruments
manufactured by entities that are not subject to Directive
2014/65/EU. As part of this process, such investment firms
shall have in place effective arrangements to ensure that
they obtain sufficient information about these financial in-
struments from these manufacturers.
Investment firms shall determine the target market for the
respective financial instrument, even if the target market
was not defined by the manufacturer.
2.  Member States shall require investment firms to have in
place adequate product governance arrangements to en-
sure that products and services they intend to offer or re-
commend are compatible with the needs, characteristics,
and objectives of an identified target market and that the
intended distribution strategy is consistent with the identi-
fied target market. Investment firms shall appropriately
identify and assess the circumstances and needs of the
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clients they intend to focus on, so as to ensure that clients’
interests are not compromised as a result of commercial or
funding pressures. As part of this process, firms shall iden-
tify any groups of clients for whose needs, characteristics
and objectives the product or service is not compatible.
Member States shall ensure that investment firms obtain
from manufactures that are subject to Directive
2014/65/EU information to gain the necessary understand-
ing and knowledge of the products they intend to recom-
mend or sell in order to ensure that these products will be
distributed in accordance with the needs, characteristics
and objectives of the identified target market,
Member States shall require investment firms to take all
reasonable steps to ensure they also obtain adequate and
reliable information from manufacturers not subject to Di-
rective 2014/65/EU to ensure that products will be dis-
tributed in accordance with the characteristics, objectives
and needs of the target market. Where relevant informa-
tion is not publicly available, the distributor shall take all
reasonable steps to obtain such relevant information from
the manufacturer or its agent. Acceptable publicly available
information is information which is clear, reliable and pro-
duced to meet regulatory requirements, such as disclosure
requirements under Directive 2003/71/EC (8) or 2004/109/
EC (9) of the European Parliament and of the Council.
This obligation is relevant for products sold on primary
and secondary markets and shall apply in a proportionate
manner, depending on the degree to which publicly avail-
able information is obtainable and the complexity of the
product.
Investment firms shall use the information obtained from
manufacturers and information on their own clients to
identify the target market and distribution strategy. When
an investment firm acts both as a manufacturer and a dis-
tributor, only one target market assessment shall be re-
quired.
3.  Member States shall require investment firms, when de-
ciding the range of financial instrument and services that
they offer or recommend and the respective target markets,
to maintain procedures and measures to ensure compli-
ance with all applicable requirements under Directive
2014/65/EU including those relating to disclosure, assess-
ment of suitability or appropriateness, inducements and
proper management of conflicts of interest. In this context,
particular care shall be taken when distributors intend to
offer or recommend new products or there are variations
to the services they provide.
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4.  Member States shall require investment firms to period-
ically review and update their product governance arrange-
ments in order to ensure that they remain robust and fit for
their purpose, and take appropriate actions where neces-
sary.
5.  Member States shall require investment firms to review
the investment products they offer or recommend and the
services they provide on a regular basis, taking into ac-
count any event that could materially affect the potential
risk to the identified target market. Firms shall assess at
least whether the product or service remains consistent
with the needs, characteristics and objectives of the identi-
fied target market and whether the intended distribution
strategy remains appropriate. Firms shall reconsider the
target market and/or update the product governance ar-
rangements if they become aware that they have wrongly
identified the target market for a specific product or ser-
vice or that the product or service no longer meets the cir-
cumstances of the identified target market, such as where
the product becomes illiquid or very volatile due to market
changes.
6.  Member States shall require investment firms to ensure
their compliance function oversee the development and
periodic review of product governance arrangements in or-
der to detect any risk of failure to comply with the obliga-
tions set out in this Article.
7.  Member States shall require investment firms to ensure
that relevant staff possess the necessary expertise to under-
stand the characteristics and risks of the products that in-
tend to offer or recommend and the services provided as
well as the needs, characteristics and objectives of the iden-
tified target market.
8.  Member States shall require investment firms to ensure
that the management body has effective control over the
firm’s product governance process to determine the range
of investment products that they offer or recommend and
the services provided to the respective target markets. In-
vestment firms shall ensure that the compliance reports to
the management body systematically include information
about the products they offer or recommend and the ser-
vices provided. The compliance reports shall be made
available to competent authorities on request.
9.  Member States shall ensure distributors provide manu-
facturers with information on sales and, where appropriate,
information on the above reviews to support product re-
views carried out by manufacturers.
10.  Where different firms work together in the distribution
of a product or service, Member States shall ensure the in-
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vestment firm with the direct client relationship has ulti-
mate responsibility to meet the product governance obliga-
tions set out in this Article. However, intermediary invest-
ment firms shall:
(a) ensure that relevant product information is passed

from the manufacturer to the final distributor in the
chain;

(b) if the manufacturer requires information on product
sales in order to comply with their own product gover-
nance obligations, enable them to obtain it; and

(c) apply the product governance obligations for manu-
facturers, as relevant, in relation to the service they
provide.

Outsourcing (Art 16(5) MiFID)

Art 16(5) MiFID deals with the outsourcing of critical services or functions “for the
provision of continuous and satisfactory service to clients and the performance of in-
vestment activities on a continuous and satisfactory basis”. As a general matter, services
that can be easily acquired at standard terms on the market are not critical in this re-
gard.17 All non-material services or functions may be outsourced in line with the general
requirements, particularly the requirements to ensure compliance with MiFID and to
ensure business continuity.

If the firm outsources critical functions and services, it must take steps to avoid un-
due operational risk, i.e. risk stemming from the disruption of performance of such
functions and services. Further, the outsourcing must not materially impair the quality
of its internal control and the ability of the supervisor to monitor the firm’s compliance
with all obligations (cf. → Art 16(5)).18 Particular risks with regard to non-compliance
with MiFID stem from the operations of Third Country providers, which are not subject
to MiFID.19

A crucial factor, in particular, but not only with regard to outsourcing to Third Coun-
try entities is the ability of the investment firm to maintain its head office functions,
which is a crucial condition for authorisation, but also for protection of clients’ inter-
ests.20 This prohibition of letter-box entities is material for investor protection and en-
forcement of Union financial law: if an investment firm cannot make decision, cannot
control risks, or cannot perform operations on its own, then it cannot serve clients with
sufficient controls to ensure compliance with MiFID in the absence of the outsourcing
provider. Therefore, the latter gains control over the EU firm as an outsourcing compa-
ny, which materially weakens enforcement of Union financial law. In light of the prohibi-
tion of letter-box entities, MiFID only partially acknowledges the interests of a group of
companies to run the group efficiently and smoothly, with as little overlap of functions
as possible.

4.

17 See the definition in Art 30 Commission Delegated Regulation (EU) 2017/565.
18 For details, see Art 31 Commission Delegated Regulation (EU) 2017/565.
19 See Art 32 Commission Delegated Regulation (EU) 2017/565.
20 See in particular Art 31 (1)(a) and (d) as well as (2)(e), (g) of Commission Delegated Regulation

(EU) 2017/565.
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Details are laid down in Art 30-32 Commission Delegated Regulation (EU) 2017/565.
The following table provides an overview of the applicable Level 2 legislation:

Regulation
2017/565

Topic Content

Art 30 Scope of
critical and
important
operational
functions

1.  For the purposes of the first subparagraph of Article
16(5) of Directive 2014/65/EU, an operational function
shall be regarded as critical or important where a defect or
failure in its performance would materially impair the
continuing compliance of an investment firm with the
conditions and obligations of its authorisation or its other
obligations under Directive 2014/65/EU, or its financial
performance, or the soundness or the continuity of its in-
vestment services and activities.
2.  Without prejudice to the status of any other function,
the following functions shall not be considered as critical
or important for the purposes of paragraph 1:
(a) the provision to the firm of advisory services, and

other services which do not form part of the invest-
ment business of the firm, including the provision of
legal advice to the firm, the training of personnel of
the firm, billing services and the security of the firm’s
premises and personnel;

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

Art 31 Outsourcing
critical or
important
operational
functions

1.  Investment firms outsourcing critical or important op-
erational functions shall remain fully responsible for dis-
charging all of their obligations under Directive
2014/65/EU and shall comply with the following condi-
tions:
(a) the outsourcing does not result in the delegation by

senior management of its responsibility;
(b) the relationship and obligations of the investment

firm towards its clients under the terms of Directive
2014/65/EU is not altered;

(c) the conditions with which the investment firm must
comply in order to be authorised in accordance with
Article 5 of Directive 2014/65/EU, and to remain so,
are not undermined;

(d) none of the other conditions subject to which the
firm’s authorisation was granted is removed or modi-
fied.

2.  Investment firms shall exercise due skill, care and dili-
gence when entering into, managing or terminating any
arrangement for the outsourcing to a service provider of
critical or important operational functions and shall take
the necessary steps to ensure that the following conditions
are satisfied:
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(a) the service provider has the ability, capacity, sufficient
resources, appropriate organisational structure sup-
porting the performance of the outsourced functions,
and any authorisation required by law to perform the
outsourced functions, reliably and professionally;

(b) the service provider carries out the outsourced ser-
vices effectively and in compliance with applicable
law and regulatory requirements, and to this end the
firm has established methods and procedures for as-
sessing the standard of performance of the service
provider and for reviewing on an ongoing basis the
services provided by the service provider;

(c) the service provider properly supervises the carrying
out of the outsourced functions, and adequately man-
age the risks associated with the outsourcing;

(d) appropriate action is taken where it appears that the
service provider may not be carrying out the func-
tions effectively or in compliance with applicable laws
and regulatory requirements;

(e) the investment firm effectively supervises the out-
sourced functions or services and manage the risks
associated with the outsourcing and to this end the
firm retains the necessary expertise and resources to
supervise the outsourced functions effectively and
manage those risks;

(f) the service provider has disclosed to the investment
firm any development that may have a material im-
pact on its ability to carry out the outsourced func-
tions effectively and in compliance with applicable
laws and regulatory requirements;

(g) the investment firm is able to terminate the arrange-
ment for outsourcing where necessary, with immedi-
ate effect when this is in the interests of its clients,
without detriment to the continuity and quality of its
provision of services to clients;

(h) the service provider cooperates with the competent
authorities of the investment firm in connection with
the outsourced functions;

(i) the investment firm, its auditors and the relevant
competent authorities have effective access to data re-
lated to the outsourced functions, as well as to the rel-
evant business premises of the service provider, where
necessary for the purpose of effective oversight in ac-
cordance with this article, and the competent authori-
ties are able to exercise those rights of access;

(j) the service provider protects any confidential infor-
mation relating to the investment firm and its clients;
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(k) the investment firm and the service provider have es-
tablished, implemented and maintained a contingency
plan for disaster recovery and periodic testing of
backup facilities, where that is necessary having re-
gard to the function, service or activity that has been
outsourced;

(l) the investment firm has ensured that the continuity
and quality of the outsourced functions or services are
maintained also in the event of termination of the
outsourcing either by transferring the outsourced
functions or services to another third party or by per-
forming them itself.

3.  The respective rights and obligations of the investment
firms and of the service provider shall be clearly allocated
and set out in a written agreement. In particular, the in-
vestment firm shall keep its instruction and termination
rights, its rights of information, and its right to inspections
and access to books and premises. The agreement shall en-
sure that outsourcing by the service provider only takes
place with the consent, in writing, of the investment firm.
4.  Where the investment firm and the service provider are
members of the same group, the investment firm may, for
the purposes of complying with this Article and Article 32,
take into account the extent to which the firm controls the
service provider or has the ability to influence its actions.
5.  Investment firms shall make available on request to the
competent authority all information necessary to enable
the authority to supervise the compliance of the perfor-
mance of the outsourced functions with the requirements
of Directive 2014/65/EU and its implementing measures.

Art 32 Service
providers
located in
third
countries

1.  In addition to the requirements set out in Article 31,
where an investment firm outsources functions related to
the investment service of portfolio management provided
to clients to a service provider located in a third country,
that investment firm ensures that the following conditions
are satisfied:
(a) the service provider is authorised or registered in its

home country to provide that service and is effectively
supervised by a competent authority in that third
country;

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

2.  The cooperation agreement referred to in point (b) of
paragraph 1 shall ensure that the competent authorities of
the investment firm are able, at least, to:
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(a) obtain on request the information necessary to carry
out their supervisory tasks pursuant to Directive
2014/65/EU and Regulation (EU) No 600/2014;

(b) obtain access to the documents relevant for the per-
formance of their supervisory duties maintained in
the third country;

(c) receive information from the supervisory authority in
the third country as soon as possible for the purpose
of investigating apparent breaches of the requirements
of Directive 2014/65/EU and its implementing mea-
sures and Regulation (EU) No 600/2014;

(d) cooperate with regard to enforcement, in accordance
with the national and international law applicable to
the supervisory authority of the third country and the
competent authorities in the Union in cases of breach
of the requirements of Directive 2014/65/EU and its
implementing measures and relevant national law.

3.  Competent authorities shall publish on their website a
list of the supervisory authorities in third countries with
which they have a cooperation agreement referred to in
point (b) of paragraph 1.
Competent authorities shall update cooperation agree-
ments concluded before the date of entry into application
of this Regulation within six months from that date.

Risk management, internal controls, IT systems
(Art 16(5), second para MiFID)

The internal control system of an investment firm consists of the risk management,
compliance and internal audit functions. Art 16(5) second para MiFID refers to these
functions collectively and adds the “arrangements for information processing systems.”
This addition is crucial in times where many investment services rely on information
technology and algorithms.21

The details on risk management and audit are set out in Art 23 and 24 of Commis-
sion Delegated Regulation 2017/565. These requirements are similar to the principles
underlying Art 15 and 16 AIFMD (for risk management) and Art 12, 14, 18 AIFMD (for
organisational requirements). The following table provides an overview of the applicable
Level 2 legislation:

Regulation
2017/565

Topic Content

Art 23 Risk manage-
ment

1.  Investment firms shall take the following actions relat-
ing to risk management:
(a) establish, implement and maintain adequate risk

management policies and procedures which identify

5.

21 See also the additional requirements in the case of algorithmic trading in Art 17 MiFID as well as the
comments on the business continuity requirements set out in → Art 16(4) above.
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the risks relating to the firm’s activities, processes and
systems, and where appropriate, set the level of risk
tolerated by the firm;

(b) adopt effective arrangements, processes and mechan-
isms to manage the risks relating to the firm’s activi-
ties, processes and systems, in light of that level of risk
tolerance;

(c) monitor the following:
(i) the adequacy and effectiveness of the invest-

ment firm’s risk management policies and pro-
cedures;

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

(iii) the adequacy and effectiveness of measures tak-
en to address any deficiencies in those policies,
procedures, arrangements, processes and mech-
anisms, including failures by the relevant per-
sons to comply with such arrangements, pro-
cesses and mechanisms or follow such policies
and procedures.

2.  Investment firms shall, where appropriate and propor-
tionate in view of the nature, scale and complexity of their
business and the nature and range of the investment ser-
vices and activities undertaken in the course of that busi-
ness, establish and maintain a risk management function
that operates independently and carries out the following
tasks:
(a) implementation of the policy and procedures referred

to in paragraph 1;
(b) provision of reports and advice to senior management

in accordance with Article 25(2).
Where an investment firm does not establish and maintain
a risk management function under the first sub-para-
graph, it shall be able to demonstrate upon request that
the policies and procedures which it is has adopted in ac-
cordance with paragraph 1 satisfy the requirements there-
in.

Art 24 Internal audit Investment firms shall, where appropriate and proportion-
ate in view of the nature, scale and complexity of their
business and the nature and range of investment services
and activities undertaken in the course of that business,
establish and maintain an internal audit function which is
separate and independent from the other functions and
activities of the investment firm and which has the follow-
ing responsibilities:
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(a) establish, implement and maintain an audit plan to
examine and evaluate the adequacy and effectiveness
of the investment firm’s systems, internal control
mechanisms and arrangements;

(b) issue recommendations based on the result of work
carried out in accordance with point (a) and verify
compliance with those recommendations;

(c) report in relation to internal audit matters in accor-
dance with Article 25(2).

As to information systems, see the business continuity requirements set out in
Art 21(3), (4) of Commission Delegated Regulation 2017/565 and comments on →
Art 16(4) MiFID. In addition, Art 16(5) MiFID requires the implementation of “sound
security mechanisms” sufficiently able “to guarantee the security and authentication of
the means of transfer of information, minimise the risk of data corruption and unautho-
rised access and to prevent information leakage maintaining the confidentiality of the
data at all times.” While the requirement itself is sound, it is difficult to comply with such
a requirement where data security is a function of effort invested. With hackers having
multiple resources around the world at their disposal, it is always possible that they will
attack an investment firm’s server security structure. The provision must thus be read as
a best efforts-requirement designed to ensure that sufficient funds are devoted to this
task. Art 16(5) MiFID does not require the firm to spend enough funds to achieve 100%
security, in line with the old Latin adage impossibilium nulla est obligatio.

Record keeping, recording phone conversation, communications

Record keeping (Art 16(6), (11) MiFID)

MiFID and relating Level 2 legislation provides for extensive record keeping re-
quirements (see the overview provided infra). The objective is to ensure full monitoring
of compliance by the respective NCAs. At the same time, the record keeping shall ensure
effective internal controls to avoid more frequent interference by the supervisory author-
ity. See for further details ESMA, Guidelines on certain aspects of the MiFID II suitabili-
ty requirements, 06/11/2018, ESMA35-43-1163, pp. 28-29.

The same record keeping requirements apply to branches of investment firms. En-
forcment is concentrated in the hands of the NCA responsible for supervising the
branch (Art 16(11) MiFID).

Recording phone conversations and electronic communications (Art 16(7) MiFID)

As a qualified way of record keeping, Art 16 (7) MiFID requires the investment firm
to record phone conversation and electronic communications in certain cases. The rule
seeks to prevent circumvention of record keeping requirements, and thus to strengthen
the enforcement of Union financial law. However, the record keeping requirement re-
duces questions about what has been said and what has not been said about the charac-
teristics of a financial instrument. While those concerns are to be understood in the con-
text of retail client protection, there is little evidence for the necessity to protect profes-
sional clients in the same manner. For those clients, the prime rationale underpinning
the recording obligation is the prevention of market abuse.

6.

a)

b)
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The Preamble to MiFID, in Recital 57, sets out the rationale in the following way:
“Such records should ensure that there is evidence to prove the terms of any orders given
by clients and its correspondence with transactions executed by the investment firms, as
well as to detect any behaviour that may have relevance in terms of market abuse, in-
cluding when firms deal on own account.” Recital 57 MiFID also states that recording
phone conversations is “compatible with the Charter of Fundamental Rights of the Euro-
pean Union (the Charter) and is justified in order to strengthen investor protection, to
improve market surveillance and increase legal certainty in the interest of investment
firms and their clients.” Yet the Commission as well as the other legislative bodies of the
EU have no power to construe the Charter in a binding manner. This privilege is granted
only to the Court of Justice of the European Union and the European Court of Human
Rights. We are not aware of decisions specifically on the MiFID recording requirements.
The question of the telephone recording requirements’ compatibility with the Charter of
Fundamental Rights is – in fact – open and not settled.

Records shall include at least all communications relating to transactions conclud-
ed when dealing on own account as well as client orders, including communications
aimed at concluding a transaction. The recording requirement covers all communica-
tions, made with, sent from or received by equipment provided by the investment firm
to an employee or contractor or the use of which by an employee or contractor has been
accepted or permitted by the investment firm. These could be, for instance, cell phones
provided by the investment firm or private phones that the investment firm has autho-
rised to be used for contacting clients. Investment firms need to set up communication
policies detailing which communication devices may be used for communication with
clients. They shall take all reasonable steps to prevent an employee or contractor from
making, sending or receiving relevant telephone conversations and electronic communi-
cations on privately-owned equipment which the investment firm is unable to record or
copy.

The record keeping requirement extends to face-to-face conversations, but for this
particular situation Art 16(6) MiFID allows ex post recording by use of written minutes
or notes. Orders recorded in this way shall be considered equivalent to orders received
by telephone. Pursuant to Recital 57 MiFID, Member States must “ensure that appropri-
ate safeguards are in place to ensure that the client does not lose out as a result of the
minutes inaccurately recording the communication between the parties. Such safeguards
should not imply any assumption of liability by the client.”

Clients may be concerned about the invasion of their privacy by the recording of the
communication. For this reason, the firm must inform the client about the recording
before the services or activities are performed. However, MiFID is silent on the conse-
quences of the client’s rejection of the recording. There may be very valid reasons for
such a rejection, for instance the danger of abuse of the client’s voice in a subsequent IT
hacker attack. While this position is not shared by the respective NCAs, the correct
opinion in our view is that in this situation the rules for face-to-face conversation applies
mutatis mutandis. As a conseqence, the conversation can take place and will be recorded
via written minutes or notes. The overarching protection the joint constitutional tradi-
tions of Member States grant to personality rights sets aside the NCAs’ interest in having
a full digital recording of voice conversations.

The records kept in accordance with Art 16(6) MiFID shall be provided upon request
to the client involved and shall be kept for a period of five years and, where requested by
the competent authority, for a period of up to seven years.
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Level 2 legislation

Details are laid down in Art 35, 43, 72 et seq. of Commission Delegated Regulation
(EU) 2017/565. Annex IV of that Directive contains a list of record keeping require-
ments for client orders and decision to deal and of transactions and order processing.
The following table specifies the applicable Level 2 legislation:

Regulation
2017/565

Topic Content

Art 35 Record of
services or
activities giv-
ing rise to
detrimental
conflict of
interest

Investment firms shall keep and regularly update a record
of the kinds of investment or ancillary service or invest-
ment activity carried out by or on behalf of the firm in
which a conflict of interest entailing a risk of damage to
the interests of one or more clients has arisen or, in the
case of an ongoing service or activity, may arise.
Senior management shall receive on a frequent basis, and
at least annually, written reports on situations referred to
in this Article.

Art 43 Record keep-
ing in rela-
tion to un-
derwriting or
placing

Investment firms shall keep records of the content and
timing of instructions received from clients. A record of
the allocation decisions taken for each operation shall be
kept to provide for a complete audit trail between the
movements registered in clients’ accounts and the instruc-
tions received by the investment firm. In particular, the fi-
nal allocation made to each investment client shall be
clearly justified and recorded. The complete audit trail of
the material steps in the underwriting and placing process
shall be made available to competent authorities upon re-
quest.

Art 72 Retention of
records

1.  The records shall be retained in a medium that allows
the storage of information in a way accessible for future
reference by the competent authority, and in such a form
and manner that the following conditions are met:
(a) the competent authority is able to access them readily

and to reconstitute each key stage of the processing of
each transaction;

(b) it is possible for any corrections or other amend-
ments, and the contents of the records prior to such
corrections or amendments, to be easily ascertained;

(c) it is not possible for the records otherwise to be ma-
nipulated or altered;

(d) it allows IT or any other efficient exploitation when
the analysis of the data cannot be easily carried out
due to the volume and the nature of the data; and

(e) the firm’s arrangements comply with the record keep-
ing requirements irrespective of the technology used.

2.  Investment firms shall keep at least the records identi-
fied in Annex I to this Regulation depending upon the na-
ture of their activities.

c)
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The list of records identified in Annex I to this Regulation
is without prejudice to any other record-keeping obliga-
tions arising from other legislation.
3.  Investment firms shall also keep records of any policies
and procedures they are required to maintain pursuant to
Directive 2014/65/EU, Regulation (EU) No 600/2014, Di-
rective 2014/57/EU and Regulation (EU) No 596/2014 and
their respective implementing measures in writing.
Competent authorities may require investment firms to
keep additional records to the list identified in Annex I to
this Regulation.

Art 73 Record keep-
ing of rights
and obliga-
tions of the
investment
firm and the
client

Records which set out the respective rights and obligations
of the investment firm and the client under an agreement
to provide services, or the terms on which the firm pro-
vides services to the client, shall be retained for at least the
duration of the relationship with the client.

Art 74 Record keep-
ing of client
orders and
decision to
deal

An investment firm shall, in relation to every initial order
received from a client and in relation to every initial deci-
sion to deal taken, immediately record and keep at the dis-
posal of the competent authority at least the details set out
in Section 1 of Annex IV to this Regulation to the extent
they are applicable to the order or decision to deal in
question.
Where the details set out in Section 1 of Annex IV to this
Regulation are also prescribed under Articles 25 and 26 of
Regulation (EU) No 600/2014, these details should be
maintained in a consistent way and according to the same
standards prescribed under Articles 25 and 26 of Regu-
lation (EU) No 600/2014.

Art 75 Record keep-
ing of trans-
actions and
order pro-
cessing

Investment firms shall, immediately after receiving a client
order or making a decision to deal to the extent they are
applicable to the order or decision to deal in question,
record and keep at the disposal of the competent authority
at least the details set out in Section 2 of Annex IV.
Where the details set out in Section 2 of Annex IV are also
prescribed under Articles 25 and 26 of Regulation (EU)
No 600/2014, they shall be maintained in a consistent way
and according to the same standards prescribed under Ar-
ticles 25 and 26 of Regulation (EU) No 600/2014.

Art 76 Recording of
telephone
conversations
or electronic

1.  Investment firms shall establish, implement and main-
tain an effective recording of telephone conversations and
electronic communications policy, set out in writing, and
appropriate to the size and organisation of the firm, and
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communica-
tions

the nature, scale and complexity of its business. The policy
shall include the following content:
(a) the identification of the telephone conversations and

electronic communications, including relevant inter-
nal telephone conversations and electronic communi-
cations, that are subject to the recording requirements
in accordance with Article 16(7) of Directive
2014/65/EU; and

(b) the specification of the procedures to be followed and
measures to be adopted to ensure the firm’s compli-
ance with the third and eighth subparagraphs of Arti-
cle 16(7) of Directive 2014/65/EU where exceptional
circumstances arise and the firm is unable to record
the conversation/communication on devices issued,
accepted or permitted by the firm. Evidence of such
circumstances shall be retained and shall be accessible
to competent authorities.

2.  Investment firms shall ensure that the management
body has effective oversight and control over the policies
and procedures relating to the firm’s recording of tele-
phone conversations and electronic communications.
3.  Investment firms shall ensure that the arrangements to
comply with recording requirements are technology-neu-
tral. Firms shall periodically evaluate the effectiveness of
the firm’s policies and procedures and adopt any such al-
ternative or additional measures and procedures as are
necessary and appropriate. At a minimum, such adoption
of alternative or additional measures shall occur when a
new medium of communication is accepted or permitted
for use by the firm.
4.  Investment firms shall keep and regularly update a
record of those individuals who have firm devices or pri-
vately owned devices that have been approved for use by
the firm.
5.  Investment firms shall educate and train employees in
procedures governing the requirements in Article 16(7) of
Directive 2014/65/EU.
6.  To monitor compliance with the recording and record-
keeping requirements in accordance with Article 16(7) of
Directive 2014/65/EU, investment firms shall periodically
monitor the records of transactions and orders subject to
these requirements, including relevant conversations. Such
monitoring shall be risk based and proportionate.
7.  Investment firms shall demonstrate the policies, proce-
dures and management oversight of the recording rules to
the relevant competent authorities upon request.
8.  Before investment firms provide investment services
and activities relating to the reception, transmission and
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execution of orders to new and existing clients, firms shall
inform the client of the following:
(a) that the conversations and communications are being

recorded; and
(b) that a copy of the recording of such conversations

with the client and communications with the client
will be available on request for a period of five years
and, where requested by the competent authority, for
a period of up to seven years.

The information referred to in the first sub-paragraph
shall be presented in the same language(s) as that used to
provide investment services to clients.
9.  Investment firms shall record in a durable medium all
relevant information related to relevant face-to-face con-
versations with clients. The information recorded shall in-
clude at least the following:
(a) date and time of meetings;
(b) location of meetings;
(c) identity of the attendees;
(d) initiator of the meetings; and
(e) relevant information about the client order including

the price, volume, type of order and when it shall be
transmitted or executed.

10.  Records shall be stored in a durable medium, which
allows them to be replayed or copied and must be retained
in a format that does not allow the original record to be
altered or deleted.
Records shall be stored in a medium so that they are readi-
ly accessible and available to clients on request.
Firms shall ensure the quality, accuracy and completeness
of the records of all telephone recordings and electronic
communications.
11.  The period of time for the retention of a record shall
begin on the date when the record is created.

Minimum list of records to be kept by the investment firm

Annex I to Commission Delegated Regulation (EU) 2017/565 provides a list of mini-
mum records to be kept by investment firms depending on the nature of their activities:

Nature of
obligation

Type of record Summary of content Legislative
reference

Client assessment

 Information to clients Content as provided for under
Art 24(4) of Directive
2014/65/EU and Arts 39 to 45
Reg 2017/565

Art 24(4)
MiFID II
Arts 39 to 45 Reg
2017/565

d)
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Nature of
obligation

Type of record Summary of content Legislative
reference

 Client agreements Records as provided for under
Art 25(5) of Directive
2014/65/EU

Art 25(5)
MiFID II
Art 53 Reg
2017/565

 Assessment of suitability
and appropriateness

Content as provided for under
Art 25(2) and (3) of Directive
2014/65/EU and Art 50 Reg
2017/565

Art 25(2) and (3)
of Directive
2014/65/EU
Arts 35, 36 and
37 Reg 2017/565

Order handling

 Client order-handling —
Aggregated transactions

Records as provided for under
Arts 63 to 66 Reg 2017/565

Arts 24(1) and
28(1) of Directive
2014/65/EU
Arts 63 to 66 Reg
2017/565

 Aggregation and allocation
of transactions for own ac-
count

Records as provided for under
Art 65 Reg 2017/565

Arts 28(1) and
24(1) of Directive
2014/65/EU
Art 65 Reg
2017/565

Client Orders and transactions

 Record keeping of client
orders or decision to deal

Records as provided for under
Art 69 Reg 2017/565

Art 16(6) of
Directive
2014/65/EU
Art 69 Reg
2017/565

 Record keeping of transac-
tions and order processing

Records as provided for under
Art 70 Reg 2017/565

Art 16(6) of
Directive
2014/65/EU
Art 70 Reg
2017/565

Reporting to clients

 Obligation in respect
of services provided to
clients

Contents as provided for under
Arts 53 to 58 Reg 2017/565

Art 24(1) and (6)
and Art 25(1)
and (6) of Direc-
tive 2014/65/EU
Arts 53 to 58 Reg
2017/565

Safeguarding of client assets

 Client financial instru-
ments held by an invest-
ment firm

Records as provided for under
Art 16(8) of Directive
2014/65/EU and under Art 2
of Commission Delegated
Directive (EU) 2017/593

Art 16(8) of
Directive
2014/65/EU
Art 2 of Delegat-
ed Directive (EU)
2017/593

 Client funds held by an in-
vestment firm

Records as provided for under
Art 16(9) of Directive
2014/65/EU and under Art 2 of

Art 16(9) of
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obligation

Type of record Summary of content Legislative
reference

Delegated Directive (EU)
2017/593

Directive
2014/65/EU
Art 2 of Delegat-
ed Directive (EU)
2017/593

 Use of client financial in-
struments

Records provided for under Art 5
of Delegated Directive (EU)
2017/593

Art 16(8) to (10)
of Directive
2014/65/EU
Art 5 of Delegat-
ed Directive (EU)
2017/593

Communication with clients

 Information about Costs
and associated charges

Contents as provided for under
Art 45 Reg 2017/565

Art 24(4)(c) of
Directive
2014/65/EU
Art 45 Reg
2017/565

 Information about the in-
vestment firm and its ser-
vices, financial instru-
ments and safe-guarding of
client assets

Content as provided for under
Arts 45 and 46 Reg 2017/565

Art 24(4) of
Directive
2014/65/EU
Arts 45 and 46
Reg 2017/565

 Information to clients Records of communication Art 24(3) of
Directive
2014/65/EU
Art 39 Reg
2017/565

 Marketing communica-
tions (except in oral form)

Each marketing communication
issued by the investment firm
(except in oral form) as provided
under Arts 36 and 37 Reg
2017/565

Art 24(3) of
Directive
2014/65/EU
Arts 36 and 37
Reg 2017/565

 Investment advice to retail
clients

(i) The fact, time and date that
investment advice was rendered
and (ii) the financial instrument
that was recommended (iii) the
suitability report provided to the
client

Art 25(6) of
Directive
2014/65/EU
Art 54 Reg
2017/565

 Investment research Each item of investment research
issued by the investment firm in
a durable medium

Art 24(3) of
Directive
2014/65/EU
Arts 36 and 37
Reg 2017/565

Organisational requirements

 The firm’s business and in-
ternal organisation

Records as provided for under
Art 21(1)(h) Reg 2017/565

Art 16(2) to (10)
of Directive
2014/65/EU
Art 21(1)(h) Reg
2017/565
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Nature of
obligation

Type of record Summary of content Legislative
reference

 Compliance reports Each compliance report to man-
agement body

Art 16(2) of
Directive
2014/65/EU
Art 22(2)(b) and
Art 25(2) Reg
2017/565

 Conflict of Interest record Records as provided for under
Art 35 Reg 2017/565

Art 16(3) of
Directive
2014/65/EU
Art 35 Reg
2017/565

 Inducements The information dis-closed to
clients under Art 24(9) of Direc-
tive 2014/65/EU

Art 24(9) of
Directive
2014/65/EU
Art 11 of Dele-
gated Directive
(EU) 2017/593

 Risk management reports Each risk management report to
senior management

Art 16(5) of
Directive
2014/65/EU
Art 23(1)(b) and
Art 25(2) Reg
2017/565

 Internal audit reports Each internal audit report to se-
nior management

Art 16(5) of
Directive
2014/65/EU
Art 24 and
Art 25(2) Reg
2017/565

 Complaints-handling
records

Each complaint and the com-
plaint handling measures taken
to address the complaint

Art 16(2) of
Directive
2014/65/EU
Art 26 Reg
2017/565

 Records of personal trans-
actions

Records as provided for under
Art 29(2)(c) Reg 2017/565

Art 16(2) of
Directive
2014/65/EU
Art 29(2)(c) Reg
2017/565

Client protection (Art 16(8)-(11) MiFID)

Art 16(8) to (11) MiFID provide the rules on client protection measures to be adopt-
ed by the investment firm. These rules encompass
– the asset segregation requirements (Art 16(8) MiFID and Art 2 to 4 of Commis-

sion Delegated Directive (EU) 2017/593);
– the prohibition to use clients’ assets (Art 16(9) MiFID and Art 5 of Commission

Delegated Directive (EU) 2017/593);

7.
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– the prohibition to engage in certain title transfer arrangements with retail clients
(Art 16(10) MiFID and Art 6 of Commission Delegated Directive (EU) 2017/593);
and

– the rules on safeguarding client assets in exceptional cases (Art 16(11) MiFID and
Art 7 of Commission Delegated Directive (EU) 2017/593).

The client protection rules provide the fundamentals of the European investor pro-
tection framework. In order to reach this goal, the external auditor shall report at least
annually to the competent authority of the firm’s home NCA on the adequacy of the
firm’s arrangements under Article 16(8) to (10) MiFID and the respective implementing
legislation (cf. Art 8 Commission Delegated Directive (EU) 2017/593). This is an in-
stance of indirect enforcement of EU financial law.

Fund management firms regulated under the UCITSD and the AIFMD, credit insti-
tutions and structured deposits are subject to the same requirements referred to in Arti-
cle 1(3) and (4) of Directive when engaging in investment services (Art 1(1), (2) Com-
mission Delegated Directive (EU) 2017/593).

Since the steps to be taken for allowing the disentangling the assets during insolvency
vary depending on each Member State’s private law, the implementing legislation is laid
down in the form of a Directive.

Safeguarding clients’ rights and asset segregation (Art 16(8) MiFID)

Protecting the clients’ assets in insolvency is crucial. They must be kept separate and
earmarked, and must not be used for the investment firm’s own account except where
the client expressly consents.

Art 16(8) MiFID calls for adequate safeguards, a policy to that extent and the re-
sponsibility of the firm’s key people.22 The required conduct differs depending on
whether financial instruments23 or client funds in the form of cash are concerned.24 In
principle, financial instruments can be segregated by keeping them in an account held
by the investment firm or a third party in the name of the client. Due care must be exer-
cised when accounts are opened with third party investment firms so as to ensure that
the third party offers the same level of protection as the investment firm. Investment
firms, as part of their due diligence, must “also take into account the expertise and mar-
ket reputation of the other third parties to which the initial third-party, with whom they
might deposit financial instruments, may have delegated functions concerning the hold-
ing and safekeeping of financial instruments.” (Recital 12 of Commission Delegated Di-
rective (EU) 2017/593).

In the case of funds in the form of cash, it may meet the requirement to deposit it
with public institutions, credit institutions or invest it in a qualifying money market fund
(i.e. by turning cash into financial instruments)25. A particular worry concerns deposits
with intra-group credit institutions, given that the credit rating of the group may im-
pair the value of clients’ funds. Art 2(3) Commission Delegated Directive (EU) 2017/593
therefore sets a specific 20% limit on the percentage of client funds that can be deposited
at an intra-group credit institution. This limit “should significantly reduce any potential
conflicts with due diligence requirements and address the contagion risk inherent in de-
positing all client funds with a credit institution in the same group as the investment
firm. While in certain circumstances it may be proportionate and appropriate for invest-

a)

22 Art 2 Commission Delegated Directive (EU) 2017/593.
23 Art 3 Commission Delegated Directive (EU) 2017/593.
24 Art 4 Commission Delegated Directive (EU) 2017/593.
25 Cf. Art 1(4) and Recital 4 of Commission Delegated Directive (EU) 2017/593.
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ment firms to deposit, after proper consideration, client funds with entities within their
own group, national authorities should closely monitor the reasons for not diversifying
client funds outside of the investment firm’s group in order to avoid creating loopholes
where the general intragroup limit is applied.”26

As a further part of the safeguards, investment firms are prohibited from agreeing to
security interests, liens or rights of set-off over client assets, unless required by the appli-
cable law in a non-EU/EEA country. 27 Even then, sufficiently tailored risk disclosures
must be made to clients in order to alert them to the specific risks they face in such cas-
es.28 These limitations aim at protecting the client’s financial instruments or funds from
appropriation by third parties seeking to recover debts or charges that are not the clients.

In terms of organisation, a single officer with sufficient skills and authority for that
task shall bear responsibility for safeguarding the clients’ assets. Such an officer can have
additional roles where this does not prevent the officer from discharging the duties for
safeguarding client financial instruments and funds effectively.29

Details are laid down in Art 2 to 4 of Commission Delegated Directive (EU)
2017/593. The following table sets out the rules of the applicable Level 2 legislation:

Directive
2017/593

Topic Content

Art 2 Safeguarding
of client fi-
nancial in-
struments and
funds

1.  Member States shall require that investment firms com-
ply with the following requirements:
(a) they must keep records and accounts enabling them at

any time and without delay to distinguish assets held
for one client from assets held for any other client and
from their own assets;

(b) they must maintain their records and accounts in a
way that ensures their accuracy, and in particular their
correspondence to the financial instruments and funds
held for clients and that they may be used as an audit
trail;

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

(d) they must take the necessary steps to ensure that any
client financial instruments deposited with a third par-
ty, in accordance with Article 3, are identifiable sepa-
rately from the financial instruments belonging to the
investment firm and from financial instruments be-
longing to that third party, by means of differently ti-
tled accounts on the books of the third party or other
equivalent measures that achieve the same level of pro-
tection;

(e) they must take the necessary steps to ensure that client
funds deposited, in accordance with Article 4, in a
central bank, a credit institution or a bank authorised
in a third country or a qualifying money market fund

26 Cf. Recital 13 of Commission Delegated Directive (EU) 2017/593.
27 Cf. Recital 14 of Commission Delegated Directive (EU) 2017/593.
28 Cf. Art 2(4) of Commission Delegated Directive (EU) 2017/593.
29 Cf. Recital 5 and Art 7 of Commission Delegated Directive (EU) 2017/593.
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are held in an account or accounts identified separate-
ly from any accounts used to hold funds belonging to
the investment firm;

(f) they must introduce adequate organisational arrange-
ments to minimise the risk of the loss or diminution of
client assets, or of rights in connection with those as-
sets, as a result of misuse of the assets, fraud, poor ad-
ministration, inadequate record-keeping or negli-
gence.

2.  If, for reasons of the applicable law, including in partic-
ular the law relating to property or insolvency, investment
firms cannot comply with paragraph 1 of this Article to
safeguard clients’ rights to satisfy the requirements of Arti-
cle 16(8) and (9) of Directive 2014/65/EU, Member States
shall require that investment firms put in place arrange-
ments to ensure that clients’ assets are safeguarded to meet
the objectives of paragraph 1 of this Article.
3.  If the applicable law of the jurisdiction in which the
client funds or financial instruments are held prevents in-
vestment firms from complying with points (d) or (e) of
paragraph 1, Member States shall prescribe requirements
which have an equivalent effect in terms of safeguarding
clients’ rights.
When relying on such equivalent requirements under Arti-
cle 2(1)(d) or (e), Member States shall ensure that invest-
ment firms inform clients that in such instances they do
not benefit from the provisions envisaged under Directive
2014/65/EU and this Directive.
4.  Member States shall ensure that security interests, liens
or rights of set-off over client financial instruments or
funds enabling a third party to dispose of client’s financial
instruments or funds in order to recover debts that do not
relate to the client or provision of services to the client are
not permitted except where this is required by applicable
law in a third country jurisdiction in which the client funds
or financial instruments are held
Member States shall require investment firms, where the
firm is obliged to enter into agreements that create such se-
curity interests, liens or rights of set-off, to disclose that in-
formation to clients indicating to them the risks associated
with those arrangements.
Where security interests, liens or rights of set-off are grant-
ed by the firm over client financial instruments or funds,
or where the firm has been informed that they are granted,
they shall be recorded in client contracts and the firm’s
own accounts to make the ownership status of client assets
clear, such as in the event of an insolvency.
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5.  Member States shall require that investment firms make
information pertaining to clients’ financial instruments
and funds readily available to the following entities: com-
petent authorities, appointed insolvency practitioners and
those responsible for the resolution of failed institutions.
The information to be made available shall include the fol-
lowing:
(a) related internal accounts and records that readily iden-

tify the balances of funds and financial instruments
held for each client;

(b) where client funds are held by investment firms in ac-
cordance with Article 4, details on the accounts in
which client funds are held and on the relevant agree-
ments with those firms;

(c) where financial instruments are held by investment
firms in accordance with Article 3, details on the ac-
counts opened with third parties and on the relevant
agreements with those third parties, as well as details
on the relevant agreements with those investment
firms;

(d) details of third parties carrying out any related (out-
sourced) tasks and details of any outsourced tasks

(e) key individuals of the firm involved in related process-
es, including those responsible for oversight of the
firm’s requirements in relation to the safeguarding of
client assets; and

(f) agreements relevant to establish client ownership over
assets.

Art 3 Depositing
client finan-
cial instru-
ments

1.  Member States shall allow investment firms to deposit
financial instruments held by them on behalf of their
clients into an account or accounts opened with a third
party provided that the firms exercise all due skill, care and
diligence in the selection, appointment and periodic review
of the third party and of the arrangements for the holding
and safekeeping of those financial instruments.
In particular, Member States shall require investment firms
to take into account the expertise and market reputation of
the third party as well as any legal requirements related to
the holding of those financial instruments that could ad-
versely affect clients’ rights.
2.  Where an investment firm proposes to deposit client fi-
nancial instruments with a third party, Member States shall
ensure that this investment firm only deposits financial in-
struments with a third party in a jurisdiction where the
safekeeping of financial instruments for the account of an-
other person is subject to specific regulation and supervi-
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sion and that third party is subject to this specific regu-
lation and supervision.
3.  Member States shall ensure that investment firms do not
deposit financial instruments held on behalf of clients with
a third party in a third country that does not regulate the
holding and safekeeping of financial instruments for the
account of another person unless one of the following con-
ditions is met:
(a) the nature of the financial instruments or of the invest-

ment services connected with those instruments re-
quires them to be deposited with a third party in that
third country;

(b) where the financial instruments are held on behalf of a
professional client, that client requests the firm in
writing to deposit them with a third party in that third
country.

4.  Member States shall ensure the requirements under
paragraph 2 and 3 shall also apply when the third-party
has delegated any of its functions concerning the holding
and safekeeping of financial instruments to another third-
party.

Art 4 Depositing
client funds

1.  Member States shall require investment firms, on re-
ceiving any client funds, promptly to place those funds into
one or more accounts opened with any of the following:
(a) a central bank;
(b) a credit institution authorised in accordance with Di-

rective 2013/36/EU of the European Parliament and of
the Council;

(c) a bank authorised in a third country;
(d) a qualifying money market fund.
The first subparagraph shall not apply to a credit institu-
tion authorised under Directive 2013/36/EU in relation to
deposits within the meaning of that Directive held by that
institution.
2.  Member States shall require that, where investment
firms do not deposit client funds with a central bank, they
exercise all due skill, care and diligence in the selection, ap-
pointment and periodic review of the credit institution,
bank or money market fund where the funds are placed
and the arrangements for the holding of those funds and
they consider the need for diversification of these funds as
part of their due diligence.
Member States shall ensure, in particular, that investment
firms take into account the expertise and market reputa-
tion of such institutions or money market funds with a
view to ensuring the protection of clients’ rights, as well as
any legal or regulatory requirements or market practices
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related to the holding of client funds that could adversely
affect clients’ rights.
Member States shall require that investment firms ensure
that clients give their explicit consent to the placement of
their funds in a qualifying money market fund. In order to
ensure this right to consent is effective, investment firms
shall inform clients that funds placed with a qualifying
money market fund will not be held in accordance with the
requirements for safeguarding client funds set out in this
Directive.
3.  Member States shall require that, where investment
firms deposit client funds with a credit institution, bank or
money market fund of the same group as the investment
firm, they limit the funds that they deposit with any such
group entity or combination of any such group entities so
that funds do not exceed 20 % of all such funds.
An investment firm may not comply with this limit where
it is able to demonstrate that, in view of the nature, scale
and complexity of its business, and also the safety offered
by the third parties considered in the previous subpara-
graph, and including in any case the small balance of client
funds the investment firm holds the requirement under the
previous paragraph is not proportionate. Investment firms
shall periodically review the assessment made in accor-
dance with this subparagraph and shall notify their initial
and reviewed assessments to NCAs.

Art 7 Governance
arrangements
concerning
the safeguard-
ing of client
assets

Member States shall ensure that investment firms appoint a
single officer of sufficient skill and authority with specific
responsibility for matters relating to the compliance by
firms with their obligations regarding the safeguarding of
client financial instruments and funds.
Member States shall allow investment firms to decide, en-
suring full compliance with this Directive, whether the ap-
pointed officer is to be dedicated solely to this task or
whether the officer can discharge responsibilities effective-
ly whilst having additional responsibilities.

Prohibition to use clients’ assets (Art 16(9) MiFID)

Beyond asset segregation, investment firms are prohibited from using clients’ assets
for their own accounts. The only exception from this rule is where the client has given
prior express consent and the use is restricted to the specified terms to which the
client consents.30 MiFID is silent as to the form in which consent may be given. It mere-
ly specifies that “A record should be understood as any evidence permissible under na-
tional law. Client’s consent may be given once at the start of the commercial relationship,
as long as it is sufficiently clear that the client has consented to the use of their securities.

b)

30 Cf. Art 5(1) of Commission Delegated Directive (EU) 2017/593.
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Where an investment firm is acting on a client instruction to lend financial instruments
and where this constitutes consent to entering into the transaction, the investment firms
should hold evidence to demonstrate this.”31

Special provisions apply to securities financing transactions.32 In particular, the in-
vestment firm must take precautions to guarantee that the borrowed financial instru-
ments will be returned. Investment firms must also make specific arrangements to en-
sure that the borrower of a client’s assets provides the appropriate collateral and must
monitor the continued appropriateness of such collateral. The investment firms’ duty to
monitor collateral applies where they are party to a securities financing transaction
(SFT), including when acting as an agent for the conclusion of a SFT or in cases of a
tripartite agreement between the external borrower, the client and the investment firm.33

Prohibition of title transfer financial collateral arrangements with retail clients
(Art 16(10) MiFID)

Investment firms are prevented from concluding title transfer financial collateral
arrangements (TTCA), a special case of SFT, with retail clients for the purpose of secur-
ing or covering their present or future, actual or contingent or prospective obligations.

Investment firms are not, however, prohibited from concluding TTCAs with non-re-
tail clients. Recital 6 of Commission Delegated Directive (EU) 2017/593 sees “a risk that
without further guidance investment firms could use TTCA more often than reasonably
justified when dealing with non-retail clients, undermining the overall regime put in
place to protect client assets. Therefore, in light of the effects of TTCAs on firms’ duties
towards clients and in order to ensure the safeguarding and segregation rules pursuant
to Directive 2014/65/EU are not undermined, investment firms should consider the ap-
propriateness of title transfer collateral arrangements used with non-retail clients by
means of the relationship between the client’s obligations to the firm and the client assets
subject to TTCA.”

When concluding TTCAs with non-retail clients, investment firms are to properly
consider, and to demonstrate that they have done so, the use of title transfer collateral
arrangements in the context of the relationship between the client’s obligation to the
firm and the client’s assets subjected to title transfer collateral arrangements by the firm.
When considering and documenting the appropriateness of the use of title transfer col-
lateral arrangements, investment firms shall take into account a limited set of the three
factors laid down in Art 16(10) MiFID. Where using title transfer collateral arrange-
ments, investment firms shall highlight to professional clients and eligible counterparties
the risks involved and the effect of any title transfer collateral arrangement on the client’s
financial instruments and funds.34

Further requirements are set out in Recitals 7 to 8 of Commission Delegated Direc-
tive (EU) 2017/593: “(7) Demonstrating a robust link between collateral transferred un-
der a TTCA and client’s liability should not preclude taking appropriate security against
a client’s obligation. Investment firms could thus continue to require a sufficient collater-
al and where appropriate, to do so by a TTCA. That obligation should not prevent com-

c)

31 Recital 10 of Commission Delegated Directive (EU) 2017/593 of 7 April 2016 supplementing Direc-
tive 2014/65/EU of the European Parliament and of the Council with regard to safeguarding of financial
instruments and funds belonging to clients, product governance obligations and the rules applicable to the
provision or reception of fees, commissions or any monetary or non-monetary benefits.

32 Cf. Art 5(2) to (5) of Commission Delegated Directive (EU) 2017/593. See the definition in Art 1(3)
of Commission Delegated Directive (EU) 2017/593.

33 Cf. Recital 9 of Commission Delegated Directive (EU) 2017/593.
34 See Art 6 of Commission Delegated Directive (EU) 2017/593.
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pliance with requirements under [EMIR] and should not prohibit the appropriate use of
TTCAs in the context of contingent liability transactions or repos for non-retail clients.
(8) While some securities financing transactions may require the transfer of title of
clients’ assets, in that context investment firms should not be able to effect arrangements
prohibited under Article 16(10) of Directive 2014/65/EU.”

Safeguarding client assets in exceptional cases (Art 16 (11) MiFID)

If Member States believe that in addition to Art 16 (8) to (10) MiFID, further safe-
guards are necessary to ensure the safeguarding of client assets they may, in deviation
from the Single Rulebook approach, impose additional requirements on investment
firms, but must send a notice to the Commission 2 months before the additional re-
quirements comes into force. The notice will prompt a review by the Commission,
which will be carried out with a view to the Single Rulebook approach (cf. Recital 58
MiFID).

Art 16(11) MiFID grandfathers certain old investor protection measures.

Implementing legislation

The Commission has exercised its implementing powers by issuing Commission Del-
egated Regulation (EU) 2017/565 of 25 April 2016 … in regards to organisational re-
quirements and operating conditions for investment firms and defined terms for the
purposes of that Directive and Commission Delegated Directive (EU) 2017/593 of 7
April 2016 … with regard to safeguarding of financial instruments and funds belonging
to clients, product governance obligations and the rules applicable to the provision or
reception of fees, commissions or any monetary or non-monetary benefits.

Sanctioning

See comments on → Art 69 MiFID for sanctions. The provision in Art 69(2) para 3
MiFID, according to which “Member States shall ensure that mechanisms are in place to
ensure that compensation may be paid or other remedial action be taken in accordance
with national law for any financial loss or damage suffered as a result of an infringement
of this Directive or of Regulation (EU) No 600/2014” is particularly meaningful for in-
fringements of Art 16 MiFID. This provision is justified in light of the fact that many
MiFID services are off-balance services, i.e the results of a deficient organisation imme-
diately impacts the value of the investors’ portfolio. This is contrary to the stereotypical
banking business where the damage is felt, primarily, on the bank’s balance sheet and
only on a secondary level in the bank clients’ portfolio.

Article 17
Algorithmic trading

1.  An investment firm that engages in algorithmic trading shall have in place effect-
ive systems and risk controls suitable to the business it operates to ensure that its
trading systems are resilient and have sufficient capacity, are subject to appropriate
trading thresholds and limits and prevent the sending of erroneous orders or the sys-
tems otherwise functioning in a way that may create or contribute to a disorderly
market. Such a firm shall also have in place effective systems and risk controls to en-
sure the trading systems cannot be used for any purpose that is contrary to Regu-
lation (EU) No 596/2014 or to the rules of a trading venue to which it is connected.

d)

8.

9.
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The investment firm shall have in place effective business continuity arrangements
to deal with any failure of its trading systems and shall ensure its systems are fully
tested and properly monitored to ensure that they meet the requirements laid down
in this paragraph.
2.  An investment firm that engages in algorithmic trading in a Member State shall
notify this to the competent authorities of its home Member State and of the trading
venue at which the investment firm engages in algorithmic trading as a member or
participant of the trading venue.
The competent authority of the home Member State of the investment firm may re-
quire the investment firm to provide, on a regular or ad-hoc basis, a description of
the nature of its algorithmic trading strategies, details of the trading parameters or
limits to which the system is subject, the key compliance and risk controls that it has
in place to ensure the conditions laid down in paragraph 1 are satisfied and details of
the testing of its systems. The competent authority of the home Member State of the
investment firm may, at any time, request further information from an investment
firm about its algorithmic trading and the systems used for that trading.
The competent authority of the home Member State of the investment firm shall, on
the request of a competent authority of a trading venue at which the investment firm
as a member or participant of the trading venue is engaged in algorithmic trading
and without undue delay, communicate the information referred to in the second
subparagraph that it receives from the investment firm that engages in algorithmic
trading.
The investment firm shall arrange for records to be kept in relation to the matters
referred to in this paragraph and shall ensure that those records be sufficient to en-
able its competent authority to monitor compliance with the requirements of this
Directive.
An investment firm that engages in a high-frequency algorithmic trading technique
shall store in an approved form accurate and time sequenced records of all its placed
orders, including cancellations of orders, executed orders and quotations on trading
venues and shall make them available to the competent authority upon request.
3.  An investment firm that engages in algorithmic trading to pursue a market mak-
ing strategy shall, taking into account the liquidity, scale and nature of the specific
market and the characteristics of the instrument traded:
(a) carry out this market making continuously during a specified proportion of the

trading venue’s trading hours, except under exceptional circumstances, with the
result of providing liquidity on a regular and predictable basis to the trading
venue;

(b) enter into a binding written agreement with the trading venue which shall at
least specify the obligations of the investment firm in accordance with point (a);
and

(c) have in place effective systems and controls to ensure that it fulfils its obligations
under the agreement referred to in point (b) at all times.

4.  For the purposes of this Article and of Article 48 of this Directive, an investment
firm that engages in algorithmic trading shall be considered to be pursuing a market
making strategy when, as a member or participant of one or more trading venues, its
strategy, when dealing on own account, involves posting firm, simultaneous two-way
quotes of comparable size and at competitive prices relating to one or more financial
instruments on a single trading venue or across different trading venues, with the re-
sult of providing liquidity on a regular and frequent basis to the overall market.
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5.  An investment firm that provides direct electronic access to a trading venue shall
have in place effective systems and controls which ensure a proper assessment and
review of the suitability of clients using the service, that clients using the service are
prevented from exceeding appropriate pre-set trading and credit thresholds, that
trading by clients using the service is properly monitored and that appropriate risk
controls prevent trading that may create risks to the investment firm itself or that
could create or contribute to a disorderly market or could be contrary to Regulation
(EU) No 596/2014 or the rules of the trading venue. Direct electronic access without
such controls is prohibited.
An investment firm that provides direct electronic access shall be responsible for en-
suring that clients using that service comply with the requirements of this Directive
and the rules of the trading venue. The investment firm shall monitor the transac-
tions in order to identify infringements of those rules, disorderly trading conditions
or conduct that may involve market abuse and that is to be reported to the compe-
tent authority. The investment firm shall ensure that there is a binding written agree-
ment between the investment firm and the client regarding the essential rights and
obligations arising from the provision of the service and that under the agreement
the investment firm retains responsibility under this Directive.
An investment firm that provides direct electronic access to a trading venue shall no-
tify the competent authorities of its home Member State and of the trading venue at
which the investment firm provides direct electronic access accordingly.
The competent authority of the home Member State of the investment firm may re-
quire the investment firm to provide, on a regular or ad-hoc basis, a description of
the systems and controls referred to in first subparagraph and evidence that those
have been applied.
The competent authority of the home Member State of the investment firm shall, on
the request of a competent authority of a trading venue in relation to which the in-
vestment firm provides direct electronic access, communicate without undue delay
the information referred to in the fourth subparagraph that it receives from the in-
vestment firm.
The investment firm shall arrange for records to be kept in relation to the matters
referred to in this paragraph and shall ensure that those records be sufficient to en-
able its competent authority to monitor compliance with the requirements of this
Directive.
6.  An investment firm that acts as a general clearing member for other persons shall
have in place effective systems and controls to ensure clearing services are only ap-
plied to persons who are suitable and meet clear criteria and that appropriate re-
quirements are imposed on those persons to reduce risks to the investment firm and
to the market. The investment firm shall ensure that there is a binding written agree-
ment between the investment firm and the person regarding the essential rights and
obligations arising from the provision of that service.
7.  ESMA shall develop draft regulatory technical standards to specify the following:
(a) the details of organisational requirements laid down in paragraphs 1 to 6 to be

imposed on investment firms providing different investment services and/or ac-
tivities and ancillary services or combinations thereof, whereby the specifica-
tions in relation to the organisational requirements laid down in paragraph 5
shall set out specific requirements for direct market access and for sponsored ac-
cess in such a way as to ensure that the controls applied to sponsored access are
at least equivalent to those applied to direct market access;
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(b) the circumstances in which an investment firm would be obliged to enter into
the market making agreement referred to in point (b) of paragraph 3 and the
content of such agreements, including the proportion of the trading venue’s
trading hours laid down in paragraph 3;

(c) the situations constituting exceptional circumstances referred to in paragraph 3,
including circumstances of extreme volatility, political and macroeconomic is-
sues, system and operational matters, and circumstances which contradict the
investment firm’s ability to maintain prudent risk management practices as laid
down in paragraph 1;

(d) the content and format of the approved form referred to in the fifth subpara-
graph of paragraph 2 and the length of time for which such records must be kept
by the investment firm.

ESMA shall submit those draft regulatory technical standards to the Commission by
3 July 2015.
Power is delegated to the Commission to adopt the regulatory technical standards
referred to in the first subparagraph in accordance with Articles 10 to 14 of Regu-
lation (EU) No 1095/2010.

Bibliography: Conac PH, ‘Algorithmic Trading and High Frequency Trading’ in Ferrarini G and Busch D
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I.  General features

Recitals

Recitals 59-68 MiFID.

Implementing acts

Commission Delegated Regulation (EU) 2017/589 of 19 July 2016 supplementing Di-
rective 2014/65/EU of the European Parliament and of the Council with regard to regu-

1.

2.
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latory technical standards specifying the organisational requirements of investment
firms engaged in algorithmic trading.

Other regulatory texts

ESMA guidelines on systems and controls in an automated trading environment for
trading platforms, investment firms and competent authorities (ESMA/2012/122)

ESMA, Questions and Answers on MiFID II and MiFIR market structures topics, 29
May 2018, ESMA70-872942901-38, in particular on the scope of Art 17 (p. 18), on
Art 17(2) (p. 21, 23-24), on Art 17(4) (p. 24, 50), on Art 17(4) (p. 16, 24), on Art 17(5)
(p. 25, 26).

II.  Commentary

Fundamentals on algorithmic trading

The use of computer support and even full reliance on algorithms for the selection,
weighting and execution of investment decisions is widespread. Art 17 MiFID shall ad-
dress the risks stemming from the market participants’ extensive use of trading tech-
nology, in particular algorithmic trading. Pursuant to Art 4(1)(39 MiIFD, ‘algorithmic
trading’ means trading in financial instruments where a computer algorithm automati-
cally determines individual parameters of orders such as whether to initiate the order,
the timing, price or quantity of the order or how to manage the order after its submis-
sion, with limited or no human intervention. Order routing systems used for the pur-
pose of directing orders to one or more trading venues, the processing of orders involv-
ing no determination of any trading parameters, or the confirmation of orders or the
post-trade processing of executed transactions are not covered by the definition of algo-
rithmic trading.

While clients of investment firms often benefit from algorithmic strategies, other
market participants may be disadvantaged due to a lack of access to information at the
same speed as algorithmic traders, or a lack of equal access to the market when re-
sponding to new information. Art 17 MiFID addresses these risks by imposing addi-
tional requirements on investment firms with a view toward ensuring orderly markets
and preventing market abuse (cf. Recital 64 MiFID); investor protection is not the focus
of regulatory activity. The same concern justifies additional requirements for trading
venues, such as those provided in Art 18 to 20 MiFID, particularly relating to the fee
structure of trading venues (cf. Recital 65 MiFID).

Art 17 MiFID distinguishes between different types of software and computers in
the context of trading decisions. These include:
– ‘algorithmic trading’, i.e. trading in financial instruments where a computer algo-

rithm automatically determines individual parameters of orders; Art 17(1) and (2)
MiFID contain general provisions focusing on algorithm-based trading decisions;
for the most part those provisions and extensive implementing legislation are more
detailed requirements adopted with a view on computer and software risks. Those
general rules apply to many trading decisions at the modern capital markets; in fact,
almost any asset manager that relies on some type of technical support while identi-
fying investment opportunities qualifies as algorithmic trader under the broad defi-
nition provided by Art 4(1)(39) MiFID.

– ‘high-frequency algorithmic trading technique’ (cf. Art 4(1)(40) MiFID) refers to
trading where infrastructure intended to minimise network and other types of laten-
cies is employed (including at least one of the following facilities for algorithmic or-

3.

1.
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der entry: co-location, proximity hosting or high-speed direct electronic access);
further, the trading involves system-determination of order initiation, generation,
routing or execution without human intervention for individual trades or orders, as
well as reliance on high message intraday rates which constitute orders, quotes or
cancellations. These are the types of traders referred to in the literature that seek ad-
vantages from first access to information and trading.1 Art 17 (2) fifth para MiFID
imposes (only) one additional record keeping requirement on those high-frequency
traders.

– An ‘investment firm that pursues a market making strategy’ is defined in Art 17(4)
MiFID as investment firm whose strategy, as a member or participant of one or
more trading venues, when dealing on own account, involves posting firm, simulta-
neous two-way quotes of comparable size and at competitive prices relating to one
or more financial instruments on a single trading venue or across different trading
venues, with the result of providing liquidity on a regular and frequent basis to the
overall market. This provision responds to the fact that modern market making re-
lies to a large extent on algorithms. Those market maker firms must apply the gener-
al requirements specified in Art 17(1), (2) MiFID and in addition the organisational
requirements for those firms in Art 17(3) MiFID.

– An investment firm that provides direct electronic access (cf. Art 4(1)(41) MiFID)
to a trading venue (cf. Art 4(1)(24)) must apply, in addition to the general require-
ments in Art 17(1), (2) MiFID, the requirements set out in Art 17(5) MiFID and the
implementing legislation.

Art 17 MiFID and the accompanying implementing legislation are built on ESMA
guidelines on systems and controls in an automated trading environment for trading
platforms, investment firms and competent authorities (ESMA/2012/122). The approach
of these guidelines is that the “risks from increased use of technology are best mitigated
by a combination of measures and specific risk controls directed at firms that engage in
algorithmic trading or high-frequency algorithmic trading techniques, those that pro-
vide direct electronic access, and other measures directed at operators of trading venues
that are accessed by such firms” (Recital 62 MiFID).

MiFID requires high-frequency algorithmic trading firms to be authorized and to
meet the respective organisational requirements, in particular those set out in
Art 17(1) and (2) MiFID and the respective implementing legislation. At the same time,
there may be some high-frequency algorithmic trading firms authorised and supervised
under other parts of EU financial law, for instance under the AIFMD. AIFMs are not
required to obtain an authorisation under MiFID and are only subject to the measures
and controls aiming to tackle the specific risk arising from the type of trading specified
under the AIFMD, such as the requirement of orderly processes and controls laid down
in Art 12, 14, 18 AIFMD. ESMA is encouraged to ensure orderly markets at EU level, for
instance by defining the appropriate tick sizes2 for such traders across the respective EU
legislation (cf. Recital 63 MiFID). Further, ESMA is encouraged to regularly seek input
from national experts on developments relating to trading technology, including high-
frequency trading and new practices which could constitute market abuse, so as to iden-
tify and promote effective strategies for preventing and addressing such abuse (cf.
Recital 68 MiFID).

1 See Lewis, Flash Boys (A Wall Street Revolution) (Norton & Company 2015).
2 See on tick sizes → Art 48(6), → 49 MiFID and comments thereon.
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Effective systems and controls (Art 17(1) MiFID)

Art 17(1) MiFID sets out the requirements applicable to all investments firms in-
volved in algorithmic trading (cf. Art 4(1)(39) MiFID and supra, → mn 3). It aims to
encourage robust measures for investment firms in order to ensure that algorithmic
trading or high-frequency algorithmic trading techniques do not create a disorderly
market and cannot be used for abusive purposes (cf. Recital 64 MiFID).

Pursuant to Art 17(1) MiFID the respective firm shall have in place effective systems
and risk controls suitable to the business it operates to ensure that its trading systems:
– are resilient and have sufficient capacity;
– are subject to appropriate trading thresholds and limits that prevent both the send-

ing of erroneous orders and the systems otherwise functioning in a way that may
create or contribute to a disorderly market;

– cannot be used for any purpose that is contrary to Regulation (EU) No 596/2014
[MAR] or to the rules of a trading venue to which it is connected.

The investment firm shall also have in place effective business continuity arrangements
to deal with any failure of its trading systems and shall ensure its systems are fully tested
and properly monitored to ensure that they meet the requirements laid down in this
paragraph.

The details are set out in the Commission Regulation (EU) 2017/589 as follows:

Regulation
2017/589

Topic Content

Art 1 General organisational require-
ments

General organisational require-
ments

Art 2 Role of the compliance function General organisational require-
ments

Art 3 Staffing General organisational require-
ments

Art 4 IT outsourcing and procurement General organisational require-
ments

Art 5 General methodology Testing and deployment of trading
algorithms systems and strategies

Art 6 Conformance testing Testing and deployment of trading
algorithms systems and strategies

Art 7 Testing environments Testing and deployment of trading
algorithms systems and strategies

Art 8 Controlled deployment of algo-
rithms

Testing and deployment of trading
algorithms systems and strategies

Art 9 Annual self-assessment and valida-
tion

Post-deployment management

Art 10 Stress testing Post-deployment management

Art 11 Management of material changes Post-deployment management

Art 12 Kill functionality Means to ensure resilience

Art 13 Automated surveillance system to
detect market manipulation

Means to ensure resilience

2.
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Regulation
2017/589

Topic Content

Art 14 Business continuity arrangements Means to ensure resilience

Art 15 Pre-trade controls on order entry Means to ensure resilience

Art 16 Real-time monitoring Means to ensure resilience

Art 17 Post-trade controls Means to ensure resilience

Art 18 Security and limits to access Means to ensure resilience

Reporting and record keeping (Art 17(2) MiFID)

Notification of algorithmic trading (Art 17(2) MiFID)

Algorithimic trading prompts an additional notification requirement. This require-
ment applies to the NCA that supervises the investment firm engaging in algorithmic
trading as well as the trading venue where the trading occurs. Both the NCA and the
trading venue must follow up and identify the respective algorithm in case of unexpect-
ed market events. MiFID goes even further and requires flagging of all orders generated
by algorithmic trading on the side of the trading venue (cf. Recital 67 and Art 18-20
MiFID). This shall ensure effective supervision and enable the NCAs to take appropriate
measures against defective or rogue algorithmic strategies in due time. By means of flag-
ging, NCAs can identify and distinguish orders originating from different algorithms as
well as efficiently reconstruct and evaluate the strategies that algorithmic traders employ.
This should mitigate the risk that orders are not unambiguously attributed to an algo-
rithmic strategy and a trader.

Reporting on algorithmic trading (Art 17(2), second, third para MiFID)

Further, investment firms engaged in algorithmic trading need to respond to the
NCA’s request to report, either regularly or ad-hoc, the nature of its algorithmic trading
strategies, details of the trading parameters or limits to which the system is subject, the
key compliance and risk controls that it has in place (cf. Art 17(1) MiFID) and details
regarding the testing of its systems. Said information may be forwarded, upon request,
to the trading venue where the investment firm is engaged in algorithmic trading.

Record keeping (Art 17(2), fourth para MiFID)

The reports, as well as the algorithms used for trading and the data on trading orders,
or their cancellations, must be held on record by the investment firm for further review
by the NCA.

Record keeping in case of high-frequency trading (Art 17(2), fifth para MiFID)

In addition to the technical definition in Art 4(1)(40) MiFID, high-frequency trading
is comprehensively described in Recital 61 MiFID, which may be used to apply the
technical definition: “A specific subset of algorithmic trading is high-frequency algo-
rithmic trading where a trading system analyses data or signals from the market at high
speed and then sends or updates large numbers of orders within a very short time period
in response to that analysis. In particular, high-frequency algorithmic trading may con-
tain elements such as order initiation, generating, routing and execution which are de-
termined by the system without human intervention for each individual trade or order,

3.
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b)

c)

d)
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short time-frame for establishing and liquidating positions, high daily portfolio
turnover, high order-to-trade ratio intraday and ending the trading day at or close to a
flat position. High-frequency algorithmic trading is characterised, among others, by
high message intra-day rates which constitute orders, quotes or cancellations. In deter-
mining what constitutes high message intra-day rates, the identity of the client ultimate-
ly behind the activity, the length of the observation period, the comparison with the
overall market activity during that period and the relative concentration or fragmenta-
tion of activity should be taken into account. High-frequency algorithmic trading is typi-
cally done by the traders using their own capital to trade and rather than being a strategy
in itself is usually the use of sophisticated technology to implement more traditional
trading strategies such as market making or arbitrage.”

Art 17(2) fifth para MiFID imposes additional record keeping requirements in case
an investment firm engages in high-frequency trading. Such a firm shall store, in an ap-
proved form, accurate and time sequenced records of all its placed orders, including or-
der cancellations, executed orders and quotations on trading venues. The firm shall
make these records available to the competent authority upon request. Art 28 Commis-
sion Delegated Regulation (EU) 2017/589) stipulates the content and format of order
records: An investment firm that engages in a high-frequency algorithmic trading tech-
nique shall, immediately following the submission of an order, record the details of each
submission using the format set out in tables 2 and 3 of Annex II, and update the infor-
mation in the standards and formats specified in the fourth column of tables 2 and 3 of
Annex II of Commission Delegated Regulation (EU) 2017/589). In line with Art 25(1)
MiFIR, the records must be kept for five years from the date the order is submitted.

Although Art 17(2) MiFID (together with Art 28 Commission Delegated Regulation
(EU) 2017/589) is the only provision specifically addressing high-frequency trading,3 the
proportionality principle of Union law suggests that the general requirements set out in
Art 17(1) MiFID, as well as the reporting and record keeping requirements of Art 17(2)
MiFID, must be read while at the same time considering the additional risks created by
high-frequency (algorithmic) trading of that investment firm. As a result, the limitation
of the aforementioned provisions to high-frequency trading must be read strictly to
avoid any extension of the principles to other trading techniques.

This construction of Art 17 MiFID is supported by the extensive descriptions of
risks relating to high-frequency trading in Recital 62 MiFID: “(62) Technical advances
have enabled high-frequency trading and an evolution of business models. High-fre-
quency trading is facilitated by the co-location of market participants’ facilities in close
physical proximity to a trading venue’s matching engine. In order to ensure orderly and
fair trading conditions, it is essential to require trading venues to provide such co-loca-
tion services on a non-discriminatory, fair and transparent basis. The use of trading
technology has increased the speed, capacity and complexity of how investors trade. It
has also enabled market participants to facilitate direct electronic access by their clients
to markets through the use of their trading facilities, through direct market access or
sponsored access. Trading technology has provided benefits to the market and market
participants generally such as wider participation in markets, increased liquidity, nar-
rower spreads, reduced short term volatility and the means to obtain better execution of
orders for clients. Yet that trading technology also gives rise to a number of potential
risks such as an increased risk of the overloading of the systems of trading venues due to
large volumes of orders, risks of algorithmic trading generating duplicative or erroneous

3 HFT is mentioned in the context of exemptions (see → Art 2 MiFID) and definitions (see Art 4(1)(40)
MiFID).
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orders or otherwise malfunctioning in a way that may create a disorderly market. In ad-
dition, there is the risk of algorithmic trading systems overreacting to other market
events which can exacerbate volatility if there is a pre-existing market problem. Finally,
algorithmic trading or high-frequency algorithmic trading techniques can, like any other
form of trading, lend themselves to certain forms of behaviour which is prohibited un-
der Regulation (EU) No 596/2014. High-frequency trading may also, because of the in-
formation advantage provided to high-frequency traders, prompt investors to choose to
execute trades in venues where they can avoid interaction with high-frequency traders.
It is appropriate to subject high-frequency algorithmic trading techniques which rely on
certain specified characteristics to particular regulatory scrutiny. While those are pre-
dominantly techniques which rely on trading on own account such scrutiny should also
apply where the execution of the technique is structured in such a way as to avoid the
execution taking place on own account.”

Algotraders pursuing market making strategies (Art 17(3), (4) MiFID)

Art 17(3) MiFID imposes additional requirements on algorithmic traders that pur-
sue market making strategies (see the definition in Art 17(4) MiFID, which is different
and independent from that of ‘market making activities’ in Regulation (EU)
No 236/2012, see Recital 60 MiFID). Such an investment firm must have in place appro-
priate systems and controls for that activity and must hold themselves out for business
continuously. In particular, they must “carry out that market making continuously dur-
ing a specified proportion of the trading venue’s trading hours. Regulatory technical
standards should clarify what constitutes specified proportion of the trading venue’s
trading hours by ensuring that such specified proportion is significant in comparison to
the total trading hours, taking into account the liquidity, scale and nature of the specific
market and the characteristics of the financial instrument traded” (Recital 59 MiFID).
Further, they shall enter into a binding written agreement with the trading venue speci-
fying both parties’ obligations in line with Art 17(3) MiFID.

Provision of direct electronic access to trading venue (Art 17(5) MiFID)

Direct electronic access of one investment firm to a trading venue can put market
fairness at risk. For that purpose, MiFID pursues a four-pronged approach. First, it re-
quires trading venues to be transparent and considerate of the risk and provide access
on a non-discriminatory basis (cf. Recital 51 and → MiFIR Art 3 et seq.).

Second, it imposes a ban on the provision of direct electronic access to markets by
investment firms for their clients where such access is not subject to proper systems and
controls. Such systems and controls include (cf. Art 17(5), first para MiFID and Art 19
to 21 Commission Regulation (EU) 2017/589):
– a proper assessment and review of the suitability of clients using the service;
– that clients using the service are prevented from exceeding appropriate pre-set trad-

ing and credit thresholds;
– that trading by clients using the service is properly monitored and
– that appropriate risk controls prevent trading that may create risks to the investment

firm itself or that could create or contribute to a disorderly market or could be con-
trary to Regulation (EU) No 596/2014 or the rules of the trading venue.

Third, irrespective of the form of the direct electronic access provided, firms provid-
ing such access must assess and review the suitability of clients using that service and

4.

5.
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ensure that risk controls are imposed on the use of the service and that those firms re-
tain responsibility for trading.4

Fourth, in order to ensure effective supervision, reporting is itensified. The firm that
provides direct electronic access to a trading venue must notify the NCA of its home
Member State and of the trading venue. The NCA of the home Member State may re-
quire additional information on the systems and controls the investment firm employs,
and will subsequently exchange those with the NCA of the trading venue. The invest-
ment firm is subject to intensified reporting requirements so that the NCA of its home
Member State can monitor compliance with the requirements of Art 17(5) MiFID.

The details are set out in the Commission Regulation (EU) 2017/589 as follows:

Regulation
2017/589

Topic Content

Art 19 General
provisions
for DEA

A DEA provider shall establish policies and procedures to
ensure that trading of its DEA clients complies with the
trading venue’s rules so as to ensure that the DEA provider
meets the requirements in accordance with Art 17(5)
MiFID.

Art 20 Controls of
DEA
providers

1.  A DEA provider shall apply the controls and the real-
time monitoring (cf. Art 17(1) to the order flow of each of
its DEA clients. Those controls and that monitoring shall
be separate and distinct from the controls and monitoring
applied by DEA clients. In particular, the orders of a DEA
client shall always pass through the pre-trade controls that
are set and controlled by the DEA provider.
2.  A DEA provider may use its own pre-trade and post-
trade controls, controls provided by a third party or con-
trols offered by the trading venue and real time moni-
toring. In all circumstances, the DEA provider shall re-
main responsible for the effectiveness of those controls.
The DEA provider shall also ensure that it is solely entitled
to set or modify the parameters or limits of those pre-trade
and post-trade controls and real time monitoring. The
DEA provider shall monitor the performance of the pre-
trade and post-trade controls on an on-going basis.
3.  The limits of the pre-trade controls on order submis-
sion shall be based on the credit and risk limits which the
DEA provider applies to the trading activity of its DEA
clients. Those limits shall be based on the initial due dili-
gence and periodic review of the DEA client by the DEA
provider.
4.  The parameters and limits of the controls applied to
DEA clients using sponsored access shall be as stringent as
those imposed on DEA clients using DMA.

4 For details, see Art 17(5), second para MiFID and Art 22, 23 Commission Regulation (EU) 2017/589.

Art. 17 MiFID II  1.   Security Markets and Services

130 Dirk Zetzsche

24

25



Regulation
2017/589

Topic Content

Art 21 Specifications
for the sys-
tems of DEA
providers

1.  A DEA provider shall ensure that its trading systems
enable it to:
(a) monitor orders submitted by a DEA client using the

trading code of the DEA provider;
(b) automatically block or cancel orders from individuals

which operate trading systems that submit orders re-
lated to algorithmic trading and which lack authorisa-
tion to send orders through DEA;

(c) automatically block or cancel orders from a DEA
client for financial instruments which that client is not
authorised to trade, using an internal flagging system
to identify and block single DEA clients or a group of
DEA clients;

(d) automatically block or cancel orders from a DEA
client that breach the risk management thresholds of
the DEA provider, applying controls to exposures of
individual DEA clients, financial instruments or
groups of DEA clients;

(e) stop order flows transmitted by its DEA clients;
(f) suspend or withdraw DEA services to any DEA client

where the DEA provider is not satisfied that contin-
ued access would be consistent with its rules and pro-
cedures for fair and orderly trading and market in-
tegrity;

(g) carry out, whenever necessary, a review of the internal
risk control systems of DEA clients.

2.  A DEA provider shall have procedures to evaluate,
manage and mitigate market disruption and firm-specific
risks. The DEA provider shall be able to identify the per-
sons to be notified in the event of an error resulting in vio-
lations of the risk profile or in potential violations of the
trading venue’s rules.
3.  A DEA provider shall at all times be able to identify its
different DEA clients and the trading desks and traders of
those DEA clients, who submit orders through the DEA
provider’s systems, by assigning a unique identification
code to them.
4.  A DEA provider allowing a DEA client to provide its
DEA access to its own clients (‘sub-delegation’) shall be
able to identify the different order flows from the benefi-
ciaries of such sub-delegation without being required to
know the identity of the beneficiaries of such arrangement.
5.  A DEA provider shall record data relating to the orders
submitted by its DEA clients, including modifications and
cancellations, the alerts generated by its monitoring sys-
tems and the modifications made to its filtering process.
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Regulation
2017/589

Topic Content

Art 22 Due diligence
assessment of
prospective
DEA clients

1.  A DEA provider shall conduct a due diligence assess-
ment of its prospective DEA clients to ensure that they
meet the requirements set out in this Regulation and the
rules of the trading venue to which it offers access.
2.  The due diligence assessment referred to in paragraph 1
shall cover:
(a) the governance and ownership structure of the

prospective DEA client;
(b) the types of strategies to be undertaken by the

prospective DEA client;
(c) the operational set-up, the systems, the pre-trade and

post-trade controls and the real time monitoring of
the prospective DEA client. The investment firm of-
fering DEA allowing DEA clients to use third-party
trading software for accessing trading venues shall en-
sure that the software includes pre-trade controls that
are equivalent to the pre-trade controls set out in this
Regulation.

(d) the responsibilities within the prospective DEA client
for dealing with actions and errors;

(e) the historical trading pattern and behaviour of the
prospective DEA client;

(f) the level of expected trading and order volume of the
prospective DEA client;

(g) the ability of the prospective DEA client to meet its fi-
nancial obligations to the DEA provider;

(h) the disciplinary history of the prospective DEA client,
where available.

3.  A DEA provider allowing sub-delegation shall ensure
that a prospective DEA client, before granting that client
access, has a due diligence framework in place that is at
least equivalent to the one described in paragraphs 1 and
2.

Art 23 Periodic
review of
DEA clients

1.  A DEA provider shall review its due diligence assess-
ment processes annually.
2.  A DEA provider shall carry out an annual risk-based
reassessment of the adequacy of its clients’ systems and
controls, in particular taking into account changes to the
scale, nature or complexity of their trading activities or
strategies, changes to their staffing, ownership structure,
trading or bank account, regulatory status, financial pos-
ition and whether a DEA client has expressed an intention
to sub-delegate the access it receives from the DEA
provider.
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General clearing member (Art 17(6) MiFID)

Art 17(6) MiFID imposes additional requirements on investment firms that act as a
general clearing member for other persons. These requirements are designed to ensure
clearing services are only applied to persons who are suitable and meet clear criteria.
The appropriate requirements shall reduce risks created by those investment firms to the
market and their clients.

The details are set out in the Commission Regulation (EU) 2017/589 as follows:

Regulation
2017/589

Topic Content

Art 24 Systems and
controls of
investment
firms acting
as general
clearing
members

Any systems used by an investment firm acting as a gener-
al clearing member (‘clearing firm’) to support the provi-
sion of its clearing services to its clients shall be subject to
appropriate due diligence assessments, controls and moni-
toring.

Art 25 Due diligence
assessments
of prospec-
tive clearing
clients

1.  A clearing firm shall make an initial assessment of a
prospective clearing client, taking into account the nature,
scale and complexity of the prospective clearing client’s
business. Each prospective clearing client shall be assessed
against the following criteria:
– credit strength, including any guarantees given;
– internal risk control systems;
– intended trading strategy;
– payment systems and arrangements that enable the

prospective clearing client to ensure a timely transfer
of assets or cash as margin, as required by the clearing
firm in relation to the clearing services it provides;

– systems settings and access to information that helps
the prospective clearing client to respect any maxi-
mum trading limit agreed with the clearing firm;

– any collateral provided to the clearing firm by the
prospective clearing client;

– operational resources, including technological inter-
faces and connectivity;

– any involvement of the prospective clearing client in a
breach of the rules ensuring the integrity of the finan-
cial markets, including involvement in market abuse,
financial crime or money laundering activities.

2.  A clearing firm shall annually review the on-going per-
formance of its clearing clients against the criteria listed in
paragraph 1. The binding written agreement referred to in
Article 17(6) of Directive 2014/65/EU shall contain those
criteria and set out the frequency at which the clearing
firm shall review its clearing clients’ performance against
those criteria, where this review is to be conducted more
than once a year. The binding written agreement shall set

6.
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Regulation
2017/589

Topic Content

out the consequences for clearing clients that do not com-
ply with those criteria.

Art 26 Position lim-
its

1.  A clearing firm shall set out and communicate to its
clearing clients appropriate trading and position limits to
mitigate and manage its own counterparty, liquidity, oper-
ational and other risks.
2.  A clearing firm shall monitor its clearing clients’ pos-
itions against the limits referred to in paragraph 1 as close
to real-time as possible and have appropriate pre-trade
and post-trade procedures for managing the risk of
breaches of the position limits, by way of appropriate
margining practice and other appropriate means.
3.  A clearing firm shall document in writing the proce-
dures referred to in paragraph 2 and record whether the
clearing clients comply with those procedures.

Art 27 Disclosure of
information
about the ser-
vices provid-
ed

1.  A clearing firm shall publish the conditions under
which it offers its clearing services. It shall offer those ser-
vices on reasonable commercial terms.
2.  A clearing firm shall inform its prospective and existing
clearing clients of the levels of protection and of the costs
associated with the different levels of segregation it pro-
vides. Information on the different levels of segregation
shall include a description of the main legal effects of the
respective levels of segregation offered, including informa-
tion on the insolvency law applicable in the relevant juris-
diction.

Implementing legislation (Art 17(7) MiFID)

ESMA has proposed, and the Commission has adopted as RTS, Commission Delegat-
ed Regulation (EU) 2017/589 of 19 July 2016 supplementing Directive 2014/65/EU of
the European Parliament and of the Council with regard to regulatory technical stan-
dards specifying the organisational requirements of investment firms engaged in algo-
rithmic trading.

Article 18
Trading process and finalisation of transactions

in an MTF and an OTF
1. Member States shall require that investment firms and market operators operat-

ing an MTF or an OTF, in addition to meeting the organisational requirements
laid down in Article 16, establish transparent rules and procedures for fair and
orderly trading and establish objective criteria for the efficient execution of or-
ders. They shall have arrangements for the sound management of the technical
operations of the facility, including the establishment of effective contingency
arrangements to cope with risks of systems disruption.

7.

Art. 18 MiFID II  1.   Security Markets and Services

134 Dirk Zetzsche

28



2. Member States shall require that investment firms and market operators operat-
ing an MTF or an OTF establish transparent rules regarding the criteria for de-
termining the financial instruments that can be traded under its systems.
Member States shall require that, where applicable, investment firms and mar-
ket operators operating an MTF or an OTF provide, or are satisfied that there is
access to, sufficient publicly available information to enable its users to form an
investment judgement, taking into account both the nature of the users and the
types of instruments traded.

3. Member States shall require that investment firms and market operators operat-
ing an MTF or an OTF establish, publish and maintain and implement transpar-
ent and non-discriminatory rules, based on objective criteria, governing access
to its facility.

4. Member States shall require that investment firms and market operators operat-
ing an MTF or an OTF have arrangements to identify clearly and manage the po-
tential adverse consequences for the operation of the MTF or OTF, or for the
members or participants and users, of any conflict of interest between the inter-
est of the MTF, the OTF, their owners or the investment firm or market operator
operating the MTF or OTF and the sound functioning of the MTF or OTF.

5. Member States shall require that investment firms and market operators operat-
ing an MTF or OTF comply with Articles 48 and 49 and have in place all the nec-
essary effective systems, procedures and arrangements to do so.

6. Member States shall require that investment firms and market operators operat-
ing an MTF or an OTF clearly inform its members or participants of their re-
spective responsibilities for the settlement of the transactions executed in that
facility. Member States shall require that investment firms and market operators
operating an MTF or an OTF have put in place the necessary arrangements to
facilitate the efficient settlement of the transactions concluded under the sys-
tems of that MTF or OTF.

7. Member States shall require that MTFs and OTFs have at least three materially
active members or users, each having the opportunity to interact with all the
others in respect to price formation.

8. Where a transferable security that has been admitted to trading on a regulated
market is also traded on an MTF or an OTF without the consent of the issuer,
the issuer shall not be subject to any obligation relating to initial, ongoing or ad
hoc financial disclosure with regard to that MTF or an OTF.

9. Member States shall require that any investment firm and market operator oper-
ating an MTF or an OTF comply immediately with any instruction from its com-
petent authority pursuant to Article 69(2) to suspend or remove a financial in-
strument from trading.

10. Member States shall require that investment firms and market operators operat-
ing an MTF or an OTF provide the competent authority with a detailed descrip-
tion of the functioning of the MTF or OTF, including, without prejudice to Arti-
cle 20(1), (4) and (5), any links to or participation by a regulated market, an
MTF, an OTF or a systematic internaliser owned by the same investment firm or
market operator, and a list of their members, participants and/or users. Compe-
tent authorities shall make that information available to ESMA on request. Ev-
ery authorisation to an investment firm or market operator as an MTF and an
OTF shall be notified to ESMA. ESMA shall establish a list of all MTFs and OTFs
in the Union. The list shall contain information on the services an MTF or an
OTF provides and entail the unique code identifying the MTF and the OTF for
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use in reports in accordance with Articles 6, 10 and 26 of Regulation (EU) No
600/2014. It shall be updated on a regular basis. ESMA shall publish and keep
up-to-date that list on its website.

11. ESMA shall develop draft implementing technical standards to determine the
content and format of the description and notification referred to in paragraph
10.
ESMA shall submit those draft implementing technical standards to the Com-
mission by 3 January 2016.
Power is conferred on the Commission to adopt the implementing technical
standards referred to in the first subparagraph in accordance with Article 15 of
Regulation (EU) No 1095/2010.
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I.  General features

Purpose

Article 18 MiFID II forms the basis for all organisational arrangements needed to op-
erate a multilateral trading system (MTF) or an organised trading facility (OTF). The
provision provides for rules for MTF and OTF operators regarding the trading process,
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provision of information, access to a system, avoidance of conflicts of interest, billing
and information exchange with public authorities.1

Legislative history

Article 18(2) MiFID II is equivalent to Art 14(2) MiFID I of 2004. Article 18(6)
MiFID II is equivalent to Art 14(5) MiFID I. Article 18(8) MiFID II is equivalent to
Art 14(6) MiFID I Article 18(9) MiFID II is equivalent to Art 14(7) MiFID I.

Recitals; level 2 and 3 measures

Recital 7 MiFIR is relevant to the definitions of an MTF and an OTF.
Level 2:
Commission Implementing Regulation (EU) 2016/824.2

Level 3:
ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017,
ESMA70-872942901-38.

II.  Commentary

Multilateral system

Article 18 MiFID II concerns multilateral trading systems (MTFs) and organised
trading facilities (OTFs). Both MTFs and OTFs are multilateral systems, as defined in
Art 4(1)(19) MiFID II. Pursuant to Art 4(1)(19) MiFID II, a multilateral system is a sys-
tem or facility in which multiple third-party buying and selling trading interests in fi-
nancial instruments are able to interact in the system. The essential conditions are, thus,
that (a) the trading arrangements in place have the characteristics of a system and (b)
trading is conducted on a multilateral basis.

Point (a) above, regarding trading arrangements having the characteristics of a sys-
tem, means that an MTF or OTF must utilise a system for trading. A system can be
composed of a set of rules and a trading platform or only a set of rules.3 Hence, “system”
refers to automated systems, non-automated systems or repeatable arrangements that
achieve a similar outcome as a computerised system.4 MTFs, regulated markets and
OTFs are not obliged to operate a ‘technical’ system for matching orders and should be
able to operate other trading protocols including systems where users are able to trade
against quotes they request from multiple providers.5 Although the source of that inter-
pretation, recital 7 MiFIR, expressly mentions only MTFs and regulated markets, but not
OTFs, it appears that this is merely an oversight and there is no intent or legal basis to

2.

3.

1.

1 Lutter, Bayer, Schmidt, Europäisches Unternehmens- und Kapitalmarktrecht (6th edn 2018), § 32
Rn. 32.46 et seq.; Moloney, EU Securities and Financial Markets Regulation (3rd edn 2014), V.8, p. 475 et
seq.

2 Commission Implementing Regulation (EU) 2016/824 of 25 May 2016 laying down implementing
technical standards with regard to the content and format of the description of the functioning of multilat-
eral trading facilities and organized trading facilities and the notification to the European Securities and
Markets Authority according to Directive 2014/65/EU of the European Parliament and of the Council on
markets in financial instruments (OJ EU L 137/10).

3 Recital 7 subpara 1 sent 4 MiFIR.
4 Recital 7 subpara 1 sent 4 MiFIR.
5 Recital 7 subpara 1 sent 5 MiFIR.
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exclude OTFs from the rule.6 Moreover, a regulated market, MTF or OTF may operate a
system that is composed only of a set of rules that governs aspects related to member-
ship, admission of instruments to trading, trading between members, reporting and,
where applicable, transparency obligations.7

Executing orders would be considered to be under the rules of a system if, once the
trade price, volume and terms have been agreed, the counterparties’ names are disclosed
and the system operator steps away from the transaction which is then legally formalised
between the counterparties outside of the respective trading venue.8 However, if orders
to buy or sell are executed internally by coincidence or accidentally, that would not be
deemed operating a system.9 Any trade to which no rules of any system apply would not
be considered trading under the rules of the system. If an investment firm arranges
transactions on one system and provides for execution of the transactions on another
system to avoid regulation, the disconnection between arranging and executing would
not waive the obligation for the investment firm operating those systems to be autho-
rised as an OTF operator.10

“On a multilateral basis”, under point (b) above, means that interactions with a view
to trading in a financial instrument are conducted in such a way that a trading interest in
a system may potentially interact with other, opposite, trading interests of other market
participants.11 This criterion is meant to exclude bilateral systems where an investment
firm enters into every trade on own account.12 Under Art 18(7) MiFID II, MTFs and
OTFs are required to “have at least three materially active members or users, each hav-
ing the opportunity to interact with all the others in respect to price formation”. There-
fore, an MTF/OTF user's trading interests must be able to, potentially, interact with the
trading interests of at least two other users. The interaction between the trading interests
of users on an MTF/OTF can occur in different ways, including through matched-prin-
cipal trading (with regard to OTFs) or market-making, within the limits set out in
Arts 20(2) and 20(5) MiFID II.13

Multilateral trading facility

A multilateral trading facility (MTF) is a specific multilateral system. According to
Art 4(1)(22) MiFID II, an MTF is a multilateral system operated by an investment firm
or a market operator which brings together multiple third-party buying and selling in-
terests in financial instruments in the system – in accordance with non-discretionary
rules – in a way that results in a contract in accordance with Title II of MiFID II. Oper-
ating an MTF is an investment activity that requires prior authorisation in accordance
with Annex I, Section A(8) MiFID II.

2.

6 Recital 7 MiFIR is the successor of recital 6 MiFID I and it seems that it was forgotten to adapt it to the
new regime, after OTFs had been introduced.

7 Recital 7 subpara 1 sent 6 MiFIR.
8 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 37.
9 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 37.
10 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 37.
11 In regard of the criterion “multilateral” see Kumpan and Mueller-Lankow, The multilateral single-

dealer system – an oxymoron under MiFID II?, p. 15.
12 Recital 7 subpara 1 sent 2 MiFIR.
13 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 37.
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The requirement regarding non-discretionary rules means that orders are brought
together in accordance with a system’s rules or by means of the system’s protocols or in-
ternal operating procedures, including procedures embodied in computer software.14

Hence, when matching orders in an MTF, the predetermined priority-rules determine
whether an order is matched without any discretion of the market operator.15

Organised trading facility

According to Art 4(1)(23) MiFID II, an OTF is a multilateral system which is not a
regulated market or an MTF and in which multiple third-party buying and selling inter-
ests in bonds, structured finance products, emission allowances or derivatives are able to
interact in the system in a way that results in a contract in accordance with Title II of
MiFID II. Operating an OTF is an investment activity that requires prior authorisation
in accordance with Annex I, Section A(9) MiFID II.

In contrast to MTFs, orders placed through OTFs can be executed on a discre-
tionary basis16 through a system or under the rules of a system.17 This condition, and
the OTFs’ limitation to certain financial instruments, differentiates OTFs and MTFs.
Otherwise, MTFs and OTFs are similar.

Moreover, ESMA highlights that a trading interest in an OTF may not be executed
against an opposite order or quote on another execution venue. It is necessary that both
trading interests be placed in the same execution venue. However, this does not prevent
the investment firm or the market operator operating an OTF from retracting the order
from the OTF and sending it to another OTF, a systematic internaliser, an MTF or a reg-
ulated market, where doing so is consistent with the policy and discretion of the invest-
ment firm or the market operator.18

Rules for MTFs and OTFs

Article 18(1) MiFID II requires that, beyond the organisational requirements laid
down in Art 16 MiFID II, MTF/OTF operators establish transparent and fair trading
rules and procedures and objective criteria for the effective execution of client orders.
Similarly, an MTF/OTF operator shall take appropriate precautions in the event of a sys-
tem failure. Moreover, Art 18(5) extends the obligations of Arts 48 and 49 MiFID II to
MTFs and OTFs.19 This means that both the MTF and OTF operators have to comply
with the rules governing regulated markets regarding system security arrangements, ex-
ceptional market conditions and tick sizes.20 The result is that MTFs and OTFs are regu-
lated in similar fashion as regulated markets. However, since not all provisions relating
to regulated markets apply to MTFs and OTFs, they are only subject to “light” regu-
lation.

3.

4.

14 Recital 7 subpara 2 sent 2 MiFIR.
15 Güllner, WM 2017, p. 938 (944).
16 In this context, discretionary basis means when and how an order is executed may be determined by

the system operator and not by predetermined rules.
17 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 36.
18 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 41.
19 ESMA, Final Report – Draft Regulatory and Implementing Technical Standards MiFID II/MiFIR,

2015/1464, p. 227.
20 Güllner, WM 2017, 938 (943).
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MTF/OTF operators should set clear rules regarding which financial instruments
may be traded within their systems.21 Moreover, operators have to enable investors to
make comprehensive judgments on investment opportunities. This may be accom-
plished through rules on making information publicly available. If a transferable security
is traded on an MTF/OTF without the issuer's consent, the issuer is not subject to any
obligations relating to initial, ongoing or ad hoc financial disclosure with regard to the
MTF/OTF.22

MTF and OTF operators have to establish transparent, non-discriminatory and ob-
jective criteria regarding access to their systems.23 In principle, trading venues should
not unreasonably restrict access by market participants. In particular, discrimination ex-
ists when trading venues require that their members are direct clearing members of a
CCP; instead, a member of the trading venue may only be obligated to make an agree-
ment with a clearing system if the trade is settled centrally.24 When trades are centrally
cleared, however, it would be discriminatory if trading participants require other trading
participants to be authorised by the central clearing party or CCP before they are al-
lowed to trade with each other.25 All mechanisms in centrally cleared markets whereby
existing members or participants of a trading venue can decide whether their trading in-
terests may interact with a new participant’s trading interest are, therefore, considered to
restrict competition and be discriminatory.26 Moreover, establishing a minimum thresh-
old for trading activities is also considered discriminatory because it would limit access
for smaller participants.27 Additionally, restrictions regarding the number of participants
that a participant may trade or interact with are considered discriminatory.28 This may
be distinguished from the situation in which a firm, in a request for quote system, wants
to limit the number of participants it requests quotes from in order to minimise the risk
of unduly exposing its trading interests, which could result in obtaining a worse price. In
such case, a trading venue should not intervene because smaller firms may benefit from
requesting a quote from a large number of market makers and liquidity providers.29

The operator of an MTF or OTF must have arrangements in place to clearly identify
and manage the potential adverse consequences of any conflicts of interest resulting
from operating an MTF/OTF.30 Because MTF/OTF operators are investment firms, it is
likely that they engage in other investment services and, thus, may have conflicting in-
terests when operating an MTF/OTF. The general rule is further specified by, among
others, Art 20(4) MiFID II, which prohibits an operator from simultaneously operating
an OTF and acting as a systematic internaliser because doing so might lead to a conflict
of interest due to the different standards (for example, regarding investor protection)
that apply to the systems.

21 Art 18(2) MiFID II.
22 Art 18(8) MiFID II.
23 Art 18(3) MiFID II.
24 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 34 litera a.
25 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 34 litera b.
26 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 34.
27 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 34 litera c.
28 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 34 litera d.
29 ESMA, Q&As on MiFID II and MiFIR market structures topics, 18 Dec 2017, ESMA70-872942901-38,

p. 34 et seq.
30 Art 18(4) MiFID II.
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Operators of an OTF/MTF must ensure that their subscribers are informed of their
respective responsibilities in regard to settlements in the facility. At the same time, oper-
ators must also ensure that effective settlement of transactions concluded within the sys-
tem is facilitated.31

To qualify as a multilateral system, MTFs and OTFs need to have at least three mate-
rially active members or users.32 A participant’s trading interest must be able to poten-
tially interact with those of at least two other participants in respect of price formation.33

Article 18(9) MiFID II makes an important connection by obligating MTF/OTF op-
erators to comply with any instruction from a competent authority34 made regarding
suspensions and removals in Arts 32 and 52 MiFID II.

Article 18(10) MiFID II requires MTF/OTF operators to provide a detailed descrip-
tion of the functioning of the trading venue to the relevant competent authority. To that
end, the information must be as complete as possible and contain all the necessary infor-
mation. The MTF/OTF operator should describe in detail any links to or participation
by a regulated market, an MTF/OTF or a systematic internaliser owned by the same in-
vestment firm or market operator, and a list of their members, participants and/or users.
The transmission of the detailed information to supervisors should help to ensure the
efficient and orderly functioning of financial markets.35

The technical specifications of the information which must be submitted to the rele-
vant competent authority are stipulated in the Commission Implementing Regulation
(EU) 2016/824. The regulation lists all the information an MTF or OTF operator must
provide to the competent authority. Accordingly, operators of an MTF/OTF have to pro-
vide general information such as, for example, the asset classes of financial instruments
traded on the system, the rules and procedures for making financial instruments avail-
able for trading, the rules and provisions to ensure objective and non-discriminatory ac-
cess to the system, any arrangements to facilitate liquidity and arrangements and proce-
dures to monitor transactions.36 Moreover, the required information includes a detailed
description of the functioning of the MTF/OTF,37 information on how and in what in-
stances possible conflicts of interest may arise due to the operation of the MTF/OTF,38

information on outsourcing arrangements39 and information on any links to or partici-
pation by a regulated market, MTF, OTF or systematic internaliser owned by the same
operator.40

Articles 3 through 5 of the Commission Implementing Regulation (EU) 2016/824 set
out additional information that must be provided only by operators of an MTF. The
information includes a description of the arrangements and systems implemented to
manage risks, facilitate the finalisation of transactions and a description of the financial
resources considered sufficient to facilitate the orderly functioning of the market.41 Op-
erators of MTFs already in operation have to ensure that the information they provide
to, and which is held by, a competent authority is always correct and that they comply

31 Art 18(6) MiFID II.
32 Art 18(7) MiFID II.
33 Moloney, EU Securities and Financial Markets Regulation (3rd edn 2014), V.8, p. 477).
34 These are the authorities designated by each Member State in accordance with Art 67 MiFID II. See

Art 4(1)(26) MiFID II.
35 Recital 1 of the Commission Implementing Regulation (EU) 2016/824.
36 Art 2(1) of the Commission Implementing Regulation (EU) 2016/824.
37 Art 2(2) of the Commission Implementing Regulation (EU) 2016/824.
38 Art 2(3) of the Commission Implementing Regulation (EU) 2016/824.
39 Art. 2(4) of the Commission Implementing Regulation (EU) 2016/824.
40 Art 2(5) of the Commission Implementing Regulation (EU) 2016/824.
41 Art 3 of the Commission Implementing Regulation (EU) 2016/824.

Title II   Authorisation and operating conditions for investment firms  Art. 18 MiFID II

Christoph Kumpan and Ronny Grütze 141

17

18

19

20

21

22



with the obligations under MiFID II and MiFIR.42 When an MTF operator applies to
have its MTF registered as an SME growth market, it has to identify which functionali-
ties or arrangements are applicable to the SME growth market.43

Operators of OTFs must submit additional information, such as whether another
firm carries out market making activities on the OTF, how the OTF operator exercises
discretion in regard to executing trades, the rules, procedures and protocols to route the
trading interests of a member or participant to external trading facilities, a description of
the use of matched principal trading and the rules and procedures to ensure compliance
with Arts 24, 25, 27 and 28 MiFID II. The obligations of Arts 24, 25, 27(1), (2), (4)
through (10) and 28 MiFID II, regarding the market-client duties, are not applicable to
transactions concluded under the rules governing an MTF between its members and
participants, in accordance with Art 19(4) MiFID II.44

If a change occurs that results in any information previously submitted to a compe-
tent authority being incorrect, the MTF/OTF operator must immediately inform the
competent authority.45 However, if information is provided to correct, update or explain
information previously given, the operator need not submit any minor or purely techni-
cal information which is not relevant to its compliance with MiFID II and MiFIR.46 In
addition, MTFs that have already been approved under MiFID I should inform the rele-
vant competent authority about all information that they have submitted under
MiFID I.47

To transmit information to a competent authority, operators should use the formats
provided in Table 1 of the Annex of the Commission Implementing Regulation (EU)
2016/824.48 Moreover, information should be sent in a uniform manner and in an elec-
tronic format to the competent authority.49 Competent authorities must notify ESMA of
the authorisation of an MTF or OTF using the format specified in Table 2 of the Annex
of the Commission Implementing Regulation (EU) 2016/824.50

Article 19
Specific requirements for MTFs

1. Member States shall require that investment firms and market operators operat-
ing an MTF, in addition to meeting the requirements laid down in Articles 16
and 18, shall establish and implement non-discretionary rules for the execution
of orders in the system. 

2. Member States shall require that the rules referred to in Article 18(3) governing
access to an MTF comply with the conditions established in Article 53(3). 

3. Member States shall require that investment firms and market operators operat-
ing an MTF to have arrangements: 
(a) to be adequately equipped to manage the risks to which it is exposed, to im-

plement appropriate arrangements and systems to identify all significant

42 Art 4 of the Commission Implementing Regulation (EU) 2016/824.
43 Art 5 of the Commission Implementing Regulation (EU) 2016/824.
44 Moloney, EU Securities and Financial Markets Regulation (3rd edn 2014), V.8, p. 477).
45 Art 8(1) of the Commission Implementing Regulation (EU) 2016/824.
46 Art 8(2) of the Commission Implementing Regulation (EU) 2016/824.
47 Art 8(3) of the Commission Implementing Regulation (EU) 2016/824.
48 Art 9 (1) of the Commission Implementing Regulation (EU) 2016/824.
49 Recitals 3, 6 and Article 9 (3) of the Commission Implementing Regulation (EU) 2016/824.
50 Art 10 of the Commission Implementing Regulation (EU) 2016/824.
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risks to its operation, and to put in place effective measures to mitigate
those risks; 

(b) to have effective arrangements to facilitate the efficient and timely finalisa-
tion of the transactions executed under its systems; and 

(c) to have available, at the time of authorisation and on an ongoing basis, suf-
ficient financial resources to facilitate its orderly functioning, having regard
to the nature and extent of the transactions concluded on the market and
the range and degree of the risks to which it is exposed. 

4. Member States shall ensure that Articles 24, 25, Article 27(1), (2) and (4) to (10)
and Article 28 are not applicable to the transactions concluded under the rules
governing an MTF between its members or participants or between the MTF and
its members or participants in relation to the use of the MTF. However, the mem-
bers of or participants in the MTF shall comply with the obligations provided for
in Articles 24, 25, 27 and 28 with respect to their clients when, acting on behalf of
their clients, they execute their orders through the systems of an MTF. 

5. Member States shall not allow investment firms or market operators operating
an MTF to execute client orders against proprietary capital, or to engage in
matched principal trading.

I.  General features

Purpose

As the operation of an MTF is an investment service (see Annex I, Section A (8)
MiFID II) it may be carried out alongside other investment services. Moreover, there are
ample opportunities to profit from additional activities and it is expected that invest-
ment firms will offer other services. Ensuring that this does not lead to conflicts of inter-
est is, thus, an important purpose of Art 19 MiFID II. Hence, Art 19 MiFID II sets out
special requirements for investment firms and market operators that operate a multi-
lateral trading facility (MTF), as defined in Art 4(22) MiFID II.

Legislative history

Article 19 MiFID II corresponds to Art 14 MiFID I of 2004: Article 19(1) MiFID II is
equivalent to Art 14(1) MiFID I. Article 19(2) MiFID II is equivalent to Art 14(4) MiFID
I. Article 19(3) MiFID II is equivalent to Art 14(5) MiFID I. Article 19(4) MiFID II is
equivalent to Art 14(3) MiFID I.

When the predecessor of Article 19 MiFID II, Art 14 MiFID I, was introduced in
2004, newly created trading facilities such as MTFs had made it necessary for the EU
regulators to enact new rules targeting these systems.1 Specifically, efficient and orderly
functioning of financial markets was one of the main reasons for new rules related to
new investment services, which remains the purpose of the rules set out in Art 19
MiFID II.2

1.

2.

1 See Gomber and Nassauer, ‘Neuordnung der Finanzmärkte in Europa durch MiFID II/MiFIR’
Zeitschrift für Bank und Bankwirtschaft (ZBB), vol. 26 issue 4 (2014), p. 250 (251).

2 Recital 5 MiFID I (Directive 2004/39/EC).
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