Document 1/overview paper/ISD review

Document 1/Overview paper/ISD review


DOCUMENT 1

Overview of proposed adjustments to the Investment Services Directive

Working document of services of DG Internal Market

- Revision of the Investment Services Directive –

Overview of proposed adjustments:

Executive Summary

This executive summary outlines DG Internal Market’s preliminary orientations in respect of possible changes to the ISD. It summaries the detailed presentation set out in the rest of this document and the individualised presentation of the full set of proposals contained in annexes 1-3. Document 2 summarises the submissions to the Commission in response to COM (729)2000. The proposed modifications constitute a progressive developments rather than a radical departure from the existing legislation. The twin objectives informing the possible policy changes are:

· to clarify and amplify existing provisions where these have not established an effective legislative framework which allows investment firms and securities markets to serve an EU-wide market, whilst guaranteeing a homogeneous and high level of protection for investors;

· to reinforce the existing ISD provisions where necessary in order to respond to changed business models and increased competition between trading infrastructures. Structural changes and innovation in European financial markets hold out the prospect of pooling of liquidity, reduced intermediation costs, highly efficient order-matching and potential choice and competition in post-trading systems. This potential will not be harnessed without a regulatory environment which promotes orderly and efficient trading.

The proposed modifications demonstrate  continuity with regard to the objectives and basic framework of the existing ISD. In particular, the proposed adjustments seek to make further progress towards:

· a single passport for investment firms entitling them to provide a specified range of investment services in other Member States on the basis of authorisation and supervision by the competent authorities in the country of their establishment;

· a high level of harmonisation of necessary licensing and investor protection requirements needed to ensure the smooth operation of the single passport for investment firms;

· right of access for authorised brokers and dealers to regulated markets of other Member States for the purposes of trading securities at the most advantageous conditions. 

· a category of “regulated markets” characterised by safeguards regarding the operation of the market and the instruments admitted to trading on the market.

Whilst not representing a radical departure from the principles and structure of the existing ISD, the proposed adjustments will involve an extensive reorganisation so as to respond fully to the dynamics currently underway in EU securities markets. The most notable adjustments provide for:

(1) A systematic review of the coverage of ISD so as better to reflect the changing nature of investment intermediation and to allow a broader range of investment services to be organised on a pan-European footing;

(2) Enhanced convergence of organisational and investor protection requirements with which investment firms must comply. Proposed adaptations of the ISD in this regard constitute a natural progression from the existing Directive rather than a significant regime change;

(3) Consolidation and amplification of current obligations of investment firms to respect the integrity of the market, building on the foundations laid down in the Commission’s proposal for market abuse (COM(2001)281). The proposed adjustments provide for stringent obligations in respect of transaction reporting and off-market disclosure than are presently required under art. 20 ISD.

(4) elaboration of high level principles governing the authorisation and operation of “regulated markets”. This set of proposals represents the most significant extension to the existing ISD and would allow ‘regulated markets” to compete for order flow and liquidity without jeopardising the orderly and efficient operation of the European securities market system, or the interests of issuers and investors;

(5) clarification of conditions under which market participants and regulated markets may seek access to post-trading infrastructures (central counterparty, clearing, settlement). It is not proposed to define common licensing or risk-management requirements for post-trading infrastructures within ISD. Pending further harmonisation, these entities would continue to be authorised and supervised in accordance with national arrangements;

(6) introduction of the possibility of adopting legally binding measures to ensure the uniform implementation of broad-brush principles wherever necessary to give real effect to the rights and obligations flowing from the ISD;

(7) modernisation of provisions relating to supervisory cooperation. The interactions between national securities markets are becoming more complex and intense. They are also taking place at all levels of the intermediation, trading and post-trading processes. Mechanisms for communication and cooperation between competent authorities within and between Member States must be placed on a firmer, real-time footing. However, no indication is yet given as to possible future proposals in respect of supervisory cooperation. 

In implementing any changes to the ISD, the European Commission will seek to give effect to recommendations of the Lamfalussy Group regarding the appropriate format of EU legislation, particularly the distinction between: 

· core principles enshrined in foundation legislation (level 1);

· detailed, legally binding technical implementing measures which may need to be adapted to changing business and regulatory practices (level 2). The revised ISD will carefully delimit the matters which may be the subject of such measures;

· matters where informal agreements between supervisors may be sufficient to result in homogeneous approach to regulation and supervision of investment business throughout EU (level 3).

The consultation documents span both high level principles which could feature in the body of revised ISD (level 1) and more detailed elements which could potentially be addressed in detailed implementing measures (level 2). This offers interested parties the opportunity to base the assessment of proposed adjustments to ISD on a comprehensive view of elements likely to feature in the text of the Directive itself as well as measures which could be taken pursuant to those provisions. At this stage, the material does not distinguish between high level principles and possible elements which could feature in detailed implementing measures. The Commission’s final proposal will, however, clearly distinguish high level principles (level 1) from technical implementing measures (level 2). Views are welcomed as to the appropriate boundary between high level principle and technical implementing measures.

Comments, in particular in respect of those issues identified at the end of each section of document 1, are sought by October 30th, 2001. Responses should be transmitted to;

European Commission

Internal Market Directorate General

Securities and Organised Markets Unit F/3

Av. de Cortenbergh, 107

B-1000 Brussels

(fax: +32-2-295-40-62)

Responses may also be sent by e-mail to:

markt-ISD@cec.eu.int
DOCUMENT 1

Revision of the Investment Services Directive –

Overview of proposed adjustments:

Detailed presentation

Document 1 (“overview of proposed adjustments”) comprises the following 5 sections:

(1) the proposed regulatory classification:

(2) key adjustments to scope and definitions:

(3) key adjustments to investment firm regime

(4) key adjustments to framework for “regulated markets”;

(5) proposals relating to access to clearing and settlement facilities.

Annexes 1-3 present a  full set of proposed adjustments to the ISD.

Section 1.: Proposed regulatory classification:

Purpose of section:

 This section presents a possible regulatory classification for the purposes of a revised ISD. In particular, it seeks to clarify the relationships and interactions between different categories of investment firms and organised trading systems for the purposes of applying ISD disciplines. In doing so, the proposed adjustments seek to resolve any uncertainty as regards the appropriate regulatory treatment of Alternative Trading Systems and ECNs. Particular consideration has been given to common disciplines to be applied to  investment firms which match orders of clients. Another key feature is the proposed introduction of an operational definition of “organised markets” for the purposes of distinguishing single capacity trading infrastructures from intermediaries which owe duties of care directly to clients. The focus of EU legislation in the area of trading infrastructures will be on “regulated markets” – a subset of “organised markets”. “Regulated markets” should be subject to harmonised core principles that would govern their operation and strict controls on the instruments which they admit to trading (cf. section 4). 

The proposed adjustments to the ISD envisage the continuation of the existing regulatory distinction between investment firms and trading infrastructures. The present regulatory regime for investment firms and intermediaries centres on the supervision and management of risks that may arise in the investment firm/client relationship. The regulatory framework for markets for trading financial instruments seeks to promote trading conditions that are conducive to the orderly and efficient interaction of multilateral buying and selling interests through the operation and enforcement of rules relating to admission of participants and securities to the markets, and the application of strict controls on the behaviour of participants once admitted to the market. 

The increased heterogeneity of entities providing investment services and trading infrastructures does not call into question this underlying regulatory and functional dichotomy. Most new types of market operator can be accommodated within existing regulatory typology, on the basis of their core business and the functionalities that they offer. Where entities straddle both functionalities, pragmatic mechanisms to match regulatory requirements to its risk-profile are proposed. 

However, some of the proposed adjustments are prompted by the need to respond to the emergence of new types of service provider, notably the following:

· It is proposed to expand the list of investment services to accommodate a wider range of specialised intermediaries (e.g. bulletin boards, price-crossing systems) or to clarify the treatment of existing services (e.g. introducing brokers) (cf. proposed definition of “arrangers/facilitators” , item 1, annex 1).
· Current approaches to the supervision of order-matching investment services require updating to remove uncertainty about the regulatory response  to any implications for the wider securities trading environment. These issues have come to the fore in discussions regarding the appropriate regulatory treatment of ATS. In keeping with analysis of FESCO Working Group on the Regulation of ATSs, the Commission services believe that, subject to a case-by-case assessment of core functionality, order-matching brokers and dealers should continue to be regulated as investment firms. However, in view of the consequences of widespread internalisation of order flow for the broader market system, such entities  could be subjected to customised application of supervisory requirements. (cf. art. 17 and 19 annex 2). Therefore, it is proposed that the competent authority would have the possibility of requiring such firms to establish arrangements needed to ensure the effective monitoring and surveillance of transactions on their order-book so as to detect and curtail any abusive practices. The impact of the operation of such entities on overall price-discovery for individual securities would be addressed by strengthening the obligation for investment firms performing transactions outside the scope of “regulated markets” to report such transaction to a “regulated market” immediately after its conclusion (see pp. 22-23 for detailed discussion of this proposal and other options). This requirement would apply to all “off-market” transactions, including matching of orders on proprietary trading systems. Through these provisions, any lingering concerns about the impact of automated order-matching broker or dealer systems on overall securities trading environment would be removed. Those entities would then be able to continue those activities on the basis of an “investment firm” license.

· It is proposed to introduce a new definition of “organised market” (definition 13, annex 1) to distinguish between client order-matching services provided by investment firms/banks on a discretionary basis and organised single-capacity trading arrangements matching multiple trading interests in financial instruments. This definition would limit categorisation as an “organised market” to those systems or arrangements that comply with a number of criteria. Firms not meeting these cumulative conditions would be able to seek authorisation as an appropriately licensed investment firm. The definition of “organised market” should be flexible and adaptable in the light of experience or changing market or supervisory practice.

· ”EU regulated markets”: Systems falling within the generic definition of “organised market” could be authorised by the relevant competent authority as an EU “regulated market” subject to the expanded provisions to be laid down in a revised ISD. Where an “organised market” provides for  trading of instruments which are admissible/admitted to trading on a regulated market, it must be authorised as a “regulated market”. 

The regulatory rationale behind the concept of “regulated markets” is that this category of trading arrangements should be characterised by strict controls regarding  the quality and constitution of the instruments which are admitted to trading. These controls may take the form of (e.g. disclosure) obligations imposed on the underlying issuer and/or party sponsoring admission to trading. However, “regulated markets” should also have in place arrangements for verifying that instruments which are admitted to trading meet the statutory specifications so as to protect the interests of all direct and indirect users of the market. A  market shall be authorised as a “regulated market”  (def. 14, annex 1) where it provides for organised interaction and confrontation of multiple buy and sell interests in respect of: 

(1) transferable securities which are offered to the public and for which arrangements are established to ensure that the issuer has complied with initial and ongoing disclosure or other statutory requirements;

(2) derivative instruments where the underlying is a security for which the issuer is subject to initial, periodical and ongoing disclosure or other statutory requirements, where the contract is sound, and for which there is a “proper market”.

(3) derivatives based on rates, indices or commodities, could do so once they have established that conditions are such that a “proper market” are satisfied (cf. art. 29, annex 3). 

A “regulated market” shall only admit instruments to trading which comply with the proposed specifications.
 Securities which are not offered to the public, publicly offered securities which do not meet disclosure or other statutory requirements, financial instruments based on securities not offered to the public, or derivative instruments in which there is not a “proper market” could not be admitted to trading on a “regulated market”. Furthermore, once an instrument is admitted to trading on a “regulated market” it would no longer be eligible for trading on markets which are not authorised as “EU regulated markets”. This provision is intended to avoid situation where instruments traded on regulated markets and subjected to appropriate transparency and other requirements are simultaneously traded on markets which do not offer equivalent guarantees.

Where an “organised market” provides for  trading of instruments which are admissible/admitted to trading on a regulated market, it must be authorised as a “regulated market”. This is a logical corollary of the objective of ensuring that instruments which are traded on regulated markets are not traded in parallel on “organised markets” which do not meet similar guarantees for transparent and orderly functioning of markets. In order to qualify as “a regulated market”, it is proposed that the operator of the market and the organisation of the market would have to comply with set of harmonised core principles. It is therefore proposed to expand the ISD to enshrine high-level principles to uphold sound, orderly and efficient management and operation of the market. The elements of the proposed principles are set out in annex 3. Recognition as a “regulated market” would allow the marketplace to benefit from the rights and options laid down in this Directive. 

· Organised markets could also be authorised as alternative markets outside the scope of the ISD. This second category of markets will provide organised trading in instruments which are not admissible to trading on a “regulated market” essentially because they do not offer the same level of embodied protection (in terms of disclosure or properness of market) to the investing public. These markets will therefore be the locus for dealing in privately placed securities or publicly offered securities where issuer does not comply with specified levels of disclosure. They will also be the venue for organised/formalised trading of derivative instruments based on such securities, or derivatives based on rates, indices or commodities for which certain guarantees as regards the existence of a “proper market” cannot be met. Once an instrument is admitted to trading on a “regulated market” it would no longer be eligible for trading on alternative markets. Alternative markets are not the object of any proposed provision for the purposes of the revised ISD, and need not be defined explicitly in the text of the Directive.

The proposed approach to regulatory classification is presented schematically in insert 1.

Procedures for recognition of “regulated markets” (defs. 15 , annex 1):
It is proposed that national competent authorities would remain responsible for determining the appropriate regulatory treatment of entities seeking authorisation as investment firms, “regulated markets” or “nationally regulated markets”, and for ensuring compliance with the relevant requirements. Where a competent authority grants authorisation as a “regulated market”, it would as is currently the case under Art. 16 ISD, be required to notify the European Commission and to supply a copy of the rules of the market. The latter, possibly in conjunction with the recently established Securities Committees,  would have the possibility to assess whether the market complies fully with the provisions of the ISD. On the basis of this assessment, the European Commission and/or Securities Committees would determine whether the “regulated market” should be admitted to a list of “regulated markets” made available for public consultation and which would maintained under its responsibility. The European Commission and/or Securities Committees would reserve the possibility to seek clarification or raise queries on an “ex post” basis.  

Comments are invited on the proposals that:

· “regulated markets” be defined by reference to the quality of the instruments admitted to trading, compliance of issuers/sponsors with statutory obligations and the existence of arrangements at the level of the market operator for verifying compliance with stipulated requirements;

· Market operators providing organised trading for the specified instruments must be required to obtain authorisation as “regulated market”: 

· Trading in instruments admitted to trading on a “regulated market” no longer be eligible for trading on organised markets which are not “regulated markets.
 

Section 2: Proposed adjustments to scope and definitions:
Purpose of section:

The purpose of this important section is to provide a detailed commentary on the principal proposed modifications to the scope and definitions contained in the existing ISD. Noteworthy changes include:

· The inclusion of aranging/facilitating and independent investment advice as core investment services;

· The possible inclusion of commodity derivatives as a financial instrument;

· Proposed definition of professional investors with a view to pallication of conduct of business rules;

· Proposed definition of “organised markets” as a basis for distinguishing between investment firms and single-capacity  order execution infrastructures.
A full set of detailed proposals are presented in annex 1. The proposed definitions and adjustments to scope are critical in determining the reach of the rights and obligations of the ISD, as well as the manner in which important provisions could be applied. 

1. Core and non-core investment services: Definitions 1-11, annex 1:

The proposed adjustments propose to retain the existing distinction between core and non-core investment services. However, it is proposed to expand the list of core services to include independent investment advice, and to introduce a core investment service definition relating to investor/client oriented “arranging” services. In addition, a number of clarifications of core and non-core services are proposed.

(a). Arranging/facilitation (definition 1, annex 1): 

This new definition, combining elements of the existing definition “reception and transmission of orders” and services covered by the exclusion under art. 2(2)g, would encompass a range of information, communication and transmission services which expose the client to limited pecuniary risk. The types of service that could be captured under this heading include order routing, bulletin boards, and introducing brokers. The common characteristics of such services are that they do not involve holding of client money/assets and do not enter into a relationship with clients such as to entail fiduciary obligations to the client. They assist investors in furthering the execution of transactions without becoming party to the transaction. Where an investor uses such services, a duly authorised investment firm will still be required to carry out the transaction and this latter agent will continue to shoulder the main burden of “suitability”/”best execution” and other responsibilities to the client. Arrangers/facilitators need not therefore be subject to full set of conduct of business requirements. To what extent, for example, should such entities be subject to base-line conduct of business requirements relating to “suitability” and “client best interest”?

The principal risks related to these activities include misunderstanding the nature of the service offered and related responsibilities of the firm, the diffusion of misinformation and/or possible conflicts of interest. Arrangers/facilitators would be subject to significant conduct of business and organisational requirements to limit these risks. These entities would also be required to disclose fully any relationships with or inducements from investment firms to whom they direct investors or to which they transmit orders for execution.
 

(b). Investment advice (definition 6, annex 1):

The proposed upgrading of investment advice from non-core to core service reflects the need for clearer regulatory treatment of this activity under EU legislation in view of the growing reliance of investors on independent advice.
 Their present categorisation as a non-core service has meant that advice is “bundled” with the performance of other investment services. This is antithetical to the nature of “independent” investment advice which should be undertaken at arms-length from other services so as to minimise conflicts of interest. The need for self-standing regulatory classification under EU law has been further heightened by the entry into force of the E-commerce Directive.

Investment advice is a service directed at providing a client base consisting essentially of retail investors, with impartial advice on suitable investments adapted to the specific profile of the investor. Much investment advice to EU retail investors has been provided by large institutions promoting “own brand” products and schemes. Independent investment advice is distinguished by fact that there are no commercial affiliations with the suppliers of the underlying products, and that the client pays the fee. This latter element of the definition aims to reduce the scope for conflicts of interest and to distinguish the activity from that of tied agents of the firms providing the underlying service/product. To some extent, the service resembles investment portfolio management in terms of the personalised nature of the service offered. However, independent advisors would not execute transactions on behalf of the investor, nor would they receive delegation from the client (in the form of a mandate) to perform transactions on a discretionary and continuous basis.

By limiting the scope of  this definition to “independent” advisors whose services must be paid for by the client, the proposal will restrict the number of advisors which will be brought within the scope of ISD rights and obligations. This leaves the treatment of other investment advisors, whose services are not paid by the client  but which may be remunerated by other investment firms, unclear. Comments are invited on whether the definition of independent investment advice is appropriate, and how other types of investment advice should be treated for the purposes of ISD (e.g. as introducing brokers, tied agents or financial advisors oustide the scope of the ISD and subject to national authorisation).

(c). Brokerage (definition 2, annex 1): 

It is proposed that the definition of brokerage as the execution of orders for the account of others be slightly modified to accommodate recent innovations in brokerage formats, notably:

· Automated matching of countervailing client orders (on discretionary and non-continuous basis) by brokers

· execution-only services which involve execution of orders from clients on the basis of light-touch “suitability” tests.

(d). Underwriting and placement (definition 4, annex 1):

It is proposed to broaden the current definition to include all forms of direct intervention to support primary issue and placement of securities, irrespective of whether they involve some guarantee to take up unsubscribed capital.

(e). Non-core services (definitions 7-11, annex 1):

The proposed changes principally relate to the rationalisation and clarification of the non-core business of custodianship and related activities.

2. Financial instruments: (definition 12, annex 1).

It is proposed to reorganise the current definition to render it more comprehensive and generic. This would result in explicit inclusion of some instruments whose status is ambiguous under the present definition such as depositary receipts, covered warrants. However, the most significant implication of the proposed changes definition would be the possible inclusion of commodity derivatives (while continuing to exclude commodities).

Commodity derivatives:

The proposed inclusion of commodity derivatives in the scope of financial instruments would have  2 consequences:

· Specialist commercial brokerage/dealing services in these products would be brought within the scope of the ISD passport and related CAD requirements for the first time;

· those exchanges and other systems which provide for organised trading in commodity derivatives would be treated as “organised markets”. Commodity derivatives would be eligible for trading on “regulated markets”  subject to the existence of a “proper market” for the instrument in question (art. 29, annex 3).

The main proponents for inclusion of commodity derivatives within the ISD are intermediaries with a pan-European client base who are currently required to obtain authorisation in the each Member States. . From the perspective of specialised brokerage or dealing services in commodity derivatives, the principal drawback to their inclusion would be the imposition of the full weight of the investor protection requirements and capital adequacy regime on these firms. Concerns regarding investor-facing obligations may be alleviated by more effective differentiation between investor requirements to be met when dealing with professional and retail clients.

Markets for trading of these instruments could, depending on their constitution, fall within the definition of “organised markets”. However, in view of the nature of these instruments for which it is conceptually and legally more difficult to prescribe criteria for promoting the “quality” of the instrument, there can be no prima facie case for these instruments being eligible for or excluded from admission to trading on a “regulated market”.  Regulators, supervisors and market operators have no commonly agreed regulatory yard-sticks for assessing the quality of financial or commodity derivatives contracts as they do for publicly offered equity (e.g. disclosure, minimum free float) which could help to determine whether an individual derivative instrument could be admitted to trading on a “regulated market”. In the absence of  common criteria for ensuring the “quality” of the instrument admitted to trading, it is proposed to leave assessment to the operator of the market whether it wishes to admit derivatives based oncommodities to trading on the “regulated segment” of a market. If it proposes to do so, the market operator would be required to verify that certain conditions exist which would suggest the existence of a “proper market” for the instrument (appropriate design of the contract, liquidity of the underlying market). Competent authorities may also have a view on the appropriateness of admission of such contracts to trading on a “regulated market” segment (e.g. where they have no jurisdiction in respect of the underlying). It may be appropriate to provide some arrangement allowing competent authorities to vet (ex post) the quality of commodity derivatives which are proposed for admission to trading on “regulated markets”.

“Organised markets”: (proposed definition 13, annex 1):

It is proposed to introduce a new definition in respect of “organised markets” covering all organised trading arrangements which act as a venue for matching supply and demand for financial instruments in such a way as to contribute to price-discovery for those instruments. This definition should help to distinguish between: 

· entities whose primary vocation is intermediation on behalf of clients to whom they owe, as a consequence, duties of care; and

· entities whose core function is to provide systems for non-discretionary matching of orders, and which have no obligations in respect of individual orders which are exogenously entered into their systems.

The proposed definition of “organised market” aims to restrict eligible systems to those that provide a permanent venue for matching multiple interests and which play an active role in price discovery. To this end, the definition would set cumulative criteria for qualification as an “organised market”. Arrangements falling outside this definition can seek authorisation as investment firms (arrangers, agency brokers or dealing systems depending on their constitution and the services that they provide). 

The criteria which comprise the proposed definition of “organised market” include:

· Formalised and non-discretionary rules and procedures for matching orders according to pre-established (pre-vetted) and transparent rules relating to priority, parity and precedence. These arrangements differ from order-matching systems run by brokers (which can only match orders within a system if a countervailing order is received and if other dealing requirements are fulfilled) or dealer systems (which will only match orders where this is in the interests of dealer).

· Matching orders .. so as to result in transactions being concluded on the system and according to the rules of the system. The definition would exclude systems which merely allow identification of the other side to a trade and which leave counterparties to conclude final agreement.

· Multiple buy and sell interests on both sides of market: a distinguishing feature of organised markets are that they provide for continuous interactive confrontation of all interested purchasers or sellers of financial instrument potential prices. The automated proprietary order books of banks or dealers are excluded as the bank or system is accessible only to the client base of the system, and the system is a counterparty for every trade, trading only where it is to its own advantage.
 

· Continuous or regular basis: organised markets constitute a permanent venue at which there is regular activity related to the matching of securities admitted to trading. 

· Prices for securities quoted on the system should reflect the interaction of supply and demand for that security on the system. Systems which derive their prices from primary/ reference markets would be excluded. 

The use of trading volumes or other quantitative indicators related to significance of the system in terms of price-discovery was considered but rejected on practical and policy grounds. In particular, it proved difficult to identify quantitative indicators to differentiate between trading platforms that are more/less significant for the purposes of price-discovery in different classes of financial instrument. 

The activities of “organised markets” revolve around order matching, the confirmation of trades and activities which support this business or are generated by the matching of orders (e.g. processing of data on matched trades). The definition of “organised markets” implies a functional separation between these activities and any post-trading processes. 

The Commission services wish to provide a definition which offers sufficient clarity to market participants, and on which guidance can be offered in respect of “borderline” entities. The Commission services are aware of the dangers of proposing a definition which is quickly overtaken by market or supervisory practice. On both counts, the Commission services believe that this important definition should be subject to clarification and possibly updating through comitology arrangements.

Professional investors: (definition 18, annex 1):

It is proposed to introduce an explicit categorisation of “professional investors” so as to resolve uncertainty as to how the conduct of business rules under article 11 of the ISD should be applied. Conduct of business rules are intended to remedy asymmetries of information and prevent conflicts of interest from disadvantaging investors and clients obliged to rely on intermediaries when undertaking investment transactions. The professional or retail nature of the investor is clearly relevant for determining the degree of vulnerability of the particular investor, and the corresponding “need for protection”. Retail investors should benefit from full-line conduct of business protections. Professional investors will be able to exercise independent and expert judgement on the suitability of proposed recommendations, and will require less onerous protections.

The list of exempted investors for the purposes of the Investor Compensation Schemes Directive has been used as a starting point as this list also seeks to distinguish expert from retail investor in terms of “need for protection”. In essence, it is proposed that authorised financial institutions, governmental agencies and institutions and corporates which are active on financial markets be treated as “professionals”. Investors acting in a non-professional capacity and small corporates are, by opposition, to be treated as “retail” investors. The boundary between corporate investors with proven market expertise and other corporates needs particular consideration. Two criteria are proposed:

· whether the company has issued securities to the public;

· the size of the company, either in terms of turnover/employees or the values handled by its treasury department.

 It is proposed that the list of professional investors be subject to adaptation. The definition, of the professional investor and  any supplementary implementing measures could also encompass a suitable    mechanism whereby investment firms and their clients could, for the purposes of private law, agree to apply the alternative conduct of business regime.

Central clearing counterparty/securities settlement systems: (definitions 19-21, annex 1):

It is proposed to introduce functional (rather than institutional) definitions of these activities so as to eliminate any uncertainty as to whether these arrangements could be authorised as core or non-core services within the meaning of the ISD. The authorisation of central clearing counterparties as investment firms would not be consistent with the appropriate supervision of such activities. A revised ISD could make clear that central clearing counterparties cannot be assimilated with the core activities covered by the investment firm or banking license. The proposed definitions for central clearing counterparties and securities settlement systems have been formulated on the basis of elements contained in the Settlement Finality and Capital Adequacy Directives.
 
Comments are invited in particular on: 

· whether the definition of independent investment advice is appropriate, and how other types of investment advice should be treated for the purposes of ISD (e.g. as introducing brokers, tied agents or financial advisors oustide the scope of the ISD and subject to national authorisation);

· The possible inclusion of “commodity derivatives” as a financial instruments and the implications of such a step with regard to the implications for specialist commodity derivatives traders, and the potential application of regulated market framework to organised trading in these instruments;

· the general suitability of the proposed definition of “organised markets” as a basis for categorising investment firms and order execution infrastructures, as well as any specific observations on the individual elements of the definition;

· the proposed definition of “professional investor” as a basis for applying a differentiated approach to the application of conduct of business rules. 

Section 3. Investment firm regime 

Purpose of section:

The purpose of this section is to introduce the most noteworthy of the proposed adjustments to the ISD provisions in respect of the initial authorisation and ongoing supervision of investment firms. Annex 2 contains a detailed presentation of the full set of envisaged adjustments. The proposed adjustments have the following objectives:

(1) to ensure the effective operation of the single passport for investment firms. The original ambition of the ISD was to enable authorised investment firms to provide investment services in other Member States on the basis of authorisation and supervision in their country of establishment/origin. Further harmonisation of investor protection measures is proposed where this is necessary to allow the cross-border provision of investment services to all categories of client. On the assumption that the harmonised measures are in place by the date of entry into force of the ISD, provision of investment services within the EU will be able to take place on the basis of supervision by the country of origin/establishment as provided for by the E-Commerce Directive.

(2) to update arrangements for the supervision of branch operations to take account of current business and supervisory practice and the e-commerce Directive. It is proposed that all investor-protection aspects of the branch operation be supervised by the competent authority of the country where the branch is established. Branch operations operate autonomous client-facing operations. Considerations of administrative efficiency suggest that such operations should be supervised by the authority in closest proximity to the branch, in accordance with the law of that country. Many respondents to the ISD have advocated this adjustment which moreover is in keeping with the interpretation of “country of origin” as implemented by the ECD. It is proposed that supervision by the country of the branch be clearly limited to responsibility for enforcement of conduct of business rules. Host country responsibility would not extend to supervision of organisational requirements for the branch which are likely to be managed centrally by the firm,  or prudential compliance (e.g. capital charges) which should be supervised on a consolidated basis.

(3) to provide for graduated application of provisions of the investment firm regime to the more diverse range of investment services encompassed by the enlarged ISD where appropriate
. In recognition of this, it is proposed that the relevant provisions be implemented as a function of the investor or market risk associated with the different core investment services.

(4) To allow competent authorities to make appropriate arrangements where matching of client orders by investment firms takes place on a scale which could compromise the orderliness or efficiency of the overall market for particular securities or instruments. To this end, it is proposed that investment firms which match client orders on significant scale be prepared to implement appropriate monitoring and surveillance systems to detect and curtail any manipulative practices using its facilities. It is also proposed that all investment firms which execute “off-market” transactions in instruments admitted to trading on a regulated market” (either on own account, or matching of client orders on proprietary trading system) should be required to report those transactions to a “regulated market” immediately after completion. The introduction of these provisions should allay concerns as to any possible adverse effects of proprietary order-matching systems on the overall securities environment.

Requirements for initial authorisation: (proposed articles 1-8, annex 2):

It is proposed to modernise existing requirements in respect of initial authorisation of investment firms in line with internationally accepted recommendations (IOSCO). Initial capital adequacy requirements as set out in CAD might need to be amended or clarified in respect of new types of core investment service such as advice, or arranging/facilitating. Neither of these services would involve holding of client assets/funds. The charges for operational risk should also reflect  the real risks and costs associated with disruption of inability to deliver services. As a general rule, all investment firms could be subjected to a requirement to hold sufficient resources to allow orderly wind-down. 

The revision of ISD also provides an opportunity to update provisions relating to the treatment of third country firms in view of the extensive commitments of the EU under multilateral and bilateral trade (in financial services) agreements. The current “reciprocity” test could possibly be retained for those countries with which no relevant trade agreements have been established.

Ongoing requirements: (proposed articles 9-18, annex 2): 

Capital adequacy requirements will be as prescribed by CAD, and as amended by the current review of capital adequacy requirements.

(a). Organisational requirements (art. 12, annex2):
It is proposed that the principles of the existing Article 10 ISD be extended to take account of the growing importance of IT systems as an input for investment service provision principles in the light of experience and the discussions in different standards fora. The principles should also be extended to cater for situations where firms out-source certain functions. Where outsourcing occurs, it should be subjected to prior approval of competent authority which could be obtained as part of business plan/compliance programme. Outsourcing should be subject to particular controls where it would impinge on the performance of the core business of the firm. Requirements relating to the identification of client assets and funds are untouched. Organisational requirements designed to minimise conflicts of interest are slightly amplified.

For the purposes of this provision, it is proposed to assign responsibility for branch supervision to the home authority, as under the existing ISD. For back-office functions such as systems management and full-line audit trail, which are organised centrally for all the firm’s operations, supervision in the country of initial establishment will be most rational. Responsibility of home authorities would also extend to organisational arrangements within the branch for management of conflicts of interest.

Close cooperation between home and host supervisors prior to the commencement of branch operations, and in terms of ongoing supervision of aspects of branch functioning which have direct bearing on client interests, would seem to be essential.

This definition of common approaches to ensuring compliance with the different requirements of this provision could be further elaborated under appropriate comitology procedure.

(b). Conduct of business and dealing requirements (article 13, annex 2):

It is proposed to revisit extensively the current article 11 so as to rectify its ambiguities and to provide an effective basis for supervision of firm-client relationships in the future. The main adjustments which are proposed include the following:

· update CBR principles based on ongoing FESCO work. The relevant sections of annex 2 are therefore confined to a number of high-level principles. These will subsequently be fleshed out following the forthcoming publication of the final draft of the standards on conduct of business rules for investor protection;

· Clarify the conduct of business rules and the authority responsible for enforcement in the event of cross-border provision of services. In the case of free provision of services, the modification of the ISD should pave the way for services to be provided on the basis of compliance with the conduct of business rules in the home country/country of origin. In the case of retail investors, it is proposed that home country control of compliance with CBR become fully applicable once the measures implementing the principles foreseen in annex 2 enter into force.
 In the case of branch operations, it is proposed that the firm-client relationship be supervised by the authority of the country in which the branch is established. 

· Resolve uncertainty as to differentiated application between professional and retail investors. The Directive should reaffirm the principle that the full weight of conduct of business protections does not need to be brought to bear in the case of services provided to professional clients. Detailed measures implementing the revised Directive should clearly indicate which conduct of business requirements could be alleviated in the event of provision of investment services to professional investors. 

· It is further proposed that any services provided to investment firms authorised to deal on own account be exempted from the requirements under this heading on the grounds that position-taking for proprietary purposes between licensed dealers should not be equated with the provision of services to a client for which duties of care are owed.

· Apply different CBR/investor protection as a function of the type of core service, including explicit treatment of “execution only” services. Again, the manner in which different principles will be applied to specific core services will be definitively addressed taking into account the definitive standards for investor protection. Insert 2 provides a schematic proposal as to how conduct of business principles could be applied to different core services.

· Clarify who retains responsibility in a chain transaction where tied agent, advisor or facilitator intervenes between client and agent: suitability, best execution and other dealing obligations must not be overlooked.

Detailed implementing measures will need to be developed so as to provide uniform and legally binding approaches to the achievement of these principles. Work in progress under the FESCO WG on standards for investor protection could from the basis for these supplementary measures.

Insert 2. Graduated application of investor protection requirements (conduct of business rules):
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(c). Use of tied agents for representation of firms and collection of orders (point. 14, annex 2):

The current ISD treatment of tied agents acting on behalf of authorised investment firms is unclear. Recital 8 allows investment firms “when carrying on business throughout the EU”, to make use of the services of tied agents to “receive and transmit orders for its account and under its full and unconditional responsibility”. Each Member State is free to impose its requirements on such entities and therefore there is limited harmonisation of licensing requirements for such agents. Conditions governing “door-to-door” sales (“démarchage”) are fixed at national/host country level. However, Article 2(2)g excludes firms whose exclusive business consists of receiving and transmitting orders to authorised financial institutions from the scope of the ISD.

In view of work in relation to proposed Directive on Distance Marketing of Financial Services and the imminent entry into force of the E-commerce Directive, it is opportune to review and clarify ISD provisions in this area. This work is undertaken with a view to removing uncertainty as regards the manner in which investment firms may use tied agents for the purposes for providing services to clients or potential clients in other Member States, under the full responsibility of the investment firm. Tied agents are not to be regarded as “investment firms” within the meaning of the ISD.

The proposed provision therefore suggests that, where tied agents, acting on behalf of an investment firm, solicit business or collect orders on a remote basis in other Member States, they should be able to operate subject to requirements imposed and supervised in the country where they are established. This right must be exercised in accordance with national provisions implementing the Distance Marketing Directive, E-commerce Directive and other relevant measures. Furthermore, it is proposed that the freedom of the tied agent to undertake remote representation/solicitation should be conditional on the tied agent complying fully with all relevant conduct of business rules relating to initial communications with potential client or clients and proper communication of information to the firm. The investment firm remains liable for the activities of tied agents acting on its behalf. Where tied agents are physically present or engage in direct representation of the firm (e.g. door-to-door selling) in the territory of another Member State, they are subject to the law and requirements of the Member State in which they are active.

Finally, the proposed provision proposes some pre-conditions for licensing of tied agents at national level. The proposals are based on the Commission proposal for a Directive in respect of insurance intermediaries (OJ C 29 E/245, 30.01.2001). It is envisaged that tied agents be covered by appropriate insurance cover for professional indemnity and that they be entered on a registry with their domestic competent authority.

The Commission services invite comment on whether the proposed clarification of the right of tied agents to undertake activities on a remote basis adds any value when account is taken of the imminent entry into force of the E-Commerce Directive and possible adoption of common rules on Distance Marketing of Financial Services. Furthermore, to the extent that right to exercise this freedoms will be conditional with compliance on a harmonised set of EU requirements, does the balance of argument weigh in favour of inclusion/exclusion of these activities within the scope of the ISD.

(d). Obligation to disclose order-routing practices (article 15, annex 2):

It is proposed to introduce a new quarterly reporting requirement for all authorised firms executing orders on behalf of third parties in respect of their order-routing practices. This would permit increased transparency in respect of choice of venues for executing client orders, thereby allowing more effective monitoring of compliance with  “best execution” obligations. Increased transparency would help to promote investor confidence in a situation where there are multiple venues for order execution, and greater difficulty in identifying a suitable “reference market”. Introduction of this obligation would counter-balance the proposed elimination of the possibility for national authorities to require that all transactions undertaken on behalf of (retail) investors be undertaken on a “regulated market”. The current “concentration rule” for such transactions could prove detrimental to the best interests of investors where it prevents brokers from securing execution on more advantageous terms on less formalised arrangements. However, competent authorities must be in a position to verify that routing decisions of intermediaries are motivated by the goal of obtaining “best execution” for their clients.
(e). Obligations of the investment firm to the market (article 16, annex 2):

It is proposed that the obligations of investment firms to the market which were previously subsumed in the conduct of business regime become a self-standing provision under a revised ISD. The proposed elements complement the obligations and prohibitions enshrined in the Commission’s proposal for a Directive on market abuse (COM(2001)281), by clearly identifying the front-line authorities and/or self-regulatory organisations which are responsible for enforcing compliance, and by requiring investment firms to undertake preventative measures to avoid breaching prohibitions. Where the investment firm operates on a “regulated market”, it should comply fully with the rules of the market, as enforced by the market operator (without prejudice to the involvement of administrative competent authorities).

The proposal specifies conditions under which investment firms which match client orders on proprietary trading book may be required to implement more demanding monitoring and surveillance requirements procedures. The competent authority should have the possibility to request an investment firm to implement safeguards appropriate for detecting or preventing the facility from being used for the purposes of market manipulation. It may also be necessary to develop certain trigger-points which should lead the competent authority to request the implementation of appropriate arrangements.

(f). Reporting of transactions to competent authority (article 17, annex 2):

With a view to bolstering investor protection, it is proposed to strengthen the existing ISD provision (art. 20) governing transaction reporting. It is proposed to build on the existing disciplines in respect of prompt reporting of key details of trades to the authority responsible for investor protection and to retain the obligation to keep records for up to 5 years. This is intended to allow scrutiny of a detailed audit trail of transactions undertaken on behalf of investors and ex post investigation of suspected breaches of fiduciary responsibility. Comitology procedures could be used to bring about convergence in the content and format of reporting forms if considered necessary. 

(g). Reporting details of all orders/trades executed “off-market” so as to allow integration in real-time price feed (article 18, annex 2):

It is proposed to strengthen obligations to report off-market trades of all instruments admitted to trading on a “regulated market”. This provision would seek to ensure that the terms under which off-market transactions are concluded are integrated into the overall pricing process for that financial instrument in real-time (or as close as technically feasible). The obligation would apply to all completed “off-market” transactions executed by investment firms involving instruments admitted to trading on a “regulated market” including both bilateral/OTC transactions and transactions matched on proprietary trading systems/order-books.

This proposal is introduced to counter concerns relating to a possible deterioration in the efficiency of the price-discovery mechanism if details on the prices at which an undisclosed part of the market is buying and selling a given security are not made available to the market as a whole. This concern has been frequently expressed on both sides of the Atlantic in respect of order-matching by broker-run ATS and order internalisation practices of brokers/dealers. This concern has prompted important adjustments to the US regulatory framework.
 In Europe, the work of FESCO Working Group on Alternative Trading Systems has identified potential consequences for transparency as one of the areas associated with the emergence of ATS.
 The Commission proposes to address these issues in a comprehensive manner by introducing a base-line requirement for all investment firms which match trades or conclude bilateral transactions to report price and volume data to a “regulated market”.

The obligation would relate only to information concerning concluded transactions. It is not proposed to extend this obligation to information on bid and offer positions of dealers. Nor should this provision have as a consequence the result that investment firms are forced to reveal margins on individual transactions. 

The proposed adjustment to the ISD constitutes a qualitative tightening of transparency requirements in respect of “off-market” trades – both in terms of the immediacy of reporting of a completed transactions and by extending its reach to transactions in all financial instruments which are admitted to trading on a regulated market. These adjustments are proposed to ensure that growing off-market turnover in trading does not operate to the detriment of overall price-discovery process by ensuring that completed off-market transactions are made public to other market participants in real-time through their incorporation in an aggregated price feed.

If a blanket reporting obligation is regarded as excessive, it might be possible to limit the off-market reporting requirement to large trades (defined as a multiple of average market size for that transaction) which can exercise an important influence on the valuation of a financial instrument and which should therefore be disclosed to other market participants.

Into which price feed or ticker-tape should off-market (OTC and order matched on proprietary trading systems) trades be integrated? The initial proposal of the Commission is that reporting of off-market trades should be relayed to a price feed operated by “regulated market”. For the purposes of this provision the Commission proposes that the leading market or market of first quotation be the designated market. In a trading environment where a security or instrument may be admitted to trading on several regulated markets in parallel, and where no market necessarily has any particular contractual relationship with the issuer, there is no straightforward answer to this question. The provision foreseen in annex 2 proposes that details of completed off-market transactions be relayed to “leading market” or the “market of first quotation”. The “regulated market” with either greatest turnover or longest tradition of trading in the instrument would seem to be best-placed to assimilate information into a consolidated price feed which is used as a reference by the wider market. 

The Commission services are aware of possible drawbacks with this approach. In designating leading market or market of first quotation, there is a danger of freezing any historically established role of particular markets as a trading centre for individual instruments and further adding to the “stickiness” of liquidity. Consideration must also be given to potential implications of such an arrangement for increasing exposure of “regulated markets” to improper “off-market” behaviour, and the question of any regulatory or surveillance responsibilities of the market operator in respect of transactions reported to it under this mechanism.

In view of this, consideration has also been given to other alternatives such as reporting to competent authorities or simply requiring investment firms to put in place their own arrangements to “make public” these details. Both of these options suffer from the drawback that post-trade information would not be integrated directly into a “reference” post-trade quotation mechanism, which could reduce comparability and real-time disclosure. Furthermore, in the case of reporting to a competent authority, the permutations are even more complex.
 For these reasons, it is proposed to attempt to base this mechanism on reporting of off-market trades to a “regulated market”. 

The services of DG Internal Market would welcome any comment on this proposal and on viable mechanisms for integrating details of completed transactions  into a real-time price feed.

(h). Rights of investment firms (articles 18-22, annex 2):

This set of proposals seeks to reaffirm and reinforce the single market freedoms conferred on authorised investment firms. Key features include the following:

· stream-lining the notification regime of articles 17/18 ISD. In the case of cross-border provision of services, it is proposed to retain notification arrangement for investment firms providing investment services in other Member States so as to be aware of the identity and nature of authorisation of other EU firms operating on their market. Given the degree of harmonisation proposed under a revised ISD, notification procedure would no longer be used by the host authority to impose compliance with local requirements as precondition for doing business. The proposed approach provides for direct communication of information from firm to partner country competent authority, followed by the possibility for the firm to commence trading once it has lodged the appropriate notification.
 In the case of establishment of branch operations, prior notification through the offices of the home authority could also be used to confirm the role of the host authority in enforcing conduct of business requirements and formalise any understanding between home and host authorities as regards cooperation and communication of information pertaining to the activities of the branch. 

· inclusion of new right for investment firms to request that transactions executed on any “regulated market” be settled in a settlement systems nominated by the intermediary (this right does not imply any constraint on the choice of central clearing counterparty by the “regulated market”). This proposal will be discussed extensively in section 5 (art. 22, annex 2).
Comments are invited in particular in respect of:

· Relative division of responsibility between authorities in country of initial authorisation and branch country for supervision of different aspects of organisation of the branch;

· Proposed structure and principles for application of conduct of business rules, and their detailed application;

· Utility of provision governing use of tied agents for the purposes of remote solicitation and representation of investment firms;

· Usefulness of requirements for regular disclosure of order-execution venues as a basis for monitoring compliance with “best execution” obligations;

· Possible requirements for investment firms to ensure compliance with market abuse prohibitions, including comments on appropriate focus or content of concrete measures for prevention, surveillance or detection of market abuse by the firm or its clients;

· Value of proposed requirement for firms matching orders to report details of completed trades – possibly to a regulated market -  the scope of the obligation, and comments on its practical implementation.
Section 4. High level principles for regulated markets:

Purpose of section:

This section introduces the most noteworthy features of the expanded set of high-level principles for regulated markets which are presented in detail in annex III. Annex III contains elements pertaining to the following:

· Procedures for authorisation and commencement of operation as a “regulated market”;

· requirements to be satisfied by the operator of the market;

· requirements to be satisfied by the rules, procedures and processes governing the matching of orders, the admission of market participants, and the admission and divesting of instruments to trading on the market;

· rights and obligations of market operators.

The following commentary introduces some individual elements of the proposed framework for regulated markets (cross-referenced). 

The chapter relating to regulated markets establishes a series of non-prescriptive requirements for “regulated markets”. These principles represent a significant extension to current ISD requirements. The principles are largely derived from FESCO standards for regulated markets, and IOSCO core principles. Some of these principles will need to be supplemented by detailed implementing measures to be adopted through comitology procedures.

The chapter also makes clear that the law applicable to the operation of regulated markets and any activity on those markets is that of the country where the market is established. Where the regulated market makes use of facilities in other Member States for the purposes of central clearing counterparty,  processing/clearing of trades  will be governed by the law of the country where the central clearing counterparty is established.

An administrative competent authority shall be responsible for verifying that the market operator and the regulated market comply fully with the proposed requirements. This is without prejudice to the possibility of the competent authority to delegate certain functions to market operators or self-regulatory organisations. Indeed, some of the proposed principles foreseen in annex 3 explicitly rely on the operation of checks and controls at the level of the market. However, the administrative competent authority would retain ultimate responsibility for ensuring compliance with the provisions of a revised ISD.
1. Procedure for recognition as a “regulated market”: (point 15, annex 1)

Once a “regulated market” conforms with the definition laid down in annex 1 – i.e. it is on organised market which intends to admit to trading instruments which are admissible/admitted to trading on a “regulated market” -  the market operator is required to seek authorisation in accordance with the requirements as set out in annex 3 from the administrative competent authority responsible for market oversight in that country.

It is proposed that where the competent authority s confers the status of  “regulated market” on a market and its operator, it shall signal this  (along with copy of the relevant rules governing the operation of the market as they relate to all of the provisions of annex 3) to the European Commission. The European Commission shall retain responsibility, as under current Art. 16 ISD, for determining whether the “regulated market” is included on an up-to-date and publicly available list of “regulated markets”. 

“Regulated market” status relates to the rules, systems and processes which constitute the basis for organised trading in publicly offered securities, derivative instruments based on them or derivatives whose underlying is a rate or index. The status of “regulated market” does not attach to the operator of the market in respect of any activities which are not related to the operation of the "regulated market”, or any organised trading on systems managed by the same operator that does not comply with the relevant requirements. The operator of the regulated market should take care to ensure that no instrument is admitted to trading on the “regulated market” which does not comply with the requirements governing the admission of instruments to trading. 

2. Requirements in respect of the market operator: (articles 23-28, annex 3):

Annex 3 establishes a number of conditions relating to the market operator and the organisation of the activities of the with which competent authorities should verify compliance before granting authorisation. These principles relate to the fitness and properness of the management, identification of qualifying shareholders, arrangements for limiting conflicts of interest, compliance programmes and arrangements and robustness of systems, including contingency arrangements. It is also proposed to introduce a specific provision in respect of adequacy of financial resources.

Adequate financial resources (article 28, annex 3):

ISD does not currently require that “regulated markets” comply with initial or ongoing capital requirements or maintain a buffer for the purposes of orderly wind-down. However, a number of Member States authorities impose such requirements. Both IOSCO and FESCO have proposed that market operators be required to hold sufficient resources to cover any risks to which market is exposed and to allow orderly market closure. 

 A review of national provisions in this area has revealed considerable divergence in practice. National practices include setting of fixed amounts to setting of charges as a function of the risks which they cover. This latter approach is reasonably straightforward for operational costs but is difficult to implement in respect of market or counterparty risk to which the market may be exposed. In the area of market/counterparty risk, allowance should also be made for other sorts of risk-mitigation such as guarantee funds or central clearing counterparties which implement stringent risk-management safeguards. In addition, some Member States grant discretion to their competent authorities to finalise capital charges on a case-by-case basis.

Faced with the absence of an established best practice or set of international standards in this area, a reference to these matters in the ISD could take 2 forms:

(1) non-prescriptive obligation on competent authorities to satisfy themselves that market operators possess adequate financial resources to cover relevant risks (operational, counterparty/credit, market/position). This would create a common “obligation to result” at the risk of achieving limited convergence on a matter which could potentially constitute an important regulatory cost overhead for market operators;

(2) general obligation on authorities to ensure existence of sufficient resources, supplemented by explicit indication of types of risk to be covered, criteria for determining the adequacy of resources including explicit provision for alternative risk-mitigation techniques. The corresponding proposal in annex 3 does not at this stage provide concrete indication as to the possible content of such a provision. Any such provision should be restricted to enumeration of criteria. Detailed guidance on the implementation of the criteria could be provided through comitology procedure.

3. Rules on admission of financial instruments to trading: (Article 29, annex 3):
A distinguishing feature of “regulated markets” when compared to other organised markets stems from the operation of strict controls regarding the “quality” of the instruments admitted to trading so as to render them freely negotiable on the basis of all information which may have an incidence on its fair valuation. In view of this a key obligation to be imposed on the market operator relates to the operation of arrangements for monitoring compliance of instrument with prescribed requirements. In the case of publicly offered securities, the market operator would be obliged to have arrangements for verifying that issuers have complied with their disclosure requirements and any other conditions for efficient trading in the security (e.g. minimum efficient float) and are registered with a relevant competent authority. The market operator would not be allowed to admit securities which are not able to demonstrate compliance with the relevant disclosure requirements to trading on the “regulated market” (segment). 

In the case of transferable securities which are offered to the public, and which can only be admitted to trading on “regulated markets”, the market operator shall confirm that the issuer has taken steps to meet all disclosure requirements and certain conditions required for the effective negotiation of securities are satisfied.Initial disclosure obligations for publicly offered securities are set  out in proposal for single passport for issuer. The market operator would be required under the present provision to establish that the relevant documentation has been made filed with a relevant competent authority and is publicly available through the offices of the latter.

In terms of ongoing disclosure requirements, the proposed provision reaffirms the requirement under annex c5(a) of Dir. 79/279, subsequently extended by Art. 7, 89/582 to all issuers of transferable securities, to make publicly available price-sensitive information. The practical mechanisms through which issuers could make information public are not made explicit under existing EU law. This issue could be usefully addressed by future EU level work on regular reporting/ongoing disclosure requirements for issuers of publicly offered securities.

The proposed provision does not oblige the market operator to assume any responsibility for the dissemination of price-sensitive information. Such an obligation is not required under existing EU provisions. Regulated markets in some Member States enter into a contractual relationship with the issuer whereby the latter undertakes to communicate relevant information to  the market operator for further dissemination. However, this approach is not universal. Furthermore, it is possible that in future EU legislation will seek to provide that such information be relayed to the competent authority responsible for initial disclosure (cf. future work on regular reporting/ongoing disclosure) or through some alternative channel of communication to the wider market (for example those established to comply with market abuse provisions on disclosure of inside information).The present proposal limits itself to an obligation for the market operator to verify that the issuer has established arrangements to meet its disclosure requirements.

Apart from disclosure requirements, the draft provision proposes to impose other key requirements foreshadowed in annexes A and B of Directive79/279 as a requirement for the admission of any publicly offered security to trading on a “regulated market”. These requirements would therefore be extended to all securities admitted to trading on the regulated market – and not be limited to the “official” segment (this archaic distinction would lose its regulatory meaning). However, the requirements under schedules A and B would need to be updated. Furthermore, certain requirements would need to be modified to allow for the fact that there will no longer be a semi-official regulated market status for e.g. securities which do not have a 3 year accounting history. Requirements under A and B which would hamper the admissibility of such securities to trading on the regulated market would need to be revisited.

In terms of derivatives based on publicly offered securities admitted to trading on a “regulated market”, the market operator shall, in addition to verifying that the issuer of underlying is in compliance with its requirements,  examine the soundness of the contract. It is proposed that these instruments be required to be traded on “regulated markets” and subjected to a similar regulatory framework in view of the potential impact of trading in the derivatives on conditions on the underlying.

In the case of derivatives based on commodities, rates or indices, the market operator can only admit the instrument to trading on the “regulated market” where it has satisfied itself that the design of the product and liquidity of the market and for the underlying are such as to ensure the operation of a “proper market”. At present, there are few elements of EU law which provide a basis for fixing requirements for issuers or derivative instruments or the design of the product. In order to provide further certainty as to conditions under which a derivative instrument could be admitted to trading on the “regulated market”, this provision should be further elaborated and amplified through comitology. In view of the current uncertainty surrounding the regulatory or legal content of the concept of “proper market”, competent authorities should also have some means of vetting or verifying the decision of the market operator to admit a derivative instrument to trading in view of their obligation to uphold conditions for fair and orderly trading.

Remaining criteria for the market/exchange as regards admission of securities to trading should be left to the system as a means of positioning itself – small-cap, blue-chip, type of participant etc. However, the provision also stipulates that market operator should fix clear and non-discretionary conditions under which a security may be removed from the order-book so as to protect issuers against arbitrary or unannounced de-listing. 

4. Requirements relating to the rules, systems and procedures of the “regulated market” (articles 30-32, annex 3):
Performance of transactions (article 30, annex 3):

This provision stipulates that a “regulated market” must have access to appropriate clearing and settlement arrangements to ensure the timely and efficient finalisation of transactions executed on the market. A distinguishing feature of first-tier markets should be that market participants or their clients be able to rely on arrangements put in place by the market operator to ensure the timely settlement of transactions. Other trading arrangements need not be subjected to this presumption and should be able to leave clients free to make their own provisions for settlement of any transactions agreed thought the system operator.

Any requirement for the market itself to legally guarantee the execution of the trade would be tantamount to a requirement to vertically integrate trading and central counterparty functions. This would not be functionally neutral, would not be suitable for all instruments and could limit the commercial/technical strategies of individual platforms. The provision therefore leaves it open for market operators to structure their relationship with providers of post-trading services as they see fit as long as the underlying operational requirement is respected. This can be done on either an arms-length basis or through reliance on affiliated facilities. 

The proposed provision would require that central clearing counterparties or  settlement systems employed for the purposes of finalisation be subject to appropriate regulation and oversight. There are at present no legally binding benchmarks for the regulation and oversight of central clearing counterparty and settlement systems.
  In the absence of common standards, it is proposed to leave discretion to national competent authorities to ensure the appropriate authorisation and supervision of these facilities.

Rules governing trading and execution (art. 31, annex 3):

The draft Art. 31 annex 3 proposes to introduce a requirement that the “regulated market” be underpinned by clear and non-discretionary rules which govern the process for matching orders. Furthermore, these rules be subject to prior scrutiny and approval by the competent authority and be made public. It is proposed to introduce these requirements so as to enable market participants to ascertain the relative priority or precedence which attaches to their order, and thereby avoid any arbitrary changes in processing of order flow.

EU legislation should not seek to prescribe detailed requirements in respect of prioritisation of different categories of order, or the technical parameters or algorithms for implementing the trading rules. It is proposed to leave discretion to national competent authorities to provide for compliance with this provision.

Transparency of transactions on regulated markets (art. 32, annex 3):

Transparency is critical for market participants and investors in assessing the value of prospective trades, and is the means by which price-discovery is rendered efficient. In view of this, the attached documentation proposes that “regulated markets” be required to have in place arrangements for making public certain details relating to completed and prospective transactions. The obligations of the proposed provision would extend to all financial instruments admitted to trading on a regulated market.

The present provision proposes that real-time disclosure be the base-line for publication of all completed transactions. The draft proposal as it stands does not provide for any delays for large illiquid trades. Furthermore, the regulated market should make public relevant details of any upstairs trading which take place using the systems operated by the regulated market. Finally, a regulated market which is the leading market/market of first quotation for a financial instrument would be required to integrate details of completed transactions relayed to it by investment firms which have completed off-market trades in accordance with art. 18 annex 2.

However, markets have to counter-balance transparency against other requirements such as the need to promote liquidity and the anonymity of counterparties for large trades. This has an important bearing on the extent to which pre-trade transparency can be imposed as a requirement for different markets and/or transactions. The proposed provision would establish a presumption that markets display appropriately constructed best bid and offer prices for any instrument admitted to trading. However, pre-trade transparency could then be differentiated to take account of different micro-structure of markets, transactions for which pre-trade disclosure could hamper conclusion of the transaction, and other features of the market. The proposed provision suggests a number of criteria which could be relevant for determining when pre-trade transparency requirements should be relaxed.

The provision provides for comitology procedure to clarifying the detailed measures for compliance with the proposed obligations.

Information to be made public under these statutory provisions should be accessible free of charge. Market operators remain free to process, add value, and/or sell other information generated by the order-matching process. Market operators may choose to make public the information required under this provision, directly or indirectly.
5. Conditions for admission of participants to the system (articles 33-35, annex 3).

The proposal also envisages that “regulated markets” implement transparent and non-discretionary rules governing the admission of participants to the market. These rules should be vetted and approved by the competent authority to ensure that they are impartial and proportionate means of safeguarding the orderly operation of the marketplace.

The proposal confirms the existing ISD obligation on “regulated markets” to admit brokers, dealers or individual portfolio managers authorised in other EU member states subject to compliance with the same non-discretionary requirements that are imposed on local market participants. Furthermore, the “regulated market” should take full account of obligations enforced by the authorities of the home country of the investment firm (in terms of integrity of the management and capital adequacy requirements). 

“Regulated markets” should operate appropriate disciplinary procedures, and be able to expel participants which no longer comply with the requirements for participation in the system. Such decisions should be subject to appeal.

6. Rights of regulated markets”: (art. 36-38, annex 3)

Right of “regulated markets” to establish  branch operations in other Member States: (art 38, annex 3):

Annex 3 contains a proposal which would, in addition to existing rights to admit remote participants and recent proposals to allow the market to admit securities to trading on the basis of initial disclosure documentation being registered with the authority of the issuer,  allow “regulated markets” to establish trading facilities or other arrangements covered by their authorisation (e.g. systems for admission of instruments to trading on the central order-book) in other Member States. Host country authorities would, to the fullest extent consistent with the need to ensure the orderly and effective trading in accordance with any requirements under national public private law, take account of compliance of the “regulated market” and the market operator with requirements imposed in the country of initial authorisation. This provision would seek to limit the duplication of host country requirements implementing the provisions of this proposal in addition to those in force in the country of the parent market where this would not be necessary to ensure the smooth performance of transactions executed on the platform. Where the objective would be to establish a distinct-order book/order-matching process on the territory of another Member State t is important to recognise that there will be a need for extensive scrutiny of many aspects of the order-matching processes and the rule-book of the branch operation so as to establish its conformity with the public and private law of the country where it  is established. It might be that the only fully effective means of ensuring compliance with local legal structures would be to establish a self-standing order-book for the purposes of concluding transactions effected on the systems of the branch operation. In such a scenario, the ongoing activities of the subsidiary platform would be subject to supervision by the competent authorities of the host country.

The provision may be of interest to “regulated markets” which are willing to incur compliance costs to physically export part or all of their admission to trading, order matching processes and systems to partner countries. This might expand the options of “regulated markets” anxious to offer order-matching functionalities to issuers or market participants in their home legal environment. The legal utility of this provision will increase as convergence of the regulatory framework for “regulated markets” gathers pace.

Comments are invited as to the perceived utility or viability of such a possibility in addition to existing or proposed provisions of EU law allowing regulated markets to admit remote participants or securities issued in another Member State. To what extent, and for what aspects of the activities of the “regulated market”,  would the right to establish a branch be of interest to a “regulated market”? Which elements of law might need to be further harmonised so as to render this possibility fully operational on the basis of home country supervision?

Right of exchange to transmit positions to be cleared in other MS:  Article 38 annex 3. This proposal is presented in detail in the following section.

Comments are invited in particular on:

· Possible introduction of “sufficient (financial) resources” requirement for regulated markets, and possible methodologies for establishing a benchmark for resources requirement which would provide a suitable degree of protection against relevant risks and convergence across Member States; 

· Considerations which may be relevant in designing and enforcing obligations regarding pre and post-trade transparency requirements;

· Proposed criteria for determining which instruments are admissible to trading on a “regulated market”. For publicly offered transferable securities, is the emphasis on issuer compliance with its disclosure obligations the key issue? Which of the elements of schedules A and B  of Directive 79/279 remain pertinent? What approach should be taken in respect of sovereign debt in respect of which, disclosure is not currently the object of EU provisions? Is the concept of “proper market” a useful and/or operational tool for distinguishing between derivatives instruments which could successfully be admitted to trading on a regulated market”? 
· The added-value of proposed introduction of a branching possibility for “regulated markets”, aspects of the “regulated market” structure which could be exported under this regime, and elements of national public or private law which might constitute an obstacle to exercise of these freedoms. 

Section 5. Clearing and settlement:

Purpose of section:

This section introduces some proposals for possible adjustments to the ISD as they relate to the interface between investment firms and regulated markets on the one hand and central clearing counterparties and settlement systems on the other. 

The efficient operation of post-trading infrastructures (central counterparty, clearing houses, settlement systems and depositaries) is critical to the finalisation of securities transactions. The current predominantly national configuration of these processes and systems may in particular add to the costs of cross-border transactions in financial instruments. Transactions undertaken in partner country markets must subsequently be finalised through a complex chain of clearing and settlement systems before ownership rights are ultimately transferred to the account of the purchaser. Alternatively, the purchaser is required to be a member of multiple systems with all the associated costs.

Central clearing counterparties and securities settlement embody functions and risks which are very distinct from the regulatory concerns at the heart of the ISD.
 In view of the distinct risk-profile of these entities, and the absence of sufficiently developed consensus on common prudential standards for these clearing and settlement systems, DG MARKT proposes not to regulate these activities directly through the ISD. 

Instead, it is proposed to supplement the existing remote access rights for market participants (under article 15(1)) to partner country clearing and settlement systems with the following additional options for market participants and regulated markets:

(1) Possibility for market participants to use central clearing counterparty to novate and/or net “off-market” positions;

(2) Possibility for market participant to request that a position be settled in a settlement system provided that the central counterparty has satisfactory direct or indirect links to the settlement system;

(3) Possibility for a “regulated market” to route some or all confirmed trades to central clearing counterparty in another Member State, subject to approval of the competent authority responsible for oversight of the market.

The relevant adjustments to ISD provisions are introduced in the sections of annexes 2 & 3 relating to the rights of investment firms and regulated markets respectively.
Considerations influencing the proposed approach to clearing and settlement arrangements:

The provisions designed to facilitate open access and choice in clearing and settlement systems reflect the following assumptions:

· Central counterparty, clearing and settlement facilities constitute distinct functions which cannot and should not be equated with core investment service or banking business. In view of this, the ISD introduces broad functional definitions of these different activities so as to clearly differentiate them from the other services covered by the investment firm or credit institution license. These definitions do not take a position on the status of the institutions authorised to operate these facilities. However where regulated markets or banks operate such systems, the relevant functions should be clearly demarcated and managed separately from any other business lines.

· The core functions of central counterparties/clearing houses and settlement systems are all undertaken and finalised in accordance with the public and private law of the country where the relevant facility is established. DG MARKT services consider that it is of paramount importance to ensure that these systems operate under a single body of law so as to avoid any jurisdictional uncertainty which would represent an unacceptable source of legal risk for potentially systemically relevant systems.

· Prudential, technical and commercial arguments argue in favour of allowing organised markets and trading systems to organise their relationships with central counterparties as they see fit – including the designation of an exclusive central clearing counterparty for the purposes of novating/netting all positions executed on that “regulated market”. 

· The proposed measures do not call into question existing ownership or management arrangements for regulated markets/trading platforms, central counterparties/clearing houses or settlement systems. However, the provisions seek to ensure that joint or linked ownership of regulated markets and central clearing counterparties does not impinge on any decision by the operator of central clearing counterparty to make access available to unaffiliated “regulated markets”. Article 38 (annex 3) seeks to enshrine the principle that the operator of the central clearing counterparty should decide to make its facilities available to other “regulated markets” on technical or commercial grounds, and should not seek to restrict access so as to maximise trading on any affiliated “regulated market”.

Extensions of access rights  for firms and markets:

While the ISD should not become the legal instrument for common regulation of clearing and settlement systems, the ISD must recognise the importance of effective access for market participants and regulated markets to these systems. The ISD should therefore seek to provide access to relevant systems where this will assist a regulated market or its participants to secure more efficient finalisation of transactions. Access to essential facilities should not be unfairly impeded. In particular, in the case of common ownership of trading platform, central counterparty/clearing and settlement systems, access to post-trading facilities should not be made conditional on execution of trades on the affiliated trading platform. It is proposed to clarify and strengthen access rights in the ISD in the following ways:

(1) confirm existing ISD rights for authorised brokers and dealers to have direct or indirect access to any “default” central counterparty, clearing and settlement services designated by a “regulated market” for finalisation of transactions performed on the market (art. 23, annex 2).
(2) Possibility for authorised EU brokers and dealers to have direct or indirect access to central counterparty or clearing services for the purposes of novating and netting “off-market” or OTC positions. Authorised brokers and dealers would then be able to use these facilities without being required to execute trades on an affiliated “regulated market”. This right would of course be subject to compliance with membership rules of the relevant system (art. 23, annex 2).
(3) Possibility of market participants to request that transactions executed on a regulated market be settled in a securities settlement system designated by the market participant rather than “default” system chosen by the regulated market. This possibility would be dependent on the existence of necessary links between regulated market or any related central counterparty/clearing house on the one hand and the securities settlement system on the other. The effective exercise of this right would also require that the market participant chooses a settlement system to which the other side to the trade is able to transfer instruments or payment i.e., presupposes selection of settlement systems between which there are operational links. DG MARKT welcomes comments on utility and feasibility of introducing such a right for market participants (art. 23, annex 2).
(4) Option for “regulated market” to make use of services of a “recognised” central counterparty or clearing house in another Member State for the purposes of novating/netting trades in some or all financial instruments which it admits to trading. The decision of the central counterparty or clearing house should be made on objective commercial, technical and prudential grounds and should not be influenced by considerations relating to competitive implications for any affiliated “regulated market” (art. 38, annex 3).
A schematic presentation of the inter-relationships between the different stages of the trading and post-trading process following the introduction of these possibilities is attached (inserts 3-5).

Limits and qualifications of these rights:

The envisaged access rights are not absolute or unconditional:

· No central counterparty, clearing house or settlement system can be compelled to establish links or if this is not commercially viable, exceeds technical capacity of the system or otherwise compromises the sound prudential operation of the system. However, the reasons for failing to make links available should not be so open-ended as to allow abuse.

· Access to central counterparties, clearing houses or settlement systems will also be conditional on compliance with the same objective and transparent requirements as are imposed on domestic participants.

· Furthermore, in the absence of commonly agreed prudential or risk-management standards for central counterparties or clearing houses and settlement systems, competent authorities for the oversight of regulated markets shall have a right of opposition to the use of central counterparty of clearing functions from another supervisory jurisdiction. Where competent authorities are amenable to such a development, they should agree reciprocal obligations and undertakings with the authority responsible for oversight of the central counterparty/clearing house.

Comments are invited in particular on whether:

· The proposed new possibilities for investment firms to designate the locus of settlement will be of significant value;

· The possible recognition of the right for regulated markets to make use of the services of a central clearing counterparty in another jurisdiction will be of benefit to “regulated markets”. If yes, please indicate which types of market and transactions might most benefit and the perceived advantages;

· The conditions under which it might be technically or commercially justifiable for a “regulated market” or central clearing counterparty” to be unable to comply with a market participants request to comply with market partivipants designated settlement system.

�  An important issue to be resolved in this regard concerns the identification of any appropriate conditions for the purposes of determining when sovereign debt can be admitted to trading on a “regulated market”. At present, the issue of sovereign debt is not subject to disclosure requirements or other obligations under Directive 79/279.


�  This would not restrict  “off-market” order-matching in respect of these instruments by investment firms.


� Firms which represent particular investment firms or banks would be regarded as tied agents or financial salesmen collecting orders on behalf of or representing the interests of investment firms/banks. This case is dealt with in section 3.


� According to some estimates, there are currently some 80’000 licensed investment advisors operating in EU. These activities do not benefit from ISD passport and are regulated/supervised entirely at national level. However, it is thought that only a minority of these entities would qualify as “independent” in the sense of receiving payment for services only from the client.


� Directive 2000/31/EC on certain legal aspects of information society services, in particular electronic commerce, in the Internal Market (OJ L 178, 17.07.00).


� FESCO consultation paper on standards and rules for harmonising core conduct of business rules for investor protection (February 2001, 00-124b). For the purposes of “know-your customer” and “suitability” requirements, FESCO consultation paper proposes that “where an investment firm only transmits or executes orders for a client, it must seek from its clients information regarding their financial situations, investment experience and objectives as regards the services requested and provide him with the information on financial instruments and risk warnings required by conduct of business rules…. Where an investment firm provides an execution-only dealing service, it mut not make any personal recommendation to the relevant customers.” (principles 83, 84).


� The physical commodity markets should not be brought within the scope of the ISD given the lack of fungibility of these products and the very different market microstructures of markets for trading in these instruments. If commodity derivatives are to be brought within the scope of the ISD while leaving commodities outside, supervisors should be confident as to their ability to define and enforce a regulatory separation beetween markets for commodity derivatives and markets for the underlying physical products.


� With the exception of locals and entities engaged in hedging of their own exposures which would continue to be excluded from the scope of “investment firm” definition.


� The interpositioning of a designated central counterparty as riskless principal for buy and sell orders which are matched by the system does not disqualify it from being classified as “organised market”.


�  CPSS-IOSCO recommendations and the ECB Blue Book have also been employed.


� For example, the risk of loss or damage to the investor or threat to the integrity of the market are less pronounced for simple arrangers/facilitators than for hand-holding brokers or dealers.


� In the case of professional investors, the Commission has expressed its view that the level of harmonisation embodied in the existing Directive and as implementing in national law is already sufficient to allow provision of services on the basis of home-country supervision. (COM(722)2000 of 15.11.00.


� In this context, obligations relate to sale or placing of securities with a client of the firm providing underwriting or placing services for an issuer.


�  US SEC “Regulation of Alternative Trading Systems”: (63 FR 70844, 22.12.98).


�  FESCO (2000): “The regulation of ATS in Europe”. Ref. FESCO/00/064c, Sept. 2000. FESCO (2001): “Proposed standards for ATSs”. June 2001.


�  The possibilities would seem to include the competent authority for market oversight in the country of the firm matching the order, competent authority responsible for issuance of the security (what about other instruments?), competent authority responsible for market oversight in country where security is issued.


�  Current notification of art. 17/18 involves triangular notification – firm to domestic authority to partner authority. Is the inter-authority communication of information and requirements more effective in terms of building confidence and protecting the firm from administrative inertia?


� The services of the European Commission have recently launched a parallel consultation on ongoing disclosure requirements for publicly offered securities admitted to trading on a regulated market. This consultation foreshadows further work to upgrade existing EU level provision in respect of periodical and ongoing disclosure by issuers of such securities. A harmonised set of up-to-date requirements in this area would be a valuable adjunct to efforts to clarify requirements for admission of securities to trading on “regulated markets”.


� Work is underway in different fora. ESCB has established a set of standards for securities settlement systems which must be respected by systems wishing to serve counterparties to central banks for monetary policy operations. CPSS-IOSCO is finalising recommendations spanning both securities settlement systems and central  clearing counterparties. This may be followed by further work at European level, spearheaded by the ESCB. In the area of central counterparties, EACH has recently issued a first set of draft industry-led standards which have been well-received.


�  In the case of central counterparty and clearing, the core business consists of legal inter-positioning for the purpose of assuming counterparty risk (novation) and netting of trading positions across counterparties (possibly on a cross-product basis) so as to reduce full set of trading relationships entered into between all participants on the market to a set of outstanding obligations between the central counterparty/clearing house and each market participant. The proper performance of these activities requires systems which are extremely robust from technical, legal and prudential perspectives. Currently, the operation of such systems is regulated and supervised at national level. There is as yet no widely accepted body of European standards or conventions although standards developed by EACH have been well-received.


Settlement systems are entities responsible for ensuring the transfer of securities or financial instruments from the account of the seller in return for payment from the buyer. The core business of these systems relates to the holding and management of accounts on the part of users and arrangement for transfers of instruments or payments to other systems in the event that the counterparty to the trade holds an account in an other system. The core activity of settlement systems is often performed in conjunction with other business lines (custody, banking, depositary). The ESCB standards for securities settlements systems used for monetary policy operations has provided the basis for some convergence in operating standards and the technical soundness of links between settlement systems.
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