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ESMA Technical Advice (19 December 2014)
vs.
European Commission Draft Delegated Regulation (25 April 2016) and Delegated Directive (7 April 2016)
Draft Delegated Directive – supplements Directive 2014/65/EU, and is specifically focused on “safeguarding of financial instruments and funds belonging to clients, product governance obligations and the rules applicable to the provision or reception of fees, commissions or any monetary or non-monetary benefits”

	
	No change or minor / immaterial change

	
	Change to be reviewed, but not requiring gap assessment to be revisited with business

	
	Significant change requiring detailed review 



	ESMA Technical Advice
Section 2.15 pages 138-143
	Commission Draft Delegated Directive
Articles 11 - 13
	Summary of Key Changes in Commission Draft Delegated Directive

	Paragraph 1
	Article 12(1) first paragraph
	Broadly the same content. The Technical Advice was general introduction wording / explanation of scope of provisions, rather than providing specific wording. 

	Paragraph 2
	Article 12(1) second paragraph
	Broadly the same content. The Technical Advice was general introduction wording / explanation of scope of provisions, rather than providing specific wording.

	Paragraph 3
	Article 12(2)
	Minor amends.

	Paragraph 4
	N/A
	Paragraph 4 of the Technical Advice sets out a suggestion. The suggestion was followed in article 12(2) and 12(3) together. Paragraph 4 did not contain suggested wording.

	Paragraph 5
	Article 12(3)
	Two main amends to the list of minor non-monetary benefits: includes issuer or offer documents (article 11(3)(b)), and places the duty on Member States to decide if any extra non-monetary benefits should be added to the list (article 11(3)(e)). Technical Advice suggested the EU draft a list of additional non-monetary benefits which should be added to the list, rather than deferring this question to the Member States.

	Paragraph 6
	Article 12(3) after bullet points, final paragraph
	Delegated Directive adds reference to article 47(5)(a) to allow disclosure to clients of minor non-monetary benefits to be made in a generic way.

	Paragraph 7
	Article 13(1)
	Delegated Directive places burden on Member State to ensure compliance with provisions of article. Removal of reference in (i) in Technical Advice to third parties being able to increase fees to reflect direct payments made by the investment firm. 

	Paragraph 7 (e)
	Article 13(2)
	Delegated Directive limits requirement on disclosure to situations where disclosure is requested by the client or a competent authority.

	Paragraph 8
	Article 13(3)
	Minor amends.

	Paragraph 8? Suggests additional guidance would be useful
	Article 13(4)-(8)
	Article 13(5) – Delegated Directive relaxes the requirement on firms in advance of increases to the research budget. Technical Advice required written agreement, Delegated Directive only requires “provision of clear information to clients about such intended increases”.

	Paragraph 9
	Article 13(9)?
	Article 13(9) – Delegated Directive limits the requirement on firms providing execution services to provide separately identifiable charges for each benefit to situations involving another MiFID firm. This excludes non-EU firms from the scope of this provision.

	Paragraph 10
	Article 11(1)
	Delegated Directive removes reference to article 24(9) 2014/65/EU being applied on a case-by –case basis. Replaces it with requirement that the provisions in article 24(9) 2014/65/EU and the other provisions in article 11 apply cumulatively, and must be met at all times.

	Paragraph 11
	Article 11(2)
	Delegated Directive sets out more stringent criteria for Quality Enhancement. The Technical Advice required the inducements to be designed in line with the guidance. The Delegated Directive requires that all the tests set out in the list are met, and that the quality enhancements test needs to continue for as long as the benefit is being received.

	Paragraph 12
	Article 11(2) wording after bullet point c
	Minor amends. 

	Paragraph 13
	-
	Technical Advice set out that further guidance could be developed at a later date.

	Paragraph 14
	Article 11(3)
	Technical Advice was open about ongoing requirements, specifying only that firms should “maintain the enhance level of quality”. Delegated Directive requires that the provisions in article 11(2) continue to be met for as long as the payments are made or received.

	Paragraph 15
	Article 11(4) first paragraph and first (a)-(b)
	Minor amends. 

	Paragraph 16
	Article 11(4) second set of bullet points 
	Appear to all be minor amends.

	Paragraph 17
	Article 11(4) first paragraph under second set of bullet points
	Appear to all be minor amends.

	Paragraph 18
	Article 11(4) final paragraph
	Minor amends.



	ESMA Technical Advice
Section 2.15 pages 138-143
	Commission Draft Delegated Regulation
Articles 36 - 37
	Summary of Key Changes in Commission Draft Delegated Regulations

	
	Article 36
	New provision – deals with what is classified as investment research. Doesn’t add any requirements or obligations specifically relating to inducements. I have not reviewed whether it changes the scope of investment research, or compares it to previous definitions. 
1. For the purposes of Article 37 investment research shall be research or other information recommending or suggesting an investment strategy, explicitly or implicitly, concerning one or several financial instruments or the issuers of financial instruments, including any opinion as to the present or future value or price of such instruments, intended for distribution channels or for the public, and in relation to which the following conditions are met: 
1. the research or information is labelled or described as investment research or in similar terms, or is otherwise presented as an objective or independent explanation of the matters contained in the recommendation; 
1. if the recommendation in question were made by an investment firm to a client, it would not constitute the provision of investment advice for the purposes of Directive 2014/65/EU. 

1. A recommendation of the type covered by point (35) of Article 3(1) of Regulation (EU) 596/2014 that does not meet the conditions set out in paragraph 1 shall be treated as a marketing communication for the purposes of Directive 2014/65/EU and investment firms that produce or disseminate that recommendation shall ensure that it is clearly identified as such. 

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

	Paragraph 9
	Article 37
	New provision. Deals with how investment research should be conducted and produced. Not related to payment or bias arising from the investment research. It seems to focus on conflicts of interest / management of the research. 
1. Investment firms which produce, or arrange for the production of, investment research that is intended or likely to be subsequently disseminated to clients of the firm or to the public, under their own responsibility or that of a member of their group, shall ensure the implementation of all the measures set out in Article 34(3) in relation to the financial analysts involved in the production of the investment research and other relevant persons whose responsibilities or business interests may conflict with the interests of the persons to whom the investment research is disseminated. 

The obligations in the first subparagraph shall also apply in relation to recommendations referred to in Article 36(2). 

1. Investment firms referred to in the first subparagraph of paragraph 1 shall have in place arrangements designed to ensure that the following conditions are satisfied: 
1. financial analysts and other relevant persons do not undertake personal transactions or trade, other than as market makers acting in good faith and in the ordinary course of market making or in the execution of an unsolicited client order, on behalf of any other person, including the investment firm, in financial instruments to which investment research relates, or in any related financial instruments, with knowledge of the likely timing or content of that investment research which is not publicly available or available to clients and cannot readily be inferred from information that is so available, until the recipients of the investment research have had a reasonable opportunity to act on it; 

1. in circumstances not covered by point (a), financial analysts and any other relevant persons involved in the production of investment research do not undertake personal transactions in financial instruments to which the investment research relates, or in any related financial instruments, contrary to current recommendations, except in exceptional circumstances and with the prior approval of a member of the firm's legal or compliance function; 
1. a physical separation exists between the financial analysts involved in the production of investment research and other relevant persons whose responsibilities or business interests may conflict with the interests of the persons to whom the investment research is disseminated or, when considered not appropriate to the size and organisation of the firm as well as the nature, scale and complexity of its business, the establishment and implementation of appropriate alternative information barriers; 
1. the investment firms themselves, financial analysts, and other relevant persons involved in the production of the investment research do not accept inducements from those with a material interest in the subject-matter of the investment research; 
1. the investment firms themselves, financial analysts, and other relevant persons involved in the production of the investment research do not promise issuers favourable research coverage; 
1. before the dissemination of investment research issuers, relevant persons other than financial analysts, and any other persons are not permitted to review a draft of the investment research for the purpose of verifying the accuracy of factual statements made in that research, or for any purpose other than verifying compliance with the firm's legal obligations, where the draft includes a recommendation or a target price. 

For the purposes of this paragraph, ‘related financial instrument’ shall be any financial instrument the price of which is closely affected by price movements in another financial instrument which is the subject of investment research, and includes a derivative on that other financial instrument. 
1. Investment firms which disseminate investment research produced by another person to the public or to clients shall be exempt from complying with paragraph 1 if the following criteria are met: 
1. the person that produces the investment research is not a member of the group to which the investment firm belongs; 
1. the investment firm does not substantially alter the recommendations within the investment research; 
1. the investment firm does not present the investment research as having been produced by it; 
1. the investment firm verifies that the producer of the research is subject to requirements equivalent to the requirements under this Regulation in relation to the production of that research, or has established a policy setting such requirements. 
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Technical Advice – pg 139-143
Accept and not retain third party payments 
1. 	Independent investment advisers and portfolio managers must return to clients any monetary third party payments received in relation to the services provided to that client as soon as possible after receipt by transferring the monies received to the client money account. The obligation to pass on the monetary benefits should comprise all sums the investment firm receives from third parties in relation to the provision of independent investment advice and portfolio management. The requirement to pass on such monies should not contain a specific timeframe, since third party payments can be received by the investment firm at various points in time and for several clients at once. It is the responsibility of the investment firm to ensure that any such payments received are passed on to the client as soon as reasonably possible. In this context, investment firms should be required to set up a policy to ensure that third party payments received are allocated and transferred to the each individual client as part of the organisational requirements under Article 16 of MiFID II. 
2. 	Clients should be informed about the monetary amounts transferred to them though regular bank account statements for their money account. Additional reporting requirements by investment firms can be kept to a minimum. By requiring independent investment advisers and portfolio managers to inform a client about the total amount of third party payments received and passed on to the client as part of the regular periodic reporting statements provided to the client, the client will have a comprehensive overview of the relevant information in respect of the services provided to him. 
3. 	Investment firms providing the service of independent investment advice and portfolio management are not allowed to receive non-monetary benefits that do not qualify as minor. 
Minor non-monetary benefits 
4. 	ESMA advises the Commission to introduce an exhaustive list of non-monetary benefits that 139 can be considered to be minor and are therefore acceptable. All such benefits should only qualify as minor when they are reasonable and proportionate and of such a scale that they are unlikely to influence the recipient’s behaviour in any way that is detrimental to the interests of the relevant client. 
5. 	This list should include the following benefits: 
i. information or documentation relating to a financial instrument or an investment service. This information could be generic in nature or personalised to reflect the circumstances of an individual client;
 ii. participation in conferences, seminars and other training events on the benefits and features of a specific financial instrument or an investment service; and 
iii. hospitality of a reasonable de minimis value, this could for example include food and drink during a business meeting or a conference, seminar or other training events mentioned under ii 
iv. other minor non-monetary benefits meeting the criteria indicated in paragraph 4 as identified in ESMA guidelines. 
6.	Minor non-monetary benefits as defined above should be clearly disclosed by investment firms before providing investment or ancillary services to clients. 
Investment research 
7. 	The provision of research by third parties (such as firms executing orders or independent research providers) to investment firms providing portfolio management (or other investment or ancillary services) to clients should not be regarded as an inducement if it is received in return for: 
i. direct payments by the investment firm out of its own resources (which they may choose to reflect in an increase to the firm’s portfolio management or advice fees), or 
ii. payments from a separate research payment account controlled by the investment firm, provided the following conditions relating to the operation of this account are met: 
a) The research payment account shall only be funded by a specific research charge to the client. The specific research charge shall: 
 only be based on a research budget set by the investment firm for the purpose of establishing the need for third party research in respect of investment services rendered to its clients; and 
 not be linked to the volume and/or value of transactions executed on behalf of  the clients. 
The total amount of research charges received in the research payment account may not exceed the research budget. 
The investment firm must agree with each client the research charge as budgeted by the firm and the frequency with which the specific research charge will be deducted from the resources of the client over the year. The investment firm may only increase the research budget with the client’s written agreement. If there is a surplus in the research payment account at the end of a period, the firm should have a process to rebate those funds to the client or to offset it against the research budget and charge calculated for the following period. 
b) As part of establishing a research payment account and agreeing a reasonable charge with their client, the investment firm must set and regularly assess a research budget as an internal administrative measure. The research budget is managed solely by the investment firm and is based on a reasonable assessment of the need for third party research. The allocation of the research budget to purchase third party research should be subject to appropriate controls and senior management oversight to ensure it is managed and used in the best interests of the firm’s clients. Such controls include a clear audit trail of payments made to research providers and how the amounts paid were determined with reference to the quality criteria referred to in paragraph 7(ii)(d). Investment firms may not use the research budget and research payment account to fund internal research. 
c) The investment firm is responsible for operating the research payment account. The investment firm may delegate the administration of the research payment account to a third party, provided that the arrangement facilitates the purchase of third party research and payments to research providers in the name of the investment firm without any undue delay in accordance with the investment firm’s instruction.
 d) The investment firm should regularly assess the quality of the research purchased based on robust quality criteria and its ability to contribute to better investment decisions. Investment firms should be able to demonstrate these elements in a written policy and provide it to their clients. It should also address the extent to which research purchased through the research payment account may benefit clients’ portfolios (including, where relevant, by taking into account investment strategies applicable to various types of portfolios) and the approach the firm will take to allocate such costs as fairly as practicable to the various clients’ portfolios. 
e) Where an investment firm makes use of the research payment account, it should provide the following disclosure to its clients: 
 Ex-ante – In line with Article 24(4)(c) of MiFID II, clients should be informed 141 about the budgeted amount for research and the amount of the expected research charge for each of them. This information is further elaborated in the ESMA technical advice on information on costs and charges.
  Ex post – In line with Article 24(4)c of MiFID II clients should receive annual information on the total costs that each of them has incurred for third party research. The investment firm should also be required, upon request by their clients or by competent authorities, to provide a summary of the providers who were paid from this account, the total amount they were paid over a defined period, the goods and services received by the investment firm, and how the total amount spent from the account compares to the budget set by the firm for that period – noting any rebate or carry-over if residual funds remain in the account. 
8. 	Firms providing execution services should identify separate charge for these services that only reflect the cost of executing the transaction (buying or selling a financial instrument). Any other goods or services rendered should be subject to a separately identifiable charge; the supply of these goods or services should not be influenced by (or be conditional on) levels of payment for execution services. Future ESMA guidelines may also be useful in this area. 
9. 	The European Commission should also consider clarifying that an investment firm that provides execution and research services, and also carries out underwriting and placing activities, should ensure adequate controls are in place to manage any potential conflicts of interest between these activities and between their different clients receiving those services. 
Article 24(9) of MiFID II - Quality enhancement 
10. 	ESMA advises the Commission to make clear that the provisions included in Article 24(9) of MiFID II, which sets out conditions under which a fee, commission or non-monetary benefit may be provided or accepted, should apply cumulatively and firms should take appropriate measures to ensure that these provisions have been met on a case-by-case basis. 
11. 	ESMA also advises the Commission to introduce a non-exhaustive list of circumstances and situations that NCAs should consider in determining when the quality enhancement test is not met. Where inducements are not fully passed on to clients, a fee, commission or nonmonetary benefit may not generally be regarded as designed to enhance the quality of the relevant service to the client if any of the following conditions is applicable:
 i. it is not justified by the provision of an additional or higher level service to the relevant client, proportional to the level of inducements received, such as:
 a) the provision of non-independent advice on and access to a wide range of suitable financial instruments including an appropriate number of instruments from third par- 142 ty product providers having no close links with the investment firm; or 
b) the provision of non-independent advice combined with either: an offer to the client, at least on an annual basis, to assess the continuing suitability of the financial instruments in which the client has invested; or with another on-going service that is likely to be of value to the client such as advice about the suggested optimal asset allocation of the client ; or 
c) the provision of access, at a competitive price, to a wide range of financial instruments that are likely to meet the needs of the target market, including an appropriate number of instruments from third party product providers having no close links with the investment firm, together with either the provision of added-value tools, such as objective online information tools helping the relevant client to take investment decisions or enabling the relevant client to monitor, model and adjust the range of financial instruments in which they have invested, or providing periodic reports of the performance and costs and charges associated with the financial instruments;
 ii. it directly benefits the recipient firm, its shareholders or employees without tangible benefit to the relevant client; or iii. in relation to an on-going inducement, it is not justified by the provision of an on-going benefit to the relevant client. 
12.	 In assessing whether or not the enhancement test can be met in accordance with these conditions, a fee, commission or non-monetary benefit may be considered acceptable only if all relevant services are provided to the clients without bias or distortion as a result of the fee, commission or non-monetary benefit being received. 
13. 	In order to specify the circumstances listed in the above criteria, it could also be considered appropriate to develop further ESMA Guidelines and Recommendations at a later point of time. 
14. 	Once investment firms have fulfilled the quality enhancement criterion, they should maintain the enhanced level of quality. It should be clarified however that this does not imply that firms must provide for a continuously increasing quality of services over time. 
15. 	As part of the applicable organisational requirements, investment firms should be able to clearly demonstrate that any payments or non-monetary benefits paid or received by the firm are designed to enhance the quality of the service to the client, such as: 
i. keeping an internal list of any and all commissions, fees and non-monetary benefits accepted by the investment firm from a third party in relation to the provision of investment or ancillary services; 
 ii. recording how the commissions, fees and non-monetary benefits used by the investment firm, or that it intends to use, enhance the quality of the services provided to the relevant clients and the steps taken in order not to impair the firm’s duty to act honestly, fairly and professionally in accordance with the best interest of the client. 
Permitted inducements: disclosure requirements 
16.	 In relation to monetary payments and non-monetary benefits received from or paid to third parties, investment firms should disclose to the client the following information:
 i. prior to the provision of the relevant investment or ancillary service, the investment firm shall disclose to the client in a clear, comprehensive, accurate and understandable manner, the existence, nature and amount of the payment or non-monetary benefit concerned. Where the amount of payments cannot be ascertained, the method of calculating that amount must be clearly disclosed to the client. Minor non-monetary benefits should only be described in a generic way. Other non-monetary benefits received by the investment firm in connection with the investment service provided to a client shall be priced and disclosed separately; 
ii. where an investment firm was unable to ascertain on an ex-ante basis the amount of any payment or benefit it was to receive, and instead disclosed to the client the method of calculating that amount (in accordance with Article 24(9) of MiFID II), it should also provide its clients with information of the exact amount of the inducement received on an ex-post basis; iii. at least once a year, as long as (on-going) inducements are received by the investment firm in relation to the investment services provided to the relevant clients, the investment firm should inform its clients on an individual basis about the actual amount of payments or non-monetary benefits received. Minor non-monetary benefits should be excluded from this obligation. 
17. 	In implementing these requirements, the investment firm should take into account the rules with regard to disclosure on costs and charges, as outlined in the ‘Information to clients on costs and charges’ chapter of this CP. 
18. 	When a number of entities are involved in the distribution channel, each investment firm that is providing an investment or ancillary service must comply with its obligations to make disclosures to its clients.

· For Delegated Directive see - Commission Delegated Directive (DA1) - 07 April 2016

· For Delegated Regulation see - DR April 2016 - Chp 2 S3, Art 33-43 Conflicts of Interest
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