
HOT TOPICS
The financial services industry is in the midst of unprecedented
regulatory upheaval. The Baringa Guide to Regulatory Developments
provides a consolidated timeline to track critical regulatory initiatives
and provides commentary on the latest hot topics and trends.

Abbreviations
AIFM/AIFMD: Alternative Investment Fund Managers Directive
CDS: Credit Default Swap
CMU: Capital Markets Union
CRD: Capital Requirements Directive
CRS: Common Reporting Standard
CSDR: Central Securities Depositories Regulation
EBA: European Banking Authority
EU: European Union
ESAs: European Supervisory Authorities
ESMA: European Securities and Markets Authority
EuSEF: European Social Entrepreneurship Fund
EuVECA: European Venture Capital Fund
FATCA: Foreign Account Tax Compliance Act
FCA: Financial Conduct Authority
FDAP: Fixed, Determinable, Annual, Periodical 
FICC: Fixed Income, Currencies and Commodities
FFI: Foreign Financial Institutions
FSB: Financial Stability Board
FX: Foreign Exchange
IMF: International Monetary Fund
ITS: Implementing Technical Standards
IR: Interest rate
MAD/R: Market Abuse Directive/Regulation
MiFID: Market in Financial Instruments Directive
MLD: Money Laundering Directive
PRA: Prudential Regulation Authority
RTS: Regulatory Technical Standards
SFTR: Securities Financing Transaction Regulation
SM&CR: Senior Managers and Certification Regime
SMEs: Small and medium-sized enterprises 
UCITS: Undertaking for Collective Investments in Transferable 
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Megatrends
The pace of regulatory reform remains unabated, seven years on
from Lehman Brothers’ collapse. We are now starting to enter the
implementation phase of big ticket reforms, as regulators finalise
the remaining aspects of the post-crisis reform agenda. The
publication of final draft RTS on MIFID II by ESMA will come as a
welcome relief to industry participants, but key aspects of the
MiFID II puzzle remain outstanding and fundamental questions
persist. It is clear that while we are drawing near the end of the
official rule-making phase of MiFID II’s lifecycle, the
implementation phase is likely to bring further changes and
potential delays as regulators get a better picture of the true
impact of their grand plans.  

As a forerunner to this revisionist phase, the European Commission
issued a call for evidence on the cumulative impacts and
unintended consequences of post-crisis regulation on 30th
September 2015. It observed that the scale of the regulatory
response to the financial crisis could mean that the regulatory
framework is building up redundancies, gaps and unjustifiable
costs. 

Closer to home, the PRA is also assessing some aspects of its post-
crisis reform agenda. In a major policy shift, it has proposed that
ring-fenced retail banks will be permitted to transfer capital to
other parts of their business (such as Wealth or Asset
Management). This is a major win for banks and the asset/wealth
managers part of these groups, which means that ring-fenced
banks will be allowed to transfer profits to other companies in the
form of dividends after giving ‘reasonable notice’ to the PRA. 

Financial regulation will also evolve in the coming years as new
risks emerge in the financial system. Regulators are particularly
concerned about the rapid rise of corporate debt, particularly in
emerging markets. Increases in corporate debt levels since the
financial crisis have highlighted the sensitivity of corporates to
macroeconomic and financial shocks which could have important
knock-on effects for banks and asset managers. 

Extending the Senior Managers Regime
Thousands of asset managers, hedge funds and FICC dealers will be
subjected to the SM&CR under plans announced by the UK
Government. The extended SM&CR framework will seek to embed a
clearer system of accountability and responsibility for all individuals
working in financial service firms. New governance requirements will
also be introduced that require senior managers to submit
documentation to the regulator to evidence their skills, experience
and areas of responsibility. 

As signposted by Mark Carney in June, the extension of the punitive
regime to buy-side firms is part of a wider push by authorities to
halt market scandals – most recently the riggings of FX– which have
damaged the reputation of the City of London and threatened
financial stability. It also brings to an end the incumbent Approved
Persons Regime which was criticised by the Parliamentary
Commission on Banking Standards as being a ‘mess’ and ‘failing to
perform any of its varied roles to the necessary standard’.

While the extended regime is not due to go live until 2018, asset
managers and hedge funds need to start thinking now about what
processes and systems they need to put in place to deal with these
new requirements.  The best in class are already working on
developing the right ‘tone from the top’, and not waiting for direct
regulatory intervention, by launching conduct training and revamping
control structures.

As part of initial compliance, firms will need to create sufficiently
clear Statements of Responsibilities and Responsibilities Maps for
employees, working across human resources, legal and compliance
functions to tackle questions of scope, or interaction with
obligations. They also need to introduce common standards of
conduct and culture, cast in clear language and introduce better
training and qualifications for their staff.  

Extending the SM&CR will help embed a culture of personal
responsibility throughout the financial services industry. This will
result in better run firms which is not just good for shareholders and
customers but also good for senior managers themselves. 

Integrating EU capital markets
The European Commission announced the first set of measures to
integrate capital markets across the EU, as part of the much lauded
CMU. As part of measures announced in September, the Commission
intends to kick-start high-quality securitisation and promote long-
term investment in infrastructural projects across the EU, amongst
many other initiatives.

The Commission has decided to take a conservative and slow-burn
approach to CMU initially by addressing the following areas:
securitisation, Solvency II, venture capital, covered bonds and the
impact of cumulative regulations. In addition, the Commission will
announce proposed changes to the Prospectus Directive before the
end of the year, with a view to making it easier and less expensive
for SMEs to raise capital on financial markets.

In terms of stimulating venture capital, European policymakers are
looking to reform current EU regulations (EuVECA and EuSEF) to
make it easier and more attractive for private savers to invest in
unlisted SMEs. The Commission has launched a consultation which
will ask whether targeted changes to these regulations could boost
the take-up of these investment funds. 

The Commission is proposing a regulatory framework for
securitisation which promotes ‘simple, transparent and standardised
products’ which are subjected to adequate supervisory control. 
It is looking at introducing new rules on Solvency II’s treatment of
infrastructure projects and removing ‘unjustified prudential obstacles’
so insurers can play an important role in long-term finance. In
particular, it is proposing to introduce legislation that creates a
distinct infrastructure asset class and reduces the amount of capital
which insurers must hold against the debt and equity of qualifying
infrastructure projects.

Finally, the Commission is launching a call for evidence to gather
feedback and gauge the cumulative impact and interaction of
current financial rules. Through the consultation, it is seeking to
identify possible inconsistencies, incoherence and gaps in financial
rules, as well as unnecessary regulatory burdens and factors
negatively affecting long-term investment and growth.

Delivering on market reforms
On 28th September 2015, ESMA published its final draft RTS on
the MiFID II, MAR and CSDR. These regulations are amongst the
most important in the post-crisis reform agenda and will
significantly alter how European financial markets operate by
increasing their transparency, safety and resilience as well as
investor protection. The magnitude of these changes should not be
‘underestimated’, ESMA warns, and will require firms to carefully
consider how it will impact their implementation programmes.

In preparing for MiFID II, ESMA published over 400 pages of
explanations underpinning their standards, not counting the actual
30 or so draft RTS and ITS which were finalised. This has provided
industry which much needed details on several of the most
controversial elements of the new regime, from EU-wide
commodity derivatives positions limits to rules governing high-
frequency-trading. But a significant holes persist and uncertainty
prevails. But like with EMIR, firms can’t afford to wait for Level 3
text to be published and will have to act in the coming months
with the information available. 

Concurrently to the MiFID II release, ESMA published final draft RTS
on MAR, as part of measures to strengthen the existing market
abuse framework by extending its scope to new markets, platforms
and behaviours. The final draft technical standards focused on the
conditions under which transactions in buy-back programmes and
stabilisation measures are not considered market abuse and
reporting requirements, amongst other things. 

Finally, ESMA published final draft RTS on CSDR, a package of
reforms designed to harmonise the authorisation and supervision
of central securities depositories within the EU. The RTS deals with
cooperation requirements among national authorities, requirements
for third-country recognition and risk monitoring tools, record
keeping, investment policy and reconciliation measures. While this
is significant for depositories, buy-side firms are still waiting on
settlement discipline standards that have a more direct impact on
industry, especially around mandatory buy-in. 

Conduct supervision: less is more
In September, the FCA announced plans to simplify its approach to
conduct supervision as the number of firms under its purview has
increased. Firms will now be differentiated as either fixed or
flexible portfolio firms, with the incumbent C1-C4 categorisation
for conduct supervision being scrapped.  

Fixed portfolio firms are a small population of firms (approx. 70
firms) that, based on factors such as size, market presence and
customer footprint, require the highest level of supervisory
attention. These firms are allocated a named individual supervisor,
and are proactively supervised using a firm-specific continuous
assessment approach.

The lion’s share of firms will be classified as flexible portfolio (the
remaining 70,000 firms). These firms will be supervised through a
combination of market based thematic work and programmes of
‘communication, engagement and education activity’ aligned with
the key risks identified in each sector. These firms will have no
named individual supervisor and will use the FCA’s Customer
Contact Centre as their first point of contact.

While these changes may appear cosmetic at first, it’s part of a
wider trend in conduct supervision for smaller firms. Flexible
portfolio firms will likely notice a fall-off in the level of proactive
engagement with their conduct regulator, as the FCA will not assess
flexible portfolio firms individually. Instead, the FCA will take a
market-based approach to assess the sector as a whole. The FCA
will be geared toward analysing current events and investigating
potential drivers of poor outcomes for consumers and markets. The
FCA will do this ongoing basis, so it can address risks common to
more than one firm or sector before they can cause widespread
damage. These could be issues like a trend for a particular business
practice, or a problem with a certain product. This work ranges
from large and detailed studies (via thematic reviews) to smaller
sample-based work. To support this shift, the FCA will put more
focus on the data it receives from these firms through the various
regulatory reporting requirements. 
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