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Technical issues to help clarify the application and ease the burden of the
classification requirements (between class 2 and class 3).

The purpose of this non-paper is to set out a series of proposed technical amendments that:

- align the IFR and IFD classification rules;

- reduce the frequency and impact of firms swinging from one class (2,3) to another (in
either direction); and

- facilitate first application of K-Factor based capital requirements (when a firm moves into
class 2).

While recognizing that a different (i.e. longer) deferral period may be required for an
investment firm to prepare to comply with any additional requirements of the IFD (e.g. more
governance or remuneration arrangements) when it moves from class 3 into class 2, in order
to clarify and reduce complexity, the determination of when this occurs under Art 23 of IFD
should, as far as possible be aligned with that in Art 12 of the IFR.

The requirements should be clear, appropriate and proportionate both in respect of firms
moving up from class 3 to class 2 and for firms moving down from class 2 to class 3. They
should allow for any such change to be more ‘permanent’ rather than either burden a firm
or release it too soon from existing (class 2) requirements where any ‘switch’ might be only
temporary or accidental. This requires some use of averaging. Some minor technical changes
are also made to Art. 12 IFR to provide for more practical application.

Some related changes are also proposed under Arts. 17(3), 18(2), 19(2), 20(3) and 32(4) of
IFR for the calculation of the relevant K-factors, to clarify what to do where a firm may not
yet hold sufficient historical data (whether a new entrant growing rapidly, or for the non-
zero thresholds an existing class 3 firm growing more steadily).

It is proposed that the additional clarity provided by these changes would remove the need
for the Level 2 measures in the original Commission proposal.

Finally, some minor clarifications are made to the definitions in Art. 4 of IFR, as it is more
appropriate here to use the text to define the metrics AUM, CMH etc. themselves, rather
than the K-factors K-AUM, K-CMH etc. which are defined in Title Il of Part Three of IFR.

One option, which is not covered in this paper, is the increase in the period for the
calculation of K-COH, refering to each business day over the previous 6 calendar months, by
applying to each business day over the previous 9 calendar months, excluding the 3 most
recent calendar months. This would reduce cyclicality from the thresholds between Class 2
and Class 3 firms and the calculation of K-factors. For consistency, if chosen, this change
should also apply to K-DTF (eventhough this has a zero threshold for the purpose of
classification).

However, if the application of Section 2 of Chapter 2 IFD was revisited in order to apply
governance requirements to all firms (proportionate and consistent with MiFID) and the



details on the assessment of risks, the drafting of Article 23 IFD could be further simplified,
including the merger of paragraphs 3 and 3a of this Article.

The following pages identify proposed drafting suggestions, in double underline and double
steike=threugh. [Highlighted in yellow] are the comments regarding each of the proposed
changes.

For completeness, the drafting also incorporates any relevant changes to these Articles from
the joint CZ-DE-UK non-paper that was discussed at the June CWG meeting; such changes
are shown in green (single underline and strike-through) and without repeating the
justifications that can be found in the June CWG agenda paper.

Article 23 [IFD — Internal governance etc.]
AssessmentScope for the purposes of the application of this Section

+.
[IFD should rely upon the calculatlon techmque of Art. 12 IFR It should be aV01ded
that firms are at the same time class 2 and class 3 (under IFD against IFR or vice
versa), which would lead to additional complexity for firms and supervisors. As
firms are expected to know in which class they fall, there is also no room for any
additional legal measures by Member States. ]
[The purpose of such a calculation is unclear: every amount above zero
will, regardless of the averaging period, still be above zero. Effectively
this provision would only hold firms crossing zero thresholds (possibly
even by mistake) in class 2 for two years. This has a more retaining effect
than the 6 months waiting period under IFR.]
(b) ' '
[The 1dea of averaging posmve Values for AUM and COH should be
transferred to Art. 12 IFR, as should average revenues. There is no
significant merit in averaging balance sheet size or annual gross revenue
(as firms have possibilities of window-dressing anyway). |
2. This Section shall not apply where, on the basis of #

paragraph—tArticle 12(1) of [Regulation (EU) ---/----] IFR] an investment ﬁrm
determines that it meets all of the conditions set out #s eylation

E———ER] therein.




B

Where an 1nvestment firm which has not met all of the conditions set out 1n Artlcle

Section shall only cease to apply after a period of 6 months from the date when those

conditions are met.

Where Aan investment firm ke e e essHae eferre :
paragraph—t—determines that it éees=no% longe mects all of the condltlons set out in
Art1c1e 12(1) of [Regulatlon (EU) ---/----[IFR] 1t shall comply with this Section as-ef

p within 12 months of the date upon

which that assessment took place.

[There may be no ‘correct’ or single answer as to how much time will be needed by a class 3
firm to make arrangements to fulfil the additional requirements of IFD that apply to a class 2
firm; a year may be too generous for governance arrangements and at the same time at least
that period may be required to change staff contracts to comply with any additional
remuneration rules. But there may be good reason to apply a different deferral period in IFD
than in IFR and on balance a year seems appropriate. However, as the change in class could
be triggered by any of the thresholds in Art. 12 of IFR, and ‘the financial year following the
financial year’ could lead to different periods, for consistency and clarity firms should be
given up to ‘12 months’ (i.e. ‘within 12 months’) from the date of assessment.]

3a.

By way of derogation from paragraph [3], Member States shall require investment
firms to apply the provisions laid down in Article 30 to remuneration awarded for
services provided or performance felewsngof the financial year ef following the
financial year in which the determination referred to in paragraph takes place [2].

[This is simply moving Art. 30(5) forward in order to have all deferral rules for the
IFD here in one place. In this instance it is appropriate to keep reference to financial
year. However, the text is also amended to provide more clarity.]

Where this Section applies, Member States shall ensure that this=Seetien-it is applied
to investment firms on an individual basis and at group level.

[Provides more clarity.]

S—as e Artiele e all group
nt1t1es that are 1ncluded w1th1n the scope of the K factor consohdatlon including
those established in third countries, unless the parent undertaking in the Union can
demonstrate to the competent authorities that the application of this Section is
unlawful under the laws of the third country where those subsidiaries are established.

[It is disproportionate that a class 3 firm may find itself indirectly subject to the
requirements of this section only in regard of its parent company. Instead group
entities other than class 2 investment firms should only be caught where a K-factor
consolidation is applied under Art. 8 of IFR.]




[Competent authority discretion is not seen as necessary in light of the fact that the
calculation/waiting period will be set to shorter than 2 years. Therefore any effect of
a shrunken business size will become effective at an earlier point in time anyway. |

[Classification is too central to not provide sufficient clarity in Level 1 text.]

Article 12 [IFR — classification of investment firms]
Small and non-interconnected investment firms

An investment firm shall be deemed a small and non-interconnected investment firm
for the purposes of this Regulation where it meets all of the following conditions:

(a)

(b)

(©)

(d)

(e)
(®

(2

AUM (or assets under management) calculated in accordance with
Article 17 is less than EUR 1.2 billion;

COH (or client orders handled) calculated in accordance with Article 20
is less than either:

1) EUR 100 million/day for cash trades or
ii) EUR 1 billion/day for derivatives.

ASA (or assets safeguarded and administered) calculated in accordance
with Article 19 is zero;

CMH (or client money held) calculated in accordance with Article 18 is
Zero;

DTF (daily trading flow) calculated in accordance with Article 32 is zero;

NPR (net position risk) or CMG (clearing sremb eemargin

given), of positions held with trading intent, calculated in accordance
with Articles 22 and 23 is zero;

[To capture net positions in FX and commodities within NPR, where
held with trading intent. On ‘clearing margin given’, see Non-paper on
the RtM K-factors, which is also on the CWG agenda of 3 September
2018.]

TCD (trading counterparty default) calculated in accordance with Article
26 is zero;



(h)

(1)

the balaneesheet total assets of the investment firm is less than EUR 100
million;

[More meaningful description that aligns the terminology with the new
definition of credit institution. As balance shect total equals total asset,
there is no reason to use different measurements for the same things.]

the total annual gross revenue from investment services and activities of
by the investment firm is less than EUR 30 million calculated as an

average on the basis of the annual figures from the two-year period
immediately preceding the given financial year.

[The idea of averaging (with just two data points) is taken from the IFD.]

By way of derogation of the provisions in Title II, fEor the purposes of
points (a), (b), (¢), (e), (f) in so far as this relates to NPR, and (g), end-of

day levels shall apply.

[To clarify that unless the methods under Title II are used, the relevant
thresholds for classification purposes are to be monitored on end-of day
basis.]

By way of derogation of the provisions in Title II, fEor the purposes of
point (d), and (f) in so far as this relates to CMG, intra-day levels shall
apply.

[To clarify that, unlike under Title II where end of business day figures
are used for CMH, the threshold for classification purposes is to be
monitored on an intra-day basis. ]

For the purposes of points (h) and (i), the levels appheable at the end of
the last financial year for which accounts have been finalised and
approved by the management body shall apply. Where accounts have not

been finalised and approved after 6 months have elapsed since the last
financial year-end an investment firm shall use provisional accounts.

[To clarify that figures should be taken once year-end accounts have been
finalised and approved by the management body. A ‘back-stop’ to use
provisional accounts after 6 months is also added. ]

An investment firm may calculate the factors under points (a) and (b)
with the methods under Title II of this Part with the modification that the
3 most recent monthly values will not be excluded, but the calculation
period will be 3 months shorter. An investment firm that exercises this

calculation method shall do so for a continuous period of no less than
twelve consecutive calendar months.

[The idea of averaging AUM and COH is taken from IFD. For AUM and
COH the calculation can be done on the same basis as the methods
applicable for determining the K-factor based capital requirements.

This average calculation should be discretionary, because this method
brings additional burden of calculation for the firm. But by switching to
this method larger class 3 firms can make use of averaging in order not to
“flip’ into class 2 by pure chance. This makes the regulatory set-up more



3.

stable to all parties involved. In the case of AUM this implies that any
intra-month-perspective for classification purposes will fall away.
However as there is little potential for any window dressing by the firms,
this does not raise concerns.

The “modification” part is necessary, because IFD makes its own
determination of the length of the deferral period. Therefore the inbuilt
deferral period of 3 months for the K-factor capital requirements (Arts.
17 and 20 IFR) has to be neutralised. The calculation technique will be
the same, but the data-set is taken from a period 3 months earlier than for
the purpose of Title II. These will then be the exact figures which
determine the K-factor based capital requirements of the firm when it has
to initially comply with them after the 3 months deferral period.

In order to provide some consistency and so prevent persistent
‘switching” between methods, an investment firm shall only use the
modified method for a period of at least 12 months at a time.

If required, an obligation upon the investment firm to notify the
competent authority when using this approach, could also be added.]

The conditions set out in points (a), (b), (h) and (i) of paragraph 1 shall apply on a
combined basis for all investment firms that are part of a group. For the purposes of
measuring point (i), the investment firm may exclude any double-counting that ma

arise in respect of gross revenues generated withthin the group.

[It is proportionate to ensure that any double-counting of gross revenues within a
group may be eliminated, which could occur, where gross revenues are added on a
combined basis. ]

The conditions set out in points (c), (d), (e), (f) and (g) shall apply to each investment
firm on an individual basis.

[This provision is better moved to paragraph 3.]

Where an investment firm no longer meets all the conditions set out in paragraph 1, it
shall not be considered a small and non-interconnected investment firm with

immediate effect.

[This existing proposed provision is relocated from above. Note: “immediate”
remains appropriate given that all zero thresholds relate to business decisions by the
firm (and are predefined in the authorisation process).]

Where an investment firm no longer meets the conditions set out in points (a), es(b),
(h) or (i) of paragraph 1 but continues to meet the conditions set out in points (c) to
(#g) of paragraph 1, it shall not be considered a small and non-interconnected
investment firm after a period of 3 months, calculated from the date when the
threshold has been exceeded.

[Given the possibility that an investment firm falling into class 2 could be exposed to
additional binding capital requirements due to the application of the K-factors, it is
recommended to introduce a deferral period also to a breach of thresholds in regard



to points (h) and (i), so as to allow some time for the firm to source additional capital
should such a situation arise.]

The investment firm shall notify the competent authority without undue delay about
any breach of a threshold.

[An ad-hoc reporting obligation is necessary to allow the competent authority to
monitor where an investment firm prepares for the compliance with any additional
requirements for a class 2 firm.]

Where an investment firm which has not met all of the conditions set out in
paragraph 1 subsequently meets those conditions, it shall be considereds—subjeet=te
S a small and non-interconnected investment firm
after a perlod of 6 months from the date when those conditions are met. This is only

deemed to be the case if within this period no breach of a threshold has occured and
the investment firm has notified the competent authority accordingly.

[This is to clarify that an investment firm would still be held in class 2 during a
deferral period, in case there is any breach of a threshold during this time. The
burden of approval by the competent authority seems dispensable and avoids the
need for detailed criteria on which such considerations could be based, given that a
holding period of 6 months can be considered neither too short nor too long.]

[Classification is too important to be left to level 2 measures. Even as Art. 12 IFR
delegation seems to be of smaller scope compared to the COM proposal of Art. 23
IFD, the “developments in financial markets” are not precise enough to indicate any
need for a change of the rules precisely defined in the Level 1 text.]

Article 17 [IFR]
Measuring AUM for the purposes of calculating K-AUM

For the purposes of calculating K-AUM, AUM shall be the rolling average of the
value of the total monthly assets under management, measured on the last business
day of each of the previous 15 calendar months, excluding the 3 most recent calendar

monthshy—values.
AUM shall be the average-orsimple arithmetic mean of the remaining 12 monthly
measurements.

K-AUM shall be calculated within-the on the first +4-business days of each calendar
month.

Where another financial entity has formally delegated the assets under management
to the investment firm, those delegated assets shall not-be-inehided—in-be excluded



from the total amount of assets under management measured in accordance with
paragraph 1.

Where an investment firm has been in operation managing assets for less than 15

calendar months, or has done so for longer as a class 3 firm and now exceeds the
threshold for AUM, it=mas shall use business—proejeetienshistorical data of AUM

from the time period described under paragraph 1 as soon as it becomes available to
calculate K-AUM. The competent authority may reglace mlssmg h1st0r1ca1

datagomts by regulatog determinations based on

f—the business projections of the investment firm submltted in accordance
with Article 7 ofDlrectlve 2014/65/EU-have-been—pesitively—assessedh

[This provision needs to deal with the situation of “rapid growers” (breaking
through the threshold of Art 12(1) IFR while only recently authorised or
recently undertaking the relevant investment service). Such firms should be
allowed to use the usual deferral period with a discretion of the NCA to set
capital requirements on the basis of projections. After this period historical data
is available and should be used.

This provision should also address the first application of the K-factor to a firm
which has been conducting the business for a longer time period, but as a class
3 firm (“steady growers”). Some may have stored all the data from previous
periods to make full usage of averaging over time in the future, but others may
have not (e.g. when reducing burdens of record-keeping). The group of steady
growers will be significantly larger than the group of rapid growers.

Firms may not be eager to work with projected figures, because these often
lead to higher capital requirement than relying on historic data. Under normal
rules a firm uses historical data to determine its current requirements and even
in the authorisation process the projected data will not have to be covered by
current capital; rather, firms have to show that their capital will over time
increase with any growing regulatory needs. As firms are unlikely to plan for a
shrinking business their projected data will regularly be higher than historic
data. Therefore firms should have a strong incentive to collect and use as much
historical data as they have.]

Article 18 [IFR]
Measuring CMH for the purposes of calculating K-CMH

For the purposes of calculating K-CMH, CMH shall be the rolling average of the
value of total daily client money held, measured at the end of each business day for
the previous 36 calendar months, excluding the 3 most recent calendar months.

CMH shall be the average—orsimple—arithmetic mean of the daily measurements
infrom the remaining 3 calendar months.

K-CMH shall be calculated byon the end—effirst business day fellowing—the
rmeasurement referred-to-in-the-first subparagraphof each calendar month.




Where an investment firm has been in ogeratlon holdlng client money for less than
36 calendar months, it saayshall use business-prejeetionshistorical data of CMH from

the time period described under paragraph 1 as soon as it becomes available to
calculate K-CMH. The competent authority may reglace mlssmg hlstorlcal

datagomts by regulatog determinations based on:

&5 the business projections of the investment firm submltted in accordance
w1th Artlcle 7 ofDlrectlve 2014/65/EU-haxebecnpositively—assessedb

[Justification same as for Article 17 and K-AUM above. (Except that there is no need

to also provide for where a firm may hold client money as a class 3 firm given the zero
threshold for CMH).]

Article 19 [IFR]
Measuring ASA for the purposes of calculating K-ASA

For the purposes of calculating K-ASA, ASA shall be the rolling average of the value
of the total daily assets safeguarded and administered, measured at the end of each
business day for the previous 6 calendar months, excluding the 3 most recent
calendar months.

ASA shall be the average-orsimple arithmetic mean of the daily measurements from
the remaining 3 calendar months.

K-ASA shall be calculated withinon the the first +4business days of each calendar
month.

Where the investment firm has formally delegated the assets safecuarded and

administered to another financial entity, or where another financial entity has
formally delegated the assets safeguarded and administered to the investment firm,
these delegated assets shall be included in the total amount of ASA measured in
accordance with paragraph 1.

Where an investment firm has been in operation s afeguardlng and admlmsterlng
assets for less than 26 calendar months, it ssasshall use businesspros eettonshistorical

data of ASA from the time period described under paragraph 1 as soon as it becomes
available to calculate K-ASA. The competent authority mag reglace mlssmg
hlstoncal datagomts by regulatog determinations based on subie he :

€y the business projections of the investment firm submltted in accordance
Wlth Artlcle 7 ofDlrectlve 2014/65/EU-have-been—pesitivelyassessedb

[Justification same as for Article 17 and K-AUM above. (Except that there is
no need to also provide for where a firm may safeguard and administer assets
as a class 3 firm given the zero threshold for ASA).]



Article 20 [IFR]
Measuring COH for the purposes of calculating K-COH

For the purposes of calculating K-COH, COH shall be the rolling average of the
value of the total daily client orders handled, measured at the-end-efthroughout each
business day over the previous 6 calendar months, excluding the 3 most recent
calendar months.

COH shall be the average-orsimple arithmetic mean of the daily measurements for
the remaining 3 calendar months.

K-COH shall be calculated withiron the first +4business days of each guartermonth.

COH shall be measured as the sum of the absolute value of buys and the absolute
value of sells for both cash trades and derivatives in accordance with the following:

(a) for cash trades, the value is the amount paid or received on each trade.

(b) for derivatives, the value of the trade is the notional amount of the
contract.

COH shall include transactions executed by investment firms providing portfolio
management services on behalf of investment funds.

COH shall exclude transactions handled by the investment firm that arise from the
servicing of a client’s investment portfolio where the firm already calculates K-AUM

in respect of the client’s investments, or where this activity relates to the delegation
of assets under management to the investment firm not contributing to AUM of this
investment firm by virtue of Article 17(2).

[Further clarification as to what is not COH and so relevant to determining whether
the threshold is met.]

COH shall exclude transactions executed by the investment firm in its own name
either for itself or on behalf of a client.

COH shall exclude orders, which have not been executed, neither by the firm itself,
nor by a third party to which the order has been transmitted.

[As above, further clarification. ]

Where an investment firm has been in operation handling client orders for less than

36 calendar months, or has done so for longer as a class 3 firm and now exceeds the
threshold for COH, it shall use business—prejeetionshistorical data of COH from the

time period described under paragraph 1 as soon as it becomes available to calculate
K-COH._The competent authority may rep_lace mlssmg hlstorlcal datagomts bx
egulatog determinations based on—subiee =¥ s

[Justification same as for Article 17 and K-AUM above. Including the need to
also provide for where a firm may previously have handled client orders as a
class 3 firm below the threshold for COH. ]



Article 32 [IFR]
Measuring DTF for the purposes of calculating K-DTF

For the purposes of calculating K-DTF, DTF shall be the rolling average of the value
of the total daily trading flow, measured at-the-end-efthroughout each business day
over the previous 6 calendar months, excluding the 3 most recent calendar months.

DTF shall be the averase-orsimple arithmetic mean of the daily measurements for
the remaining 3 calendar months

K-DTF shall be calculated w+thiron the first +4business days of each guartermonth.

DTF shall be measured as the sum of the absolute value of buys and the absolute
value of sells for both cash trades and derivatives in accordance with the following:

(a) for cash trades, the value is the amount paid or received on each trade.

(b) for derivatives, the value of the trade is the notional amount of the
contract.

DTF shall exclude transactions executed by an investment firm providing portfolio
management services on behalf of investment funds.

DTF shall include transactions executed by an investment firm in its own name either
for itself or on behalf of a client.

Where an investment firm has been in operatlon and has a daily trading flow for less
than 36 calendar months, it saexshall use business-prejeetienshistorical data of DTF

from the time period described under paragraph 1 as soon as it becomes available to
calculate K-DTF. The competent authority may replace missing historical datapoints
by regulatory determinations based on

€y the business projections of the investment firm submltted in accordance
with Artlcle 7 ofDlrectlve 2014/65/EU-haxebeenpesitively—assessedt

[Justification same as for Article 17 and K-AUM above. (Except that there is
no need to also provide for where a firm may have a daily trading flow as a
class 3 firm given the zero threshold for DTF).]

Article 45 [IFR — Disclosure by investment firms]
Scope

Where aAn investment firm no longer meets all the conditions set out in Article
21 12 1 shall pubhcly dlsclose the 1nformat10n set out 1n thls Paﬁ#&%ﬁ%&aﬁ%&




(25)

(26)

27)

(28)

(29)

(30)

. ; - patien as of the financial year followrng the
ﬁnanc1al year in wh1c no longer met those cond1t10n : e

[Consistent with alignment of Art. 23 IFD with Art 12 IFR as regards when a firm re-
classifies. Also, it is more proprtionate to provide adequate time for an investment
firm to prepare to make all of the necessary disclosures set out in this Part when it
moves from being in class 3 to class 2.]

Article 4 [IFR]
Definitions

For the purposes of this Regulation, the following definitions shall apply:

=Ié-AUM’ or &-%assets under management=ALEMY’ means the
the value of assets that an investment firm manages

for 1ts clrents under both discretionary portfolio management and non-discretionary
arrangements const1tut1ng 1nvestment adv1ce of an on-going nature—melaehng—assets

‘Ié-CMH’ or %chent money held=CEMHY’ means the—eapital

: e-the amount of client money that an investment firm holds-e
ee%% regardless of any legal arrangements in relation to asset segregation and
irrespective of the national accounting regime applicable to client money held by the
investment firm;

[See on ‘or controls’, the Non-paper on client money held.]

‘lé-ASA’ or {é-%assets safeguarded and administered=ASAY’
h : es ; the Value of assets that an investment firm

1rrespect1ve of whether assets appear on the 1nvestment ﬁrm s own balance sheet or
are segregated in other accounts;

‘Ié-COH’ or %ﬂrent orders handled-€6H3’ means the eapital
he-value of orders that an investment firm handles for clients,

through the receptron and transmission of client orders and through the execution of
orders on behalf of clients;

‘Ié-CON’ or %%concentranon risk=€O™5’ means the eapital
he exposures in the trading book of an investment firm to a
clrent or a group of connected clients the value of which exceeds the limits in Article
36(1);

‘=CMG’ or %&oe%e%n#el%%clearmg margin _givensess
€EMGY’ means the eapita he-amount of




€2))

(32)

(33)

wth total margin required by clearing member, where the execution and settlement
of transactions of an investment firm dealing on own account take place under the
responsibility of a general clearing member;

[See for these drafting proposals also the Non-paper on the RtM K-factors.]

‘%=DTF’ or &mﬁa%e%%&e%daﬂy trading flow=BFE)’ means the eapital
requirementrelativeto-the-daily value of transactions that an investment firm enters
through dealing on own account or the execution of orders on behalf of clients in its
own name;

‘Ié-NPR’ or &%%e%%&efﬁ%net position risk=NERY means the eapital
ke=value of transactions recorded in the trading book of an

investment firm;

‘Ié-TCD’ or %-%tradmg counterparty default=ssk=G-&B)° means

the-eapitalrequirementrelativete-the exposures in the trading book of an investment
firm in instruments and transactions referred to in Article 25 giving rise to the risk of
trading counterparty default;

[It is unnecessary to define each K-factor, as these are defined in turn in Title II
of Part Three of IFR. For example, K-AUM is defined in Art. 16(a) IFR, K-
CMH in Art. 16(b), etc. Rather, for the purposes of Arts. 12 and 17 of IFR the
terms AUM, ASA, etc., should be defined instead. This is easily achieved
through the above amendments. ]



