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Summary

Introduction

This policy statement (PS) is about the UK Investment Firm Prudential Regime (IFPR),
a single prudential regime for all FCA investment firms that simplifies our current
approach. The IFPR will shift the focus of prudential requirements and expectations
away from the risks that firms face, to address the harm that firms can pose to
consumers and markets. This is our second PS on the IFPR and it aims to streamline
the prudential requirements for solo-regulated investment firms in the UK (FCA
investment firms).

In April 2021 we consulted, in CP21/7, on the second set of our proposals to introduce
the IFPR. This is a new prudential regime for UK investment firms authorised under
the UK Markets in Financial Instruments Directive (MiFID). This is the second policy
statement (PS) we are issuing to introduce the IFPR. It summarises the feedback we
received to CP21/7, our response and sets out near-final rules.

The new regime represents a major change for FCA investment firms and it is critical
that they adequately prepare for the regime. We expect the IFPR to take effectin
January 2022.

Who this applies to

The rules will apply to:

e Any MiFID investment firm authorised and regulated by the FCA that is currently
subject to any part of the Capital Requirements Directive (CRD) and the Capital
Requirements Regulation (CRR) including:

= investment firms that are currently subject to BIPRU and GENPRU

= ‘full scope, 'limited activity' and 'limited licence' investment firms currently
subject to IFPRU and CRR

= local'investment firms

— matched principal dealers

= specialist commodities derivatives investment firms that use the current
exemption on capital requirements and large exposures including:
= oilmarket participants (OMPS)
= energy market participants (EMPS)

= exempt CAD-firms

= investment firms that would be exempt from MiFID under Article 3 but have
‘'opted-in' to MiFID

o Collective Portfolio Management Investment firms (CPMls)

e regulated and unregulated holding companies of groups that contain an investment
firm authorised and regulated by the FCA and that is currently authorised under
MiFID and/or a CPMI


https://www.fca.org.uk/publication/consultation/cp21-7.pdf
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The rules on capital requirements for trading firms' activities might also be of broader
interest to exchanges, central counterparties and clearing members.

The wider context of this policy statement

Our consultation
Thisis the second in a series of PSs that will set out our rules to introduce the IFPR. It
summarises the feedback we received to CP21/7.

We published the first CP (CP20/24) in December 2020 and the accompanying PS
(PS21/6) in June 2021. We intend to publish a further CP and PS this year. The third
PS will bring together all our final rules. Table 1, in this chapter, lays out our IFPR
consultation roadmap.

When the UK was a member of the EU, we were heavily involved in the policy
discussions to create the Investment Firm Directive (IFD) and Investment Firm
Regulation (IFR). We support the aims of the EU's IFD and IFR. The IFPR will achieve the
same overall outcomes.

However, we are introducing our regime after the UK has exited the EU. We believe it is
right that we consider any appropriate changes to account for the specifics of the UK
market and our duties to have regard to certain factors, including those set outin the
Financial Services Act 2021 (FS Act).

Given this context, our baseline approach is for consistency with the EU regime
unless we have specific reasons for diverging to reflect the nature of the UK market or
otherwise to comply with our duties under Part 9C of FSMA (as inserted by the FS Act).

We note that when CP21/7 was published the FS Bill was still going through the
parliamentary process. Our proposals were based on the draft legislation in the form
in which it stood at that time. In April 2021, Royal Assent was obtained and the FS Act
is now on the statute book. In most cases, the finalised provisions of the Act have not
changed since CP20/24 was published. However, where applicable, we have updated
our near-final rules to take account of any amendments made to the legislation during
its passage through Parliament. We expect that the Treasury will publish secondary
legislation in connection with the exercise of its delegated powers under Part 9C of
FSMAin due course.

How it links to our objectives

Market integrity

Our near-final rules require FCA investment firms to consider the potential harm
they can cause to clients, markets and others, by the type and scale of activities they
undertake. This is a change from the previous regime which was based on these firms
mainly considering the risks to their own balance sheet.


https://www.fca.org.uk/publication/consultation/cp20-24.pdf
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Competition

Our near-final rules will ensure there is 1 overarching regime for all FCA investment
firms. They are proportionate according to the firm's size and the type and scale of
their activities. This is a significant improvement on the 11 regimes that currently
exist for these firms. FCA investment firms with similar business models will now have
similar prudential standards, rather than very different standards due to historical
quirks. This will help to improve competition between existing firms and simplify
matters for new entrants.

Protecting consumers

Our near-final rules require FCA investment firms to consider the potential harm they
can cause to their retail customers, as well as their wholesale and financial services
clients. Our requirements place more focus on the MiFID investment services that
these firms provide to consumers, although certain requirements will apply in relation
to all activities undertaken by a firm.

What we are changing

The current prudential regime for FCA investment firms is based on requirements
designed for globally active systemically important banks. The main aim of this regime
is to protect depositors by ensuring that it is difficult for a bank to fail. Investment
firms do not have depositors that need to be protected. This means that the current
requirements are not designed to address the potential harm posed by these
investment firms to their clients and the markets in which they operate.

By contrast, the IFPR considers the harm these firms can cause to others based

on the activities that they carry out. It also considers the amount of own funds and
liguid assets a firm should hold so that if it does have to wind down, it can do so in an
orderly manner.

Introducing the IFPR means that there will be a single prudential regime for all FCA
investment firms. It should reduce barriers to entry and allow for better competition
between investment firms. Some FCA investment firms will have meaningful capital
and liquidity requirements for the first time, commensurate with the potential harm
they can cause.

The outcome we are seeking

The final rules we plan to publish after issuing our 3 CPs will address different topicsin
the proposed regime. Across the consultations and final rules, the outcomes we are
seeking are:

e The prudential regime for FCA investment firms is more aligned to the way that
investment firms run their business. The regime will take account of the different
business models of these firms, and better protect consumers and markets from
the harm these firms may pose.
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e« AllFCAinvestment firms are subject to meaningful and consistent prudential
requirements, not just those subject to the current UK CRR regime. This will help
reduce their potential to cause harm to consumers and markets, and ensure a more
level playing field between these firms.

o Firms spend less time on complex capital requirement calculations that do little to
help them to manage risk. This will free up management time to focus on running
the business and managing and mitigating any harm and risk. The FCA will also be
able to focus on how a firm is managing itself.

e Therelevant prudential rules for FCA investment firms are understandable and
accessible, with most rules brought into a new single prudential sourcebook
(MIFIDPRU).

Measuring success

1.19 Once therules are in place, there will be a single prudential regime for all FCA
investment firms. This will simplify the current approach and should reduce barriers
to entry and allow for better competition between firms. In line with our objectives
and our Mission, the regime will move the focus of prudential requirements and
expectations away from the risks firms face, to also consider and look to mitigate the
potential for harm that the firm can pose to consumers and markets. Our aimis to
improve trust in the resilience of these firms, while ensuring that their requirements
are proportionate to their size and complexity.

1.20 Prudential requirements that better align with an FCA investment firm's business
model should be a positive step for consumer protection. A more orderly market exit
(including wind-down) of an investment firm may reduce the costs and distress to
clients associated with discontinuity of service and economic losses in drawn-out
insolvency proceedings. It should also reduce any disruption to markets.

Summary of feedback and our response

1.21 We received 63 responses to CP21/7. Most respondents supported our proposals. In
some cases, they asked us to clarify how the rules would apply. In a small number of
cases, they opposed our proposals or suggested changes to the proposed rules.

1.22 In general, we have implemented our proposals as consulted on. We have made
amendments to provide more clarity in response to some of the feedback received. As
our near-final legal instrument does not differ significantly from the version in CP21/7,
we consider that the original CBA remains appropriate.

1.23 Chapter 15 of this PS provides a detailed summary of the amendments to the
Handbook text consulted onin CP21/7. This includes those that are described
throughout the PS and those that we have made so that the rules work as intended.

1.24 Below we provide a high-level summary of the contents of this PS. We cover the
specific feedback we received to our proposals, and our responses, in more detail in
the corresponding chapters.
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Under section 143H FSMA, we are required to publish an explanation of how we have had
regard to various matters and how we have addressed certain risks when we make our
final IFPR rules. Our consultation papers contain explanations of how we have had regard
to the relevant matters and risks when formulating our original proposals. Alongside or
shortly after publication of the policy statement responding to our third consultation, we
will publish a summary of the purpose of the complete set of final rules, and explanations
about how we have complied with the requirements under this section.

How these rules will apply

Chapter 2 summarises the feedback we received on our proposals for the application
of the IFPR to different types of FCA investment firm. Our key proposal is that the
definition of an FCA investment firm would include CPMIs and that MIFIDPRU would
apply to them.

We list the criteria that we would use when assessing an application from an overseas
investment firm and we explain when and how MIFIDPRU would apply to tied agents.

In this chapter, we also highlight a change we have made to the definition of a small and
non-interconnected (SNI) investment firm following feedback we received on K-DTF
and K-COH. We include an updated list of the quantitative criteria for being an SNI.

Own funds arrangements
Chapter 3 provides a summary of the feedback we received on our own funds
requirements proposals

We covered several own funds requirements components in CP21/7. They were:

o that afixed overheads requirement (FOR) would apply to all FCA investment firms
to allow them to wind-down or exit the market and we set out how the FOR should
be calculated

e our proposals for calculating the remaining K-factor requirements (KFR) which are:
assets safeguarded and administered (K-ASA), client money held (K-CMH), assets
under management (K-AUM) and client orders handled (K-COH)

e how delegation of portfolio management affects the measurement of assets
under management (AUM) and the interaction between the K-AUM and the K-COH
requirements

e updating our proposals on how to adjust the coefficient for the daily trading flow
(K-DTF) own funds requirement in periods of market stress

Firms acting as clearing members and indirect clearing firms

Chapter 4 summarises the feedback we received to our proposals for the treatment
of FCA investment firms that are clearing members and indirect clearing members,
specifically that:

e these firms should automatically be non-SNI firms as they are interconnected with
other financial institutions

o K-DTF would apply to them

e they shouldinclude pre-funded contributions to a central counterparty (CCP)
default fund as part of the trading counterparty default (K-TCD) requirements
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Basic liquid assets requirement

Chapter 5 provides a summary of the feedback we received to our proposals that a
basic liquid assets requirement will apply to FCA investment firms and the type of
assets that can be used to meet this requirement.

Risk management, ICARA and SREP

Chapter 6 summarises the feedback we received to our proposals on firms' risk
management and Internal Capital Adequacy and Risk Assessment (ICARA) process
under the IFPR, and our approach to the Supervisory Review and Evaluation
Process (SREP).

Our key proposals were to:

e introduce an Overall Financial Adequacy Rule (OFAR)

o establish the ICARA process as the centrepiece for investment firms' risk
management

e setoutexpectations and standards around the assessment of the adequacy of
own funds and liquid assets

e introduce notification and intervention points to clarify our expectation of firms
facing challenges to their financial resilience

o link oversight of the ICARA to responsibilities under the Senior Managers &
Certification Regime (SM&CR)

o introduce the ICARA questionnaire to support the re-orientation of our approach
to SREP and risk monitoring

o allow firms that are part of investment firm groups the option of conducting the
ICARA process on a group basis

We have clarified the types of firms that should conduct more in-depth stress testing
and reverse stress testing, as well as what would be an 'imminent and credible’
recovery. We also provide an example on how a firm might determine the potential
harm caused by a cyber incident.

We set out what firms with existing individual capital guidance (ICG) or individual
liquidity guidance (ILG) should do and when they need to submit their first ICARA
questionnaire, MIFO07. We also let these firms know that we will be sending them
a transitional questionnaire to help us assess if their existing guidance remains
appropriate.

MIFIDPRU Remuneration Code
Chapter 7 summarises the feedback we received on our proposals on the scope and
application of a new remuneration regime for FCA investment firms.

In response to this feedback, the changes we have made include clarifying:

o how the MIFIDPRU Remuneration Code applies to FCA investment firm
consolidation groups

» how the requirements apply in situations where a firm or material risk taker (MRT) is
subject to more than 1 remuneration code

e how non-SNIfirms should calculate the metrics they will use to determine whether
they are subject to the extended remuneration requirements
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Chapter 8 covers our proposed basic remuneration requirements that will apply to all
FCA investment firms, including SNI firms.

Following the feedback we received, we have clarified that the MIFIDPRU
Remuneration Code applies to carried interest. We have also added a rule
which means that some variable remuneration requirements do not apply
to carried interest arrangements that meet certain conditions.

We have made some other minor changes to enhance clarity.

Chapter 9 summaries the feedback we received on our proposals for standard
remuneration requirements that will apply to all non-SNI firms.

We have clarified our expectations in relation to several of our proposals, for example
on setting a ratio between variable and fixed remuneration, the annual review of
remuneration policies, malus and clawback, severance pay and buy-out awards.

Chapter 10 covers the additional rules that we proposed should apply to the largest
non-SNI firms.

Inresponse to the feedback, we have changed our proposal on interest and dividends.
If certain conditions are met, we will permit MR Ts to accrue interest and dividends
during the deferral period, and firms to pay it out from the point of vesting.

We have also clarified our proposals on the use of shares and instruments issued by
a parent entity and on the situations in which it may be appropriate to have a deferral
period longer than the minimum of 3 years.

Governance

Chapter 11 of this PS summarises the feedback we received to our proposals for all
FCA investment firms to apply some high-level governance requirements, and for the
largest non-SNI firms to establish risk, remuneration and nomination committees.

Following stakeholder feedback, we have made changes to:

e permitanon-SNIfirm to rely on a group level remuneration committee where the
firmis part of an FCA investment firm consolidation group, and where the
remuneration committee of the UK parent entity meets certain criteria

o clarify how non-SNI firms should calculate the metrics they will use to determine
whether they are subject to the committees requirement

Regulatory reporting

Chapter 12 provides a summary of the feedback we received to our further proposals
for regulatory reporting (beyond those consulted upon in our first consultation paper,
CP20/24). This covered the reporting forms for

o theliguid assets requirement

o thelCARA process

e remuneration

o additional reporting for CPMIs — FINO67
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Chapter 12 also explains some minor changes that we have made to the content and
layout of other reporting forms (which we originally consulted on in CP20/24) as a result
of feedback received to CP21/7.

Interaction of MIFIDPRU with other prudential sourcebooks
Chapter 13 summarises the feedback we received on our proposals for the interaction
of MIFIDPRU with other prudential sourcebooks.

Applications and notifications

Chapter 14 provides a summary of the feedback we received on our proposals for a
separate form each MIFIDPRU permission application and notification. We also provide
more information on:

o feesforthose applications where our costs are likely to be material

o the publication of MIFIDPRU permissions on the Financial Services Register, once
they are granted

Equality and diversity considerations

We have considered the equality and diversity issues that may arise from the proposals
in this Policy Statement.

Overall, we do not consider that the proposals materially impact any of the groups
with protected characteristics under the Equality Act 2010. But we will continue to
consider the equality and diversity implications of the proposals during our remaining
consultation period, and will revisit them when making the final rules.

In the meantime we welcome your input on this.

Next steps

As we explained in PS1, accompanying this PS are the consolidated near-final rules for
both PS1 and PS2. This is so firms have the key IFPR material in 1 location, reflecting
the overall position that we have adopted across the first 2 consultations. These rules
will be made final once the relevant FS Act statutory instruments are in place. We do
not expect to make any changes to these rules before they are made final, unless this
is essential due to ongoing policy work, and feedback received, for the final IFPR CP.

Table 1 provides a summary of our publication timetable for the IFPR.
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Table 1: Our consultation roadmap

CP20/24 - published
December 2020

MIFIDPRU1: Application
(aspects of)

CP21/7 - published
April 2021

MIFIDPRU1: Application
(remainder)

CP3-Q3 2021
MIFIDPRUS8 — Disclosure

MIFIDPRUZ2: Prudential
consolidation and the group
capital test

MIFIDPRU4 - Own funds
requirements (remainder)

OTHER - Consequential
amendments to Handbook and
CRR technical standards

MIFIDPRU3 —Own funds
resources

MIFIDPRUG — Liquidity

OTHER - Approach to existing
BRRD and FICOD provisions

MIFIDPRU4 — Own funds
requirements (aspects of)

MIFIDPRU7 —Risk Mngt &
Governance, ICARA and SREP

OTHER —Final overall application
provisions

MIFIDPRU5 — Concentration risk

MIFIDPRU9Y —Regulatory
reporting (remainder)

MIFIDPRU9 - Regulatory
reporting (aspects of)

OTHER —Remuneration
reguirements

MIFIDPRU10 - Clearing
members and Indirect clearing
Firms —own firm requirements

OTHER —Interaction between
MIFIDPRU and other prudential
sourcebooks

OTHER —Permissions and
application forms

PS21/6 - published
June 2021

PS2 - This Policy
Statement

PS3-Q4 2021

* Please note that the content of CP3 and PS3 and their publication dates is provisional and subject to change

11
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How these rules will apply

In this chapter, we summarise the feedback to our proposals for how MIFIDPRU will
apply to different types of FCA investment firm. The types of firm covered were CPMls,
international firms and tied agents. We also highlight a change that we have made to
the definition of an SNI firm following feedback we received on K-DTF and K-COH.

Key proposals

We proposed that the definition of an FCA investment firm would include CPMls

and that MIFIDPRU would apply to them. We proposed that the fixed overheads
requirement (FOR) will apply to the whole firm. CPMls do not have to apply a MIFIDPRU
requirement to their collective portfolio management activities where this only applies
to MiFID business.

We said that we need to be satisfied that an overseas investment firm that is applying
for authorisation in the UK will be subject to broadly equivalent prudential supervision
to MIFIDPRU in its home jurisdiction before giving it a Part 4A permission. We also
provided a list of criteria that we propose to consider when assessing an application.

We explained that some of the provisions in MIFIDPRU would also apply to tied
agents. We defined what we mean by a tied agent in MIFIDPRU and that an appointed
representative would need to meet this definition to be a tied agent.

In CP21/7, we asked a question about the application of MIFIDPRU requirements to the
MiFID business of CPMls.

Q1: Do you agree that CPMIs should apply MIFIDPRU
requirements to their MiFID business? If not, please provide
details of an appropriate prudential regime for the MiFID
business of a CPMI.

Feedback and responses

We received 11 responses to this guestion. We did not receive any comments on
international firms. We received one comment about tied agents. Tied agentsis the
term used for appointed representatives that undertake MiFID business. Where an
appointed representative does not conduct MiFID business, it is not a tied agent.

Collective Portfolio Management Investment firms (CPMiIs)

General comments

One respondent asked us about the treatment of small authorised alternative
investment fund managers (small AIFMs) that had MiFID top-up permissions would be
treated under the MIFIDPRU.
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2.8 One respondent asked about the application to Article 3 MiFID exempt investment
firms.
2.9 One respondent suggested that the requirements for CPMIs should be in a separate

chapter as is currently the case.

2.10 One respondent asked if CPMIs could make use of any of the transitional provisions
within MIFIDPRU.

Our response

Small AIFMs that also have MiFID permissions are not collective portfolio
managers (CPMs) or CPMls. They are directly authorised under MiFID,

will become MIFIDPRU investment firms and MIFIDPRU will apply to
them. K-ASA and K-CMH only apply to MiFID business and need to be
calculated where there is a non-zero balance and the firmis above one of
the SNI thresholds.

As previously stated, MIFIDPRU only applies to investment firms that
are authorised under MiFID. Where a firm is exempt from MiFID under
Article 3 MIFIDPRU does not apply. They will remain on Chapter 13 of
IPRU-INV. They should also note that Chapter 13 of IPRU-INV will be
amended to remove references to exempt-CAD firms.

Chapter 11 of IPRU-INV is being updated to refer CPMls to the
MIFIDPRU requirements that apply to them in parallel. This is consistent
with our existing approach.

We have amended MIFIDPRU TP 2.7 to make it clear that it can also

be used by CPMls. This transitional relates to the fixed overheads
requirement (FOR) and K-factor requirement (KFR). We have also now
added a transitional provision for the permanent minimum requirement
(PMR) for CPMls. This will be relevant to CPMls that will have a PMR

of £150,000 and will allow them to gradually increase their PMR from
€125,000, the base own funds requirement under IPRU-INV 11.3.1R,

to £150,000 over 5 years. CPMls that would have a PMR of £75,000 do
not need a transitional provision as the base own funds requirement is
already higher.

Where an existing transitional provision applies to an aspect of
MIFIDPRU that is relevant to CPMlIs they can make use of that
provision. One example is that related to the calculation of K-AUM
before having 15 months-worth of data.

Own funds and liquid assets requirements

2.11 Most respondents agreed that the FOR and liquid asset requirement in MIFIDPRU
should apply to the whole firm. Several welcomed the alignment of the FOR calculation
with that in AIFMD/UCITS.
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Two respondents raised concerns about the different definition of liquid assets in
MIFIDPRU from those in AIFMD/UCITS, and 1 about the different definition of own
funds under each regime.

One respondent was concerned that firms would find it cumbersome to separate their
CPM business from their MiFID business and that there was the potential for there to
be double counting.

One respondent noted that our requirements for CPMIs were more than would

be required of similar firms operating in the EU, and that UK firms would be at a
disadvantage. They suggested that the requirements for CPMls should be the higher
of MIFIDPRU and AIMFD/UCITS.

Our response

CPMls should already be applying different requirements to their CPM
business and their MiFID business (GENPRU/BIPRU/IFPRU). Only having
to look to MIFIDPRU should make it more straightforward for firms to
know what their requirements are. The proposed requirement here is a
continuation of the existing requirement.

The requirements for the CPM part of the business apply in parallel to
the requirements for MiFID business. Where appropriate, own funds and
liquid assets can be counted towards each requirement.

We note that there is an added complication in that the definition of own
funds and liquid assets is not the same in each regime. This is something
that we will look to address in the future.

Our treatment of CPMIs under MIFIDPRU is consistent with our
treatment of them currently under IFPRU or BIPRU. AIFMD/UCITS do
not contain any prudential requirements for the MiFID activities that
portfolio managers authorised under those regimes can undertake.
We consider it prudent to take account of the potential for harm that
might arise from the MiFID activities of CPMIs. These activities are the
same as those carried out by MiFID investment firms and the potential
for harmis the same.

ICARA, risk management, governance and remuneration

Several respondents did not agree that ICARA, risk management, governance or
remuneration requirements should apply to CPMIs. They were concerned about
differences between the MIFIDPRU requirements and those in AIFMD/UCITS and that
it would be complex for firms to apply both.

One respondent noted that the application of remuneration requirements to the
whole of a firm's business was different to the approach taken in other areas of the
regime. They suggested that CPMls should be able to apply the higher of the regimes
they were subject to or to be allowed to split remuneration according to the work being
done, if they were able to.
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Our response

Our ICARA, risk management and governance requirements are
proportionate to the size and complexity of the firm. They take account
of the potential risks to the MiFID business of the firm from the
non-MiFID business of the firm. This is no different to our expectations
that all MIFIDPRU investment firms will consider the risks from
non-MiFID business.

The application of remuneration requirements to CPMls is coveredin
more detail in Chapter 7 of this PS.

Changes to the definition of an SNI firm

Following feedback about calculating client orders handled (COH) and the daily trading
flow (DTF), we have amended DTF so that it now also applies to firms that trade in their
own name on an agency basis. These are firms that might not have permission to deal
as principal. There is no change to the application of DTF to firms that deal in their own
name, for themselves as well as clients. The revised definition of DTF is explainedin
more detail in Chapter 3 of this PS.

We have amended the definition of an SNI firm to reflect this change. The revised
thresholds are in Table 2. Any firm that has a non-zero value of average DTF cannot be
an SNI firm.

Firms that have permission to deal as principal are automatically non-SNI firms.

We have amended MIFO03 to allow us to monitor this new measure. See Chapter 12 of
this PS for details of the change. The updated form and completion instructions are
published alongside this PS.

Table 2: Revised quantitative criteria for being an SNI

Measure* Threshold

Assets under management < £1.2 billion

Client orders handled - cash trades < £100 million per day
Client orders handled - derivative trades < £1 billion per day
Assets safeguarded and administered zero

Client money held zero

Average daily trading flow —cash trades zero

Average daily trading flow —derivative trades zero

On- and off-balance sheet total < £100 million

Total annual gross revenue from investment services and activities < £30 million

* These thresholds, with the exception of the on- and off-balance sheet total, only relate to the MiFID activities undertaken by the firm. A firm
may manage assets without undertaking portfolio management or ongoing investment advice under MiFID, or hold client money or client
assets in relation to non-MiFID activities. These should be excluded from the threshold measurement.
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Own funds requirements

In this chapter, we summarise the feedback to our proposals for part of the own funds
requirements that would apply to FCA investment firms, and our responses.

Key proposals

We proposed that a fixed overheads requirement (FOR) would apply to all FCA
investment firms to allow them to be able to wind-down or exit the market. The FOR
will be an amount equal to a quarter of its relevant expenditure in the previous year
based onits most recent audited annual financial statements. We explained these
firms should first determine their total expenditure. We then explained which other
expenses can be deducted to calculate the relevant expenditure. We also confirmed
that commodity and emission allowance dealers can deduct expenditure on raw
materials where these underly the derivatives they trade.

We set out our proposals for the K-factor requirements (KFR) not already consulted on.
These cover the following activities:

o assets safeguarded and administered (K-ASA)
o client money held (K-CMH)

e assetsunder management (K-AUM)

o client orders handled (K-COH)

We explained how delegation of portfolio management affects the measurement of
assets under management (AUM) and the interaction between the K-AUM and the
K-COH requirements.

We also updated our proposals on how to adjust the coefficient for the daily trading
flow (K-DTF) own funds requirement in periods of market stress and included a worked
example.

In CP21/7 we asked 7 questions:

Q2: Do you have any specific comments on our proposed
approach to the calculation of the FOR and the specific
items of expenditure that may be deducted from total
expenses? If yes, what items would you suggest are/are not
deducted, and why?

Q3: Do you agree with our proposals for calculating K-ASA and
that this should address the potential risk of harm from an
FCA investment firm's direct safeguarding responsibilities,
including where it is safeguarding assets delegated to it by
another entity ASA? Ifyou disagree, please explain why.
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Q4: Are our proposals on the calculation of K-CMH, especially
when amounts of CMH should be treated as beingina
segregated account, sufficiently clear? If not, what specific
suggestions do you have forimprovement?

Q5: Do you agree with our proposals on how the value of assets
should be calculated, and for when formal delegation takes
place, when calculating K-AUM? If not, please explain any
alternative suggestions you may have.

Qé: Do you agree with our proposals for calculating K-COH?
Especially for measuring the value of cash trades, and
for when certain transactions may be excluded from the
measurement of COH? If not, please explain why and
provide evidence to support any alternative suggested
treatments.

Q7: Are our proposals that cover the interaction between
K-AUM and K-COH clear and prudent? If not, what specific
suggestions do you have to improve this?

Q8: Do you foresee any issues with our proposals for how to
calculate an adjusted coefficient for use in times of stressed
market conditions? If so, how might we address them,
or what alternative practical suggestions do you have
for achieving the desired outcome without unnecessary
complexity?

Feedback and responses

We received 28 responses to question 2, 11 responses to question 3, 13 responses to
question 4, 21 responses to question 5, 19 responses to question 6, 14 responses to
guestion 7 and 9 to question 8.

Fixed overheads requirement

Most respondents were in favour of having a single way of calculating the FOR that
would apply to all firms and thought that the list of deductions was clear. Some asked
for clarification or to confirm their understanding of the requirements. Others made
suggestions for amending the FOR calculation.

One respondent asked us to clarify if 'total expenditure' included operating costs,
financing costs and the cost of revenue generation. They also asked us to provide
examples of ‘other appropriations of profits', if ‘payments into a fund for general
banking risk'included payments to a banking levy or an insurance policy, and for clarity
and examples on what would be included in ‘payments related to contract-based profit
and loss transfer agreements”.
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3.10 One respondent asked us to clarify what we meant by ‘after any distribution of profits'
and did we only mean this to refer to partnerships and limited liability partnerships
(LLPs). Another asked if payments to members of an LLP would fall under the FOR.
They suggested that distributions based on the ownership of an LLP should be treated
in the same way as dividends, rather than being considered remuneration.

3.11 Five respondents wanted more details on what would be a 'non-recurring expenses
from non-ordinary activities'. One suggested defining both 'non-recurring expenses'
and 'non-ordinary activities' in the Glossary. One respondent asked us to provide
examples of various expenses to allow for a consistent approach.

3.12 Two respondents asked to be able to deduct interest paid to counterparties, and not
justinterest paid on client money, as is currently the case under GENPRU.

3.13 One respondent thought that the FOR should only be based on the expenditure
related to investment activities and not to the whole firm. They suggested that firms
would set up subsidiaries to reduce their FOR.

Our response

As set out in MIFIDPRU 4.5.2R (1), the starting point for calculating
relevant expenditure is audited annual financial statements. (Or where
not available, unaudited financial statements may be used instead until
the audited figures are finalised). In this way all items that are reported
as part of total expenditure will be caught. It is not possible to list all such
items and if firms are in any doubt about their financial statements they
should talk to their auditors.

It was clear from the overall nature of responses received that the
wording of MIFIDPRU 4.5.3R (1) was leading to potential confusion in
understanding the nature of various deductions allowed from total
expenditure, when calculating relevant expenditure. We have amended
MIFIDPRU 4.5.3R (1) (a) so that relevant expenditure is to be calculated
before, not after, distribution of profits. This is a more natural way to
reflect how items of expenditure are recorded in financial statements,
before considering any items for which that may not be the case.
Chapter 15 of this PS summarises all the changes we are making to our
proposals in CP21/7 as a result of consultation.

The ability to deduct 'payments related to contract-based profit and
loss transfer agreements’ from total expenditure covers situations such
as where a firm has an obligation to transfer any residual profit for an
accounting period to another group company. As we have clarified that
total expenditure is now calculated before the distribution of profits
(under MIFIDPRU 4.5.3R (1) (a)), such arrangements would be unlikely
to impact expenditure. However, this item can be a feature found in
some other jurisdictions, where it is possible for payments from residual
profits to be accounted for as an expense. Where so, it may be more
relevant where third-country entities are included within a prudential
consolidation under MIFIDPRU 2.5.
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The item ‘other appropriations of profits'is simply a ‘catch-all' This is

in case there may be an allocation that reduces the retained profits

of the firm but is not technically recorded as a "distribution of profits”.

If so, then to be deductible from the firm's total expenditure, the

item must be included in expenditure in the accounts and must also

be fully discretionary. This item may also be more relevant to where
third-country entities are included within a prudential consolidation
under MIFIDPRU 2.5. Itis not possible to list such items. But the general
principle is that this covers items that are recorded as an expense,
represents the appropriation of profits and are fully discretionary.

We have amended point MIFIDPRU 4.5.3R (2) (a) (i) to include limited
liability partnership members' shares in profits. The original drafting
only referred to 'partners’ and the defined Glossary term for this does
not include LLPs. Our addition now provides the same treatment of
deduction from total expenditure for LLPs as for ordinary and limited
partnerships. This is where any such (employees', directors' or partners’)
shares in profits are (i) fully discretionary, and (i) have been included in
total expenditure. See also Chapter 15.

‘Non-recurring expenses from non-ordinary activities' covers
exceptional one-off items that would not be expected to re-occur

and are not related to the normal or expected on-going activities of
the FCA investment firm. It is therefore not necessary to define this

or possible to give an exhaustive list. But an example might be one-off
expenses relating to the disposal of a non-financial subsidiary. If a firm
is unclear on whether an item falls within this category, they should
contact our Supervision function in the normal way to discuss it. We will,
however, consider publishing any examples as they come to light during
implementation of the IFPR.

We consider the deduction of interest paid to customers on client
money is easily identifiable and is subject to the condition that there is
no obligation of any kind to pay such interest. Extending this treatment
to interest paid to counterparties generally is too broad and would not be
aligned with our baseline. It could also lead to false incentives to reduce a
firm's own funds requirements.

The item ‘payments into a fund for general banking risk’ relates to funds
for general banking risk that count as common equity tier 1 capital under
point (f) of article 26(1) to the UK CRR —ie what are generally known as
general provisions against credit risk. It does not include payments for an
insurance policy. We would not generally expect FCA investment firms

to hold such anitem or to make payments to a banking levy. Although
such amounts could occur when calculating consolidated FOR under
MIFIDPRU 2.5.25R where an investment firm group includes a third
country credit institution or a financial institution that grants credit.

Akey purpose of the FOR is to help provide for own funds to help

support an FCA investment firm wind-down or exit from the marketin an
orderly manner. It is therefore important that the relevant expenditure
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covers the whole firm. This is consistent with how a FOR is used in other
prudential regimes (egin IPRU-INV Chapter 11 for collective portfolio
management firms).

In general, firms are entitled to structure themselves to suit their
business needs. Having MiFID investment business in a separate entity
could help simplify winding-down an FCA investment firm. However,
FCA investment firms are remined of MIFIDPRU 4.5.6R, which addresses
where expenses are incurred on behalf of the firm by third parties.

And, if the FCA investment firmis part an investment firm group, then
the requirements of MIFIDPRU 2 may apply. This could include the
application of a consolidated FOR (under MIFIDPRU 2.5.25R).

Deductions of fees, brokerage and other charges when executing,
registering and clearing transactions

Two respondents wanted to be able to deduct fees and brokerage whether the
charges were passed on to customers or not. Firms that did not have customers would
otherwise be disadvantaged. One respondent thought that in the event of wind-down
for a firm without customers, these costs would fall to zero as they are only incurred
when a firm is operating. They also said that the treatment in the IFPR was different to
thatin CRD IV legislation. The other thought that including them made the FOR more
of a proxy for harm from ongoing operations than for wind-down. They suggested that
fees and brokerage needed during wind-down should be included as part of the ICARA
process and wind-down planning.

Our response

Our proposals in CP21/7 provided for fees, brokerage and other charges
paid to central counterparties, exchanges and other trading venues and
intermediate brokers to be deducted from relevant expenditure. This

is where they are for the purpose of executing, registering and clearing
transactions. But deduction was only allowed where they are passed directly
on and charged to customers. This was because the relevant transaction
expense would then be borne by the customer and not the firm.

We recognise that firms that do not have customers would not be able
to benefit from this. Yet if only trading for themselves, such firms would
generally be free to decide to reduce their transactions without the
need to consider obligations to customers. However, we do not agree
that such transaction costs would necessarily reduce to zero during a
wind-down. Trading firms may still have open positions to manage down
or to hedge, while protecting their value. As a result, we have inserted a
new point (f) within MIFIDPRU 4.5.3R (2). This provides for 80% of the
value of the relevant fees, brokerage and other charges to be excluded
from relevant expenditure where the FCA investment firm is dealing on
own account (even without customers). See also Chapter 15.

By including 20% of the value within relevant expenditure, the FOR will
then capture a quarter, or 5%, of this amount. On average, this is roughly
equal to 2 weeks' trading. We believe this is a reasonable minimum
standard under MIFIDPRU 4, while maintaining a focus on wind-down. FCA
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investment firms are reminded to consider whether the amount of dealing
transaction costs that remains to be included within their FOR is sufficient
for their own circumstances under their ICARA process in MIFDPRU 7.

It is noted that this new deduction does not include any fees or
charges to which MIFIDPRU 4.5.4R applies, for example amounts
necessary to maintain membership of trading venues.

Material increase or decrease in relevant expenditure

We proposed that an FCA investment firm should recalculate it's FOR where there was
a material increase in relevant expenditure during a financial year. We proposed that a
material increase would be either:

o aprojectedincrease inrelevant expenditure for the current year of 30% or more, or
e anincrease inthe FOR of £2 million or more based on projected relevant
expenditure for the current year

Eight respondents thought having an increase in the FOR of £2 million as 1 of the
thresholds for a material increase was not large enough for larger firms. They said
that they would expect to have to recalculate their FOR at least once during every
year. A few also mentioned that the basic liquid asset requirement would also change.
Respondents suggested just having a percentage-based definition of a material
increase or that the £2 million threshold should be substantially increased. One
respondent suggested using the higher of the 2 thresholds that we consulted on.

One respondent thought that basing 1 threshold on the relevant expenditure and

the other on the FOR was confusing for firms. They suggested that both should be
related to relevant expenditure. This would mean an increase in relevant expenditure of
£8 million would be the threshold.

One respondent asked us to confirm that where the FOR did increase, the firm did

not need to wait for our approval. Another thought that permission to decrease the
FOR should be deemed granted after 30 calendar days unless we specified otherwise.
Two respondents thought that all firms should be able to use budgeted or forecast
expenditure for the current year where this showed a material increase or decrease on
the actual expenditure of the previous year.

Our response

The threshold of £2 million reflects what is already applied under a
regulatory technical standard implementing the UK CRR (and represents
anincrease on the EUR 2 million used there). We also note that the 30%
thresholdis anincrease on the 20% used in the current standard.

If we were to apply the proposed thresholds as a 'higher of ' test it would
mean that for larger non-SNI firms, large absolute increases could still
occur but not be reflected in their current own funds requirements. No
evidence was provided as to what could be a more suitable alternative to
keeping with our baseline. We may, however, review this in future in the
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light of experience, given that under IFPR all larger FCA investment firms
will be subject to this threshold (compared to just current IFPRU firms
subject to the UK CRR).

If the absolute threshold for a material increase was setin terms

of (annual) relevant expenditure (ie £8 million) then this would yield

the same result, as the increase in FOR would be a quarter of this (ie

£2 million). It is also expressed in terms of the FOR because if we were to
ever toissue a direction to an FCA investment firm to apply a different
requirement than the standard calculation, this is likely to be in terms of
the FOR and so any subsequent material absolute change (of £2 million
or more) would be based upon this (and not relevant expenditure).

The requirement under MIFIDPRU 4.5.7R is to immediately recalculate
and substitute a revised FOR where a material increase (as defined by
the relevant thresholds) occurs. Our approval is not needed. Whereas
our permission is needed where a material decrease occurs. This

need reflects the importance of the FOR in setting the own funds
requirements, including its wind-down trigger under MIFIDPRU 7. We
do not believe it prudent to allow firms to apply an immediate decrease
without our specific permission having first been granted.

As set out in MIFIDPRU 4.5.2R (1), the starting point for calculating
relevant expenditure is audited annual financial statements (or until
audited figures are available, unaudited financial statements may be used
instead). The procedure for where a material change is projected during
the yearis set outin MIFIDPRU 4.5.7R to MIFIDPRU 4.5.10G. Taken
altogether, we believe this is a prudent approach.

See also the section below concerning losses for the current financial
year and material changes in relevant expenditure.

Deduction of expenses where the value has already been deducted
from own funds

3.19 Seven respondents thought that expenses related to the amortisation of other
intangible assets should be able to be deducted from total expenditure where those
assets had already been deducted from own funds.

3.20 Two respondents asked if losses from non-trading book financial instruments could be
deducted from relevant expenditure. Another 2 respondents asked about deducting
foreign exchange losses when trading on own account. One referred to the existing
ability to do this in GENPRU. The other mentioned foreign exchange derivatives used
for hedging purposes.

Our response

In CP21/7 we proposed that expenses reflecting the amortisation of
prudently valued software assets could be deducted when calculating
relevant expenditure, where the FCA investment firm has already
deducted these assets from own funds as an intangible asset. This was
driven by our stance towards deduction of such assets from own funds.
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However, we have considered the points made by respondents and
agree that applying the same treatment to expenditure relating to other
intangible assets, where those assets had already been deducted from
own funds, is appropriate.

In MIFIDPRU 4.5.3R (2) we have amended what is now point (I) so that it
is no longer referring to just the amortisation of software assets. Instead
it now provides for (other) expenses, to the extent that their value has
already been reflected in a deduction from own funds, to be deducted
when calculating relevant expenditure. See also Chapter 15.

We would generally not expect to see losses from items such as
non-trading book financial instruments and foreign exchange trading
classified as 'expenditure’. Our current regulatory returns for the income
statement, FSA002 and FSAQ30, show losses as negative trading
income and negative dealing profit respectively. Such losses would,

in effect, reduce own funds. However, to the extent that losses from
trading on own account in financial instruments are included under
‘expenditure’ in financial statements then their deduction is covered by
what is now re-numbered point (i) in MIFIDPRU 4.5.3R (2) consistent with
our baseline. Expenditure relating to hedging foreign exchange would be
included within relevant expenditure.

We note that 1 of the items required to be deducted from own funds
under (article 33 of) the UK CRR is 'losses for the current financial
year'. So, under our amendment, to the extent that an item of
expenditure did relate to losses in the current financial year, it would
not count towards measuring against the thresholds for a material
current year increase or decrease in relevant expenditure.

K-ASA (assets safeguarded and administered)
We received 11 responses on the calculation of K-ASA for assets safeguarded and
administered. Seven agreed with our proposals.

Two respondents suggested that the calculation should be aligned with the CASS rules
for consistency. One of these was concerned about non-MiFID investment firms that
acted as depositories for alternative investment funds but would be caught if part of a
group thatincluded an FCA investment firm. Another respondent asked us to confirm
that K-ASA did not apply to firms that had the permission of ‘arranging safeguarding
and administration of assets".

Two respondents did not agree with the delegation proposals and were concerned that
it would lead to 'double-counting’, whereas 2 respondents noted that delegation can
present a risk to clients.

Our response

The definition of assets safeguarded and administered refers to the value
of assets belonging to a client that a firm holds in the course of MiFID
business. Permission to carry on the activity of ‘arranging safeguarding and
administration of assets' by itself would not allow a firm to hold those assets.
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The application to MiFID business is also set out in MIFIDPRU 4.9.2R and
follows through to MIFIDPRU 2.5 for consolidated K-ASA requirements.
So where depositary business does not fall to be MiFID business, the
relevant assets would not be included within average ASA. However, as
stated in MIFIDPRU 4.9.5G (3), an FCA investment firm should consider
any risk of harm arising from safeguarding for non-MiFID business under
the ICARA process.

MIFIDPRU 4.9.10G says that the values of ASA used should be
consistent with any records maintained in accordance with CASS 6.6.
While we would not generally expect any major differences from how
these records feed through into client assets reporting, we note that
there may be differences because of the way in which MIFIDPRU 4.9
operates. For example as explained in MIFIDPRU 4.9.5G (2), where
applicable, client funds placed with qualifying money market funds may
need to be included within CMH and not in ASA (even though treated as
client assets for the purposes of our custody rules). There may also be
differences where reporting for CASS purposes also includes non-MiFID
business. The references to values being ‘consistent’ with information in
a firm's regulatory reports and reconciliations does not therefore mean
that the values used will always be identical. Instead, the intention of the
guidance in MIFIDPRU 4.9.10G is that firms should be comparing their
ASA calculations with their regulatory reports and reconciliations to
check that the ASA amounts are accurate and sensible when compared
with the amounts in those reports. Where the amounts used differ, this
should be because a rule or guidance provision in MIFIDPRU directs a
firm to take a different approach.

As noted specifically by 2 respondents, delegation of safeguarding can
present a risk to clients. We believe that the risk of harm can arise from
where an FCA investment firm has delegated the safeguarding and
administration of assets to another entity and where another entity has
delegated it to the FCA investment firm. So both situations need to be
included when measuring ASA.

We confirm that there are no changes to the rules for K-ASA we
proposedin CP21/7.

K-CMH (client money held)

3.24 We received 13 responses on K-CMH. Ten respondents agreed that our proposals
were clear and either had no further comments or requested minor clarifications.
Some of these appreciated the clarification that CMH reporting should be consistent
with CASS reporting.

3.25 Three respondents queried the method used to identify client money, which figure
to use and how it related to reporting for the Client Money and Assets return (CMAR).
One respondent asked what was intended by ‘'segregated accounts’ and asked whether
this included pooled accounts.

3.26 One respondent didn't think that client money that had been placed into money
market funds (MMFs) should be treated as client money but rather as client assets.

They said that firms would move their clients out of investments and into cash during
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times of volatility in the markets. As the coefficient for K-CMH is higher than that for
K-ASA, the own funds requirement would also be higher. They suggested that we
consider having an adjusted coefficient for K-CMH, in the same way that we do for
K-DTF, for use during times of market stress.

3.27 One respondent asked if we could confirm that we were no longer considering having a
‘prudential margin buffer’ as part of the CASS rules as this would be double counting.

Our response

MIFIDPRU 4.8.14R says that a firm must measure client money held
(CMH) in accordance with, to the extent applicable, any records, accounts
and reconciliations that it maintains to comply with the requirements

of CASS 7.15. However, there may be differences because of the way

in which MIFIDPRU 4.8 operates. For example as explained in MIFIDPRU
4.8.5G (2), where applicable, client funds placed with qualifying money
market funds may need to be included within CMH (and not in ASA even
though treated as client assets for the purposes of our custody rules).
There may also be differences where reporting for CASS purposes also
includes non-MiFID business. So the amount used for calculating CMH
may not necessarily be identical to the reporting of client money held
under the CMAR.

Under MIFIDPRU 4.8.13R(1), an FCA investment firm must measure its
CMH at the end of each business day. To provide clarity, we have added
guidance in MIFIDPRU 4.8.16G. The relevant amount should reflect any
subseqguent adjustment that the firm is required to apply as a result of
any requirement to carry out reconciliations in relation to client money
(for example, under CASS 7.15). Therefore, where a reconciliation
subseqguently identifies that the amount of CMH recorded for a specific
business day is incorrect, the firm should update the relevant amount
to reflect the correct figure of CMH for that day's observation. And use
the updated, correct figure when calculating the average CMH. See also
Chapter 15.

A segregated account for the purposes of MIFIDPRU is defined in the
Handbook Glossary term as an account that meets the conditions
set outin MIFIDPRU 4.8.8R. These conditions were summarised in
paragraph 4.44 of CP21/7. These conditions apply equally to pooling
arrangements.

The definition of MiFID client money for MIFIDPRU (and as confirmed in
MIFIDPRU 4.8.5 G 2(b)) includes money originally received in connection
with MiFID business which a firm has placed in a qualifying money market
fund (QMMF) in accordance with CASS 7.13.3R (4). QMMFs act as an
alternative method of meeting the segregation obligations that would
otherwise need to be met by depositing client money in a client bank
account. This means that while the units or shares in the relevant QMMF
must still be treated by the firm as client assets under CASS, the value

of those units or shares must be included in CMH under MIFIDPRU. And
MIFIDPRU 4.7.7R (1)(b) provides that when measuring the amount of its
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assets under management (AUM), a firm must exclude any amounts that
are included inits calculation of CMH.

However, there might be a switch within a client's existing investment
portfolio (eg from equities) into a money market fund (MMF) as the
result of discretionary management or non-discretionary arrangements
when providing investment advice of an ongoing nature. Where
placing of money in an MMF is not for the purpose of meeting the
firm's segregation obligations under CASS but is instead for general
investment purposes on behalf of the client, we do not consider this to
count as CMH under MIFIDPRU. Instead the amount of the investment
in MMFs should form part of the AUM of the FCA investment firm. This
approach will not interfere with investment decisions and advice on
portfolio composition (which must continue to be made in the best
interests of clients) at times of any market uncertainty. We believe that
this approach does not require any change to our proposed rules.

We would note that in addition to including such investments in MMFs
within AUM, the amount should also be included within ASA where

the FCAinvestment firm is also responsible for safeguarding and
administering those assets. However, where QMMFs are included within
CMH, under MIFIDPRU 4.9.4R that amount does not form part of the
investment firm’'s ASA.

By ‘prudential margin buffer’ we take the respondent to mean
alternative approach mandatory prudent segregation under CASS
7.13.65R. The definition of MiFID client money for MIFIDPRU (and as
confirmed in MIFIDPRU 4.8.5G 2(c)) includes such an amount and it
must be included when calculating CMH. The alternative approach
mandatory prudent segregation in CASS and the K-CMH in MIFIDPRU
serve different purposes. The first deals with ensuring there is no
client money shortfall for segregation purposes, the second with
maintaining capital against the risk of harm arising from operational
events when holding client money. MIFIDPRU 4.8 does not change any
CASS obligations.

K-AUM (assets under management)

We received 21 responses on K-AUM. Most respondents agreed with at least some of
our proposals, although many had queries, or disagreed with or wanted clarification on
specific aspects. We received queries that appeared to be specific to the respondent.
We have provided additional clarity where we think that is helpful to a wider audience.

If an FCA investment firm is unsure how a particular arrangement should be treated,

it should refer to the overarching guidance we included in MIFIDPRU 4.6. A purposive
approach should be applied, drawing appropriate analogies with other arrangements
that are clearly included in, or excluded from, the relevant requirement. In addressing
the responses below, we first deal with several general points raised before covering

the main themes under separate headings.

One respondent disagreed with using net asset value (NAV). They thought it would
mean that firms with strategies that the respondent considered riskier (such as those
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using short positions) would need lower own funds than other firms. However, most
other respondents thought it was appropriate, reflected industry practice and was in
line with other FCA requirements.

One respondent was concerned that K-AUM would deter new firms and affect
competition. They suggested that as soon as a new firm stopped being an SNI due
to the AUM threshold, it would face an additional own funds requirement for K-AUM
and that the requirement did not scale in line with the potential additional harm. They
proposed some amendments to K-AUM that they thought would address this.

One respondent asked what would happen if (through a change in business model)
they stopped needing to measure K-AUM and had to measure K-COH instead. They
asked whether they should continue to calculate K-AUM or move to calculating just
K-COH. They also asked what figures to use for calculating K-COH if they didn't have
historical information that they could use.

Our response

While we recognise that the use of derivatives and other items that could
lead to negative values carries risk, it also helps to manage risk within

a portfolio. Overall, we believe that the use of NAV as the measure of
AUM better reflects how FCA investment firms monitor the value of
their clients' investments and is a suitable measure for the purpose of
calculating K-AUM. However, we may keep under review the extent to
which the use of NAV for AUM is impacted by items with a negative value.

We do not think that it is prudent to make any changes to how the
K-AUM reguirement is calculated. We note that the potential harm may
not necessarily scale in a linear manner with the value of AUM at all levels.
But the approach of applying a single linear coefficient to the amount of
the average AUM reflects our baseline and is simple to operate. Using

a non-linear coefficient is, however, something we may consider in any
future review of MIFIDPRU, in the light of data and experience of the

new regime.

Firms will need, for their own business purposes, to know the value of
the assets they have under management. Even where they do not need
to calculate K-AUM unless they move above any of the SNI thresholds.
And when an FCA investment firm crosses 1 or more of the thresholds
to become a non-SNI, the calculation of its KFR (including K-AUM)

may not be the driver of its own funds requirements. Instead, for many
firms, the FOR will remain higher than their KFR. But if the change from
SNIto non-SNlis caused by exceeding the average AUM threshold of
£1.2 billion, and the firm's KFR then exceeds its FOR, we believe that the
application of K-AUM is appropriate.

The non-exposure based K-factor requirements such as K-AUM are
calculated using various degrees of averaging and lagging. (For K-AUM an
FCA investment firmis required to look at the amount of AUM at the end
of each of the last 15 months, ignore the 3 most recent monthly figures,
and then average the remaining 12 to calculate average AUM). This
process smooths the effect of any sudden increase or decrease in AUM

27



PS21/9 Financial Conduct Authority
Chapter 3 Implementation of Investment Firms Prudential Regime

over a 15 month period. Under MIFIDPRU 4.7.1R the K-AUM is calculated
using average AUM, and the same approach (using different averaging
periods) also applies to the other relevant volume-based K-factors (eg
K-COH uses average COH).

So, where an FCA investment firm was calculating K-AUM, but then

no longer provides a MiFID activity that gives rise to AUM, this does

not mean that it immediately stops having any K-AUM. The firmis

still required to calculate its average AUM —and hence also a K-AUM
requirement —both of which will gradually reduce, down to zero

15 months later. This is shown by the worked example below (which
assumes that the firm has historically been managing £10 billion

worth of assets for an extended period and then ceases its portfolio
management activities in April 2023). This approach ensures that the
FCA investment firm still has some own funds based upon the AUM that
it used to manage, to deal with the potential for harm. That harm might
only come to light after the firm has ceased to manage those assets
on behalf of clients. This also helps ensure that changes in a firm's own
funds requirements are more gradual and reduces the need to hold
additional own funds to address any subsequent harm under its ICARA.

Worked example
End of
month AUM Average Average
to be used AUM AUM K-AUM
Month | Date (Ebn) (Ebn) calculation (E000s)
1 Jan-23 10 10.00 120/12 2,000
2 Feb-23 10 10.00 120/12 2,000
5 Mar-23 10 10.00 120/12 2,000
4 Apr-23 0 9.17 110/12 1,834
5 May-23 0 8.33 10/12 1,666
6 Jun-23 0 7.50 90/12 1,500
7 Jul-23 0 6.67 80/12 1,334
8 Aug-23 0 5.83 70/12 1,166
9 Sep-23 0 5.00 60/12 1,000
10 Oct-23 0 4.17 50/12 834
11 Nov-23 0 3.33 40/12 666
12 Dec-23 0 2.50 30/12 500
13 Jan-24 0 1.67 20/12 334
14 Feb-24 0 0.83 10/12 166
15 Mar-24 0 0 0/12 0

Similarly, where an FCA investment firm ceases to undertake MiFID
activity that gave rise to AUM, but was only a non-SNI firm due to being
above the average AUM threshold (of £1.2bn), it would remain a non-SNI
firm until it notifies us that its average AUM has remained below that
threshold for at least six months. (Note that under MIFIDPRU 1.2.13R a
non-SNI firm shall only be reclassified as an SNI firm after a period of six

28



PS21/9 Financial Conduct Authority
Chapter 3 Implementation of Investment Firms Prudential Regime

months from the date on which it met all the relevant conditions to be
SNI—inthe case above, driven by average AUM, being below £1.2bn for
at least six months).

As noted, the relevant rules for a non-exposure based K-factor apply
(varying degrees of) averaging and lagging. MIFIDPRU TP4 deals with

the situation of how to calculate each average metric for firms already
authorised upon introduction of the IFPR. This is until they have built

up enough data points to operate the averaging and lagging according
to the relevant MIFIDPRU 4 rules. However, that transitional provision
does not apply to where an FCA investment firm receives permission
—whether by authorisation or variation of permission — to undertake a
MiFID activity for the first time after the IFPR begins to apply. And that
activity leads to a K-factor requirement. That requirement will apply
immediately, and our proposals sought to deal with this through us
specifying to the firm how to replace missing data points using business
projections (egin MIFIDPRU 4.7.12R for average AUM). In order to make
things clearer we have amended MIFIDPRU 4.7.12R (for average AUM) to
make use of a similar approach to the modified calculation in MIFIDPRU
TP 4.11R (1), but with appropriate adjustments. We have also amended
the rules to replicate this change for calculating average COH, CMH, ASA
and DTF in the same circumstances. See also Chapter 15.

We are not able to provide through this PS individual guidance to
firms on specific aspects of their business model and what is and isn't
included within specific MiFID services and activities. Chapter 13 of
PERG in our Handbook sets out how firms should determine if they
fall with the scope of the UK provisions that implement MiFID. Firms
should seek advice if they remain unclear how their activities relate to
MiFID or the RAO.

K-AUM and delegation

3.33 Three responses were concerned with possible 'double counting’ of assets under
management and asked for clarification. One example was managing funds that were
delegated to it by a UK firm that is not subject to an AUM-based financial resources
requirement. The recipient firm also managed investments on behalf of its own clients
in those funds. The respondent asked whether the AUM of its own clients need to be
added to the delegated AUM.

3.34 Two respondents asked for clarification oninvesting in a 'fund of funds'. In cases where
anindividual client's portfolio is invested in the pooled fund of another fund manager,
both fund managers will have to calculate K-AUM. But the respondent asked whether, if
thisis then further invested into another fund, it would be 'double counting'if that fund
manager also had to calculate K-AUM.

3.35 Four respondents wanted to clarify what happened when an insurance company
delegated the management of a fund to an FCA investment firm. In this case the
delegating firm is not subject to an AUM-based own funds requirement. But it is
subject to another prudential regime, Solvency Il. They thought that this should be
enough that they didn't have to also calculate K-AUM.
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3.36 We received 4 responses asking how firms were to determine whether a third country
entity was subject to an AUM-based financial resources requirement that is similar
to the K-AUM requirement. Two suggested that we publish a list of regimes that we
considered to have a sufficiently robust and mature regulatory regime, or where there
were comparable own funds and liquid asset requirements. One wanted to be able to
exclude the value of assets delegated from countries that had comparable investor
protection to the UK.

Our response

In the example given in paragraph 3.33 above, the firm managing the
assetsis carrying out, and being paid to carry out, 2 distinct tasks.

i. Ithasbeendelegated the management of the entire portfolio by
another firm and needs to decide where this should be invested.

ii. It manages assets on a delegated basis on behalf of its own clients.
It happens that some of these clients have assets in those funds for
which itis also a delegated manager.

There is no overlap between the 2 tasks. Ini) the firm needs to consider
the mandate it has been set by the delegating firm. Iniii) the firm needs
to consider the mandate it has been set by its own clients. We do not
consider this to be ‘double counting'

We also do not consider the example given in paragraph 3.34 to be
'double counting'. Each investment firm exercising discretionary
management has its own obligations and this should be reflected when
measuring their own amounts of AUM.

The same general consideration should be applied to other possible
scenarios (eg with co-mingled funds) according to their specific
circumstances —ie is there more than 1 discretionary management
obligation occurring? While in some cases this may mean that,
mathematically, the total of client investments could be less than

the amount of AUM the FCA investment firm or firms need to record
for calculating K-AUM, we believe this is justified. K-AUM should

be calculated at every level where a firm has obligations in respect

of discretionary portfolio management (and non-discretionary
arrangements constituting investment advice of an on-going nature)
that could lead to the potential for harm. It should be remembered
that if this was not captured under the MIFIDPRU 4.7 requirement,
the potential harm (arising from multiple obligations) would have to
be addressed under MIFIDPRU 7 anyway. Our approach is simpler and
standardised.

Our proposal in MIFIDPRU 4.7.9R to exclude assets from the
measurement of AUM by an FCA investment firm where a financial

entity has formally delegated the management of assets to the firmis a
specific concession. Itis not based upon the financial entity concerned
simply being subject to a prudential regime that includes capital
requirements (eg Solvency Il). As noted in MIFIDPRU 4.7.10G (4), it relies
upon that entity being subject to an AUM-based capital requirement that
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is similar to the K-AUM requirement The aim is to provide a comparable
focus upon the harm that a discretionary management entity can cause
to clients whose investments are being managed (not balance sheet risk
to that entity).

However, we have amended the definition of financial entity’ and
MIFIDPRU 4.7.10G. This extends the exclusion to where the delegating
entity is an insurance undertaking and, together with the FCA investment
firm, forms part of the same financial conglomerate for which we are

the co-ordinator. And we have also extended the exclusion to where

the delegating entity forms part of the same investment firm group

as the FCA investment firm and both are included within the scope of
prudential consolidation under MIFIDPRU 2.5. In the first case, thisis
because we can address the potential risk of harm relevant to AUM
through supplementary supervision of the financial conglomerate. In the
second case, the parent undertaking will capture the harm through the
requirement to calculate consolidated K-AUM. See also Chapter 15.

We appreciate that it will be easier for firms to determine the financial
resources regime of some third countries than others. However, we
do notintend to publish such a list as we believe it is for firms to make
the determination if they want to take advantage of the exclusion

in MIFIDPRU 4.7.9R from having to calculate K-AUM for portfolios
delegated from those jurisdictions. Firms may seek the assistance of
the delegating entity or suitable third-party help to do so. Where it is
not clear what the basis is for a third country firm's financial resources
requirement, FCA investment firms should assume that it is not based
in part on AUM. In that case, they will need to include such delegated
portfolios within their own AUM calculation.

K-AUM and sub-delegation

3.37 Four respondents thought that where fund management had been sub-delegated
only the original delegating firm, that is the firm closest to the investor, should have to
calculate K-AUM. They considered that to do otherwise would be unnecessary ‘double
counting'. They wanted to understand the rationale behind this as sub-delegation is
very common especially in cross-border business and would result in capital being held
in 2 places for all AUM sub-delegation.

Our response

The exclusion in MIFIDPRU 4.7.9R from the measurement of AUM by an
FCA investment firm where a financial entity has formally delegated the
management of assets to the firm s a specific concession. We believe
this exclusion is justified where there is only 1 level of delegation. Here it
is reasonable to expect the 2 firms to be in close communication about
the management of the funds. The more removed the firm managing
the funds is from the end client, the greater the operational complexity
of the arrangements and the more chance there is that harm may occur
alongtheline.
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When delegating firms should remember that they still retain
responsibility to their client (including for any specialist investment
needs), and they will need to continue to monitor sub-delegation
arrangements. And if more than 1 firm in the chainis charging (the client)
for the service then this suggests that each is conducting activity that
could give rise to harm. Further, it could lead to a situation where there

is a chain of sub-delegations with ultimately a large amount of AUM
covered by only 1 firmin the chain holding capital against the potential
for harm from discretionary portfolio management. This would be
imprudent.

Given this, we have decided to proceed with our proposed rules for
K-AUM where sub-delegation is used.

K-AUM for non-discretionary arrangements constituting investment
advice of an ongoing nature

Five respondents did not agree that assets under ongoing advice should be included
as part of the K-AUM requirement. Their concerns were that advisers, to for example a
pension fund, might only have been tasked with looking at 1 aspect or gave advice on
strategy rather than on specific stocks or funds. Potentially, several advisers could be
appointed to give advice on the same set of funds.

They also raised concerns about how they would measure the value of assets under
ongoing advice. An adviser might advise multiple different funds over a year and
would not usually be kept up to date with changes in the funds value. Two respondents
suggested that firms already held professional indemnity insurance against the risk

of giving bad advice. One also requested more clarity on what we meant by ‘ongoing’
and by ‘advice'. Another asked when did advice become ongoing and was receiving a
retainer enough.

One respondent asked us to clarify what should be included in K-AUM, to confirm that
it excluded advice given on a transactional basis only, and where advice is being given
on a client's wider financial planning needs.

One respondent asked very specific guestions about what would be included in
MIFIDPRU 4.7.3G and what was meant by, 'advice to undertakings on capital structure,
industrial strategy and related matters and advice and services relating to mergers and
the purchase of undertakings'. This is the ancillary service in paragraph 3 of Part 3A of
Schedule 2 of the Regulated Activities order (RAO).

Our response

The definition of AUM or assets under management includes
'non-discretionary arrangements constituting investment advice of an
ongoing nature’

We would remind FCA investment firms that the K-AUM requirement and
measurement of AUM only apply to their MiFID business. And we remind
firms of our current Handbook definition of investment advice, which
reflects the MiFID activity, 'the provision of personal recommendations
to a client, either upon the client's request or at the initiative of the
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firm, in respect of one or more transactions relating to designated
investments. Firms may also find Chapter 13 of PERG in our Handbook
helpful in deciding what may fall to be MiFID investment advice.

We do not consider that it is necessary to provide any further clarification
on the ancillary service in paragraph 3 of Part 3A of Schedule 2 to the
RAQO. As the wording of that activity suggests, this is advice that is
typically given to an undertaking in relation to a merger or acquisition or
in the context of other corporate finance activities.

Firms should therefore first determine if the type of advice they are
providing really is MiFID business that fits within the definition of
investment advice above. If not, the value of assets subject to that
advice would not fall under AUM.

The next stage is to work out if the investment advice given falls within
the definition of 'investment advice of an ongoing nature'. Here we have
clarified the definition so that it is either of

i. therecurring provision of investment advice; or

ii. investment advice given in the context of the continuous or periodic
assessment and monitoring or review of a client portfolio of financial
instruments, including of the investments undertaken by the client on
the basis of a contractual arrangement.

We have added detailed guidance in MIFIDPRU 4.7.14G t0 4.7.16G

on all these aspects, covering what may or may not be included when
measuring AUM. We have also clarified that genuinely ‘one-off’ or
sporadic investment advice that does not constitute the recurring
provision of investment advice (as described in the additional guidance
we have added) is not included within the K-AUM requirement.

In addition, in MIFIDPRU 4.7.17G through to MIFIDPRU 4.7.22G using a
mixture of rules and guidance we provide details on how to measure the
relevant values of AUM. This includes a worked example in the case of
the recurring provision of investment advice.

Our changes for the new detailed rules and guidance noted above on
‘investment advice of an ongoing nature' are summarised in Chapter 15.

K-COH

3.42 We received 19 responses on K-COH. The majority agreed broadly with our proposals
for K-COH, although some asked for clarification on specific points. A few appeared
to have misunderstood our proposals. Points were also raised that concern the
interaction of K-COH with K-AUM and so are dealt with in the next section.

3.43 Three respondents agreed that we should exclude transactions that are only caught
within the description of reception and transmission of client orders as a result of the
situation described in recital 44 of MiFID.
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One respondent agreed with the treatment for operation of organised trading facilities
(OTFs) and multilateral trading facilities (MTFs). Another respondent wanted guidance
on this.

The main point of disagreement was on the length of time over which the K-COH is to
be calculated. Two respondents thought that using 3 months of data was not enough
and would lead to volatility where trading activity was seasonal. One suggested using
12 months of data instead. Another respondent suggested that the approach was
not risk sensitive to the nature of the underlying transactions and asked whether the
details, such as calibration, would be kept under review.

One respondent sought clarification on the use of exchange rates when converting
the value of COH into their functional currency. They asked should this be at the end of
each business day or just at the end of each month.

Two respondents drew attention to a possible unintended gap in K-COH. Our Glossary
definition of 'client orders handled' covered (i) reception and transmission of client
orders, and (ii) execution of orders on behalf of clients. Under MIFIDPRU 4.10.4R a firm
is not required to include in COH orders it executes in its own name, including where it
does so on behalf of a client. And MIFIDPRU 4.11.4R only applies K-DTF to a firm that
deals on own account. But it was possible for an investment firm to execute in its own
name without dealing on own account. It was suggested that, as drafted, our proposed
rules would not capture this under either COH or DTF.

Our response

The exclusion of transactions described in recital 44 of MiFID from
measurement of COH is covered in MIFIDPRU 4.10.4R (3) and MIFIDPRU
4.10.7 G. We note that for this exclusion to apply the FCA investment
firm's role should not go beyond the ‘extended’ definition of reception
and transmission (see also PERG 13.3).

Guidance on the treatment of orders when a firmis operating a trading
venue (ie OTFs and MTFs) is already provided in MIFIDPRU 4.10.13G

t0 4.10.15G. As MIFIDPRU 4.10.14G sets out, the exclusion from COH
only applies where a firmis acting in the capacity of the trading venue
operator. Where an FCA investment firm simply executes client orders
onan OTF or MTF then such transactions will be included within its
measurement of K-COH (or where applicable, in DTF when executing in
its own name).

Under MIFIDPRU 4.10.19R average COH is calculated from 6
months'-worth of daily values but excluding the daily values from the
most recent 3 months. This means that the value of average COH used
for the calculation of K-COH each monthis based upon 3 months'
worth of daily values. This is in line with our baseline approach for the
implementation of the IPFR. The longer averaging period for DTF
(compared to COH) reflects an intention not to disincentivise market
making. We do not have any compelling reasons to deviate from this. Itis
something we may review in future in the light of experience of operating
the IFPR.
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COH s concerned with the value of client orders handled —ie orders
received and transmitted, and orders executed in the name of the firm.
Itis not intended to reflect any position risk attaching to the underlying
instrument. But MIFIDPRU 4.10.25R provides for the use of a duration
adjustment for the notional amount of interest rate derivatives.

To calculate average COH the total COH for each business day is used.
Orders that are handled in a foreign currency must be converted into the
firm's functional currency daily using an appropriate exchange rate for
that day. This will give the firm a value of COH inits functional currency
for that day. The value of COH arrived at for this date should be used to
calculate average COH for aslong asitis needed. There is no need to
recalculate the value for past dates in subsequent months.

We have clarified this in MIFIDPRU 4.10.19R and have provided guidance
in MIFIDPRU 4.10.21G on the effect of this rule including how to select a
conversion rate.

We have also made corresponding amendments in MIFIDPRU 4.15 for
the treatment of foreign currency transactions when calculating DTF.
See Chapter 15 for details.

We are grateful to the 2 respondents that identified the need to clarify
how the execution of orders in the name of the firm, including where

on behalf of a client, should be treated. The intentionis that generally a
transaction that the firm has executed would fall to be considered under
either COH or DTF. Thisis to be regarded as a binary decision and there
should be no 'gap’ between them. COH if in the name of the client, and
DTF ifin the name of the firm even if on behalf of a client. We expect
firms to know, when entering into a transaction, if it is contractually in
their name (or not).

We confirm that no change to our rules for COH is required for this
—ie orders executed in the name of the firm, including where on
behalf of a client, are not included within COH. Instead, we have
amended the general provisionin MIFIDPRU 4.11.4R and added a new
provision underneath it. Thisis so that K-DTF is not limited to an FCA
investment firm that deals on own account. It will now also apply to

a firm that executes orders on behalf of clients in its own name —ie
there will be firms to which K-DTF may apply even if those firms do
not hold, or otherwise need to hold, dealing on account permission.
For example, a portfolio manager might execute a trade inits own
name with the intention of subsequently allocating the relevant
financial instruments among multiple client portfolios. Irrespective of
whether such a trade constitutes dealing on own account, following
the clarification in our rules, the value of the trade would always be
recorded in K-DTF as it was executed in the name of the firm. See also
under the section on K-DTF below and Chapter 15.
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Interaction between K-AUM and K-COH

We received 14 responses on whether the interaction between K-AUM and K-COH
was clear. Six respondents agreed that this was clear and most respondents found
Table 2 in CP21/7 helpful. One respondent asked if we could reproduce the table in the
Handbook.

Three respondents thought that we were taking a different approach to the EU and
that it would lead to 'double counting'. This was where a firm was managing under

a delegated mandate and did not have to calculate K-AUM (because that was being
calculated by the delegating firm) but still had to calculate K-COH where it executed
the transactions. One respondent thought that firms should not have to calculate
K-COH where there was more than 1 level of delegation when managing assets. One
respondent asked if FCA investment firms needed to capture trades under K-COH
where the discretionary portfolio management had been delegated to them by a
non-UK firm within the same group. Two respondents asked about the treatment of
client orders under K-COH when carried out on behalf of a Solvency Il insurance firm.

Six respondents wanted more information on how the interaction between K-AUM
and K-COH should be treated within a prudential consolidation group. Another 3
respondents thought the treatment was unfair on groups that had centralised the
'dealing’ (ie execution function) within 1 investment firm to ensure best execution
under MiFID.

One respondent suggested agency trading performed as a member of a stock
exchange should not count towards COH.

Our response

We have reproduced Table 2 from CP21/7, which illustrates the
interaction between K-AUM and K-COH, in Annex 12 to MIFIDPRU 4.
This table is only illustrative and not an exhaustive description of ways of
doing business. If necessary, firms should consider GEN 2.2.1R, which
requires that every provision in the Handbook must be interpretedin
the light of its purpose, when determining if an activity is caught within
K-AUM or K-COH.

Carrying out discretionary portfolio management (or non-discretionary
arrangements for investment advice of an ongoing nature) creates
obligations. And the execution (or reception and transmission) of client
orders creates separate obligations. Both could give rise to harm for
clients. The first activity is addressed through K-AUM and the second
activity through K-COH. It follows that we do not view there to be any
‘double counting-.

There s a specific exception, as set outin MIFIDPRU 4.10.28R. This
exception recognises that where an FCA investment firm is providing
both activities together and includes the relevant portfolio within

its calculation of K-AUM, it does not also need to include within its
measurement of COH the orders it generates in the course of providing
that portfolio management or investment advice of an ongoing nature.
But this is an exception to the general approach.
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We have dealt with K-AUM and delegation in a previous section of this
chapter, including where the delegation is received from a financial entity.
Where an FCA investment firm is managing on a delegated basis and is
required to include the assets delegated to it under its measurement

of AUM, the execution of those orders by the same firmis not required
to be included under COH. This applies the exemption (in MIFIDPRU
4.10.28R) noted above. But where an FCA investment firm is not required
toinclude the assets under AUM (under MIFIDPRU 4.7.9R), the value

of the orders executed will be included within the firm's measurement

of COH. We believe this to be an appropriate way to address the
potential for harm arising when carrying out portfolio management
under delegation. Our approach is a departure from the baseline but
something which we continue to believe is prudent.

For example, new limb (5) of our amended definition of 'financial entity’
covers where an FCA investment firmis delegated the management of
assets from an undertaking that forms part of the same investment firm
group and prudential consolidation is applied under MIFIDPRU 2.5. This
would include where that other undertaking is a non-UK firm. In this case
the FCA investment firm does not have to include the amount of assets
delegated within the measurement of its AUM. But if the FCA investment
firm also executes the orders, it must include the value of those orders
within its measurement of COH. A comparable situation will apply where
the delegating entity is an insurance undertaking, but only where the
conditions of new limb (4) of the definition of 'financial entity’ are met —ie
both entities form part of a financial conglomerate for which the FCA is
the coordinator. See Chapter 15 for details.

Where an FCA investment firm is part of an investment firm group,
prudential consolidation may apply under MIFIDPRU 2.5. Prudential
consolidation operates on the basis of the ‘consolidated situation’

This treats the prudential consolidation group as if it was a single, large
investment firm. But consolidation does not replace solo supervision

of the authorised FCA investment firm. It is therefore possible that an
individual FCA investment firm may have to include transactions it carries
out on behalf of another entity within the group when calculating K-COH
at solo level. This reflects the obligations of the authorised firm and we
believe this is prudent.

However, where prudential consolidation applies under MIFIDPRU 2.5
and includes both entities, the application of the consolidated situation
will view this as if the 'single, large investment firm' is managing assets
and executing client orders. As the client orders are being executed

as result of managing the assets within the same deemed single

entity, the value of those orders will not need to be included within the
measurement of consolidated COH for the purposes of the parent
entity's consolidated K-COH requirement. This may mean that where
there is more than 1 FCA investment firm within an investment firm
group, there could be situations where the sum of the individual firms'
K-factor requirements could be more than the consolidated K-factor
requirements. This would be due to intra-group transactions. But thisis
consistent with the need to ensure that the main focus is upon the harm
that could be caused by individual authorised FCA investment firms.
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Where this is the case, firms may wish to take this into account when
conducting their ICARA process.

Taking several points made above together, where there is an FCA
investment firm that acts as a centralised 'dealing’ function that
executes client orders on behalf of other entities within the same
group, that investment firm will need to include the value of all relevant
orders within its measurement of COH at individual firm level. This
reflects the importance of solo supervision of an individual authorised
FCA investment firm and its potential to lead to harm. However, where
prudential consolidation applies under MIFIDPRU 2.5, the relevant
transactions would 'fall away' as part of looking at the consolidated
situation —ie they would not be included within the value of consolidated
COH. This reflects the fact that consolidated supervisionis only

a supplement to solo supervision. And protects against financial
instability or further sources of (direct or indirect) harm to clients of FCA
investment firms arising from elsewhere within the group.

We have amended MIFIDPRU 2.5.29R (4). To make clear that where
the consolidated application of the AUM, COH or DTF calculations
would include amounts due to transactions or arrangements solely
between 2 or more entities included within the consolidated situation,
the UK parent entity may exclude those amounts when calculating the
consolidated AUM, COH or DTF. See also Chapter 15.

Where an FCA investment firm performs agency trading as a member
of a stock exchange by executing trades in the name of the firm,
following the clarification in MIFIDPRU 4.11.4R, the value of the trade
would always be recorded in K-DTF and not K-COH. See also under the
section on K-DTF below and Chapter 15.

K-DTF - calculating the adjusted co-efficient

3.52 We received 9 responses on how to calculate an adjusted coefficient for K-DTF for
stressed market conditions. Six respondents did not foresee any issues with our
proposals. One of these suggested that it would be straightforward to include within
automated calculations. They added that, as the use of the adjusted coefficient was
optional, firms could decide if it was worth doing so. Another said that although they
would generally have more trades under stressed conditions, it was helpful that its use
was voluntary.

3.53 One respondent was concerned that it didn't take enough account of different
business models of affected firms. Another asked how firms would know it was
stressed market conditions and what about firms that trade on more than 1 venue
where the stresses may occur at different times.

3.54 One respondent thought that our proposals did not offer enough relief to firms and

would be operationally complex to implement. They suggested taking a statistical view
of stressed market conditions.
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Our response

The rationale for making an adjustment to the coefficient for calculating
K-DTF is to avoid discouraging market making in times of stressed
market conditions. It is therefore aimed particularly at those FCA
investment firms that are relatively important in making markets. While
recognising that such firms also trade in volatility. The adjustment to
the coefficient should also be viewed alongside how average DTF is
calculated, which provides some degree of 'smoothing’ and 'lagging’

to help reduce major changes in the K-DTF requirement. If necessary,
firms will have time during which to obtain permission for any interim
profits they have made from trading during periods of stressed market
conditions to count as own funds in accordance with MIFIDPRU 3.

Given how K-DTF is calculated, there can only be 1 coefficient that

is applied to average DTF for cash trades and 1 for derivatives. Our
proposal achieves this, adjusting the 2 coefficients to account for periods
of stressed market conditions. To seek to adjust for different business
models would only add additional complexity for marginal benefit, given
the rationale for the adjustment noted above. Any approach needs a
process to determine when periods of stressed market conditions have
occurred, while taking into consideration that such periods may occur on
different market venues, may cover only specific market segments, and
may only last for short periods intra-day. Under MIFIDPRU 4.15.11R this
is by reference to article 6 of Part 1 (FCA) of the UK version of Regulation
(EU) 2017/578 (defined as the Market Making RTS). We appreciate that
this may not be simple to ascertain, but it is consistent with the baseline
and the rationale for the adjustment. And as noted by respondents, the
use of the adjustment is voluntary.

While the alternative suggestion of a statistical approach is interesting,
the concept is not sufficiently developed to have confidence inits effect,
compared to our proposal which reflects the baseline.

Thereis no change to our proposals. However, we expect to monitor
the use of the adjusted coefficient and may review its need and impact
in the light of experience. For example, whether there would be any
evidence to support a requirement upon market venues to publish
data for when periods of stressed market conditions occur according
to the relevant conditions.

K-DTF — execution of orders on behalf of clients in the name of the firm

3.55 In responding to our question on K-COH, and as described in that section above, 2
respondents drew attention to a possible unintended gap in the way our proposed
rules for K-COH and K-DTF fit together. They explained that it was possible for an
investment firm to execute in its own name without dealing on own account. It was
suggested that, as drafted, our proposed rules would not capture such transactions as
either COH or DTF.
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Our response

As part of the feedback received under K-COH an issue was identified
thatis really about K-DTF. We are grateful to the 2 respondents that
identified the need to clarify how the execution of orders in the name

of the firm, including where on behalf of a client, should be treated. The
intention is that generally a transaction that the firm has executed would
fall to be considered under either COH or DTF. Thisis to be regarded as a
binary decision and there should be no 'gap' between the 2. COH if in the
name of the client, and DTF if in the name of the firm even if on behalf of
a client. We expect firms to know, when entering into a transaction, if it is
contractually in their name (or not).

Limb (2) of our definition of ‘daily trading flow' or DTF as proposed
includes 'the execution of orders on behalf of clients in the firm's
own name'. This is confirmed in MIFIDPRU 4.15.2G (1). Thisisin

line with the baseline for IFPR. However, the general provision in
MIFIDPRU 4.11.4R that defined the application of, among other
requirements, K-DTF was in conflict with this and so we have added a
new provision underneath that rule. Thisis so that K-DTF is not only
limited to an FCA investment firm that deals on own account. It will
now also apply to a firm that executes orders on behalf of clients in
its own name —ie there will be firms to which K-DTF may apply even
if those firms do not hold, or otherwise need to hold, dealing on
account permission. For example, a portfolio manager might execute
a trade inits own name with the intention of subsequently allocating
the relevant financial instruments among multiple client portfolios.
Irrespective of whether such a trade constitutes dealing on own
account, following the clarification in our rules, the value of the trade
would always be recorded in K-DTF as it was executed in the name of
the firm.

Consequential to the above amendment, to reflect that fact that there
may now be transactions included within DTF that do not arise from
dealing on own account, we have also deleted what was MIFIDPRU
4.15.8G (2). That provision indicated that a firm that provided portfolio
management services on behalf of an investment fund did not need to
include any trades that it executed in that capacity in its DTF. Including
transactions executed by an FCA investment firm in its own name for
the purpose of providing portfolio management services on behalf of
investment funds with DTF removes what we believe would otherwise
have led to an imprudent distortion. All client types are now treated the
same. Conducting transactions in the name of the firm, even if on behalf
of clients, has the potential for harm that is not the same as pure agency
business. Capturing this risk in a standard way under K-DTF (in MIFIDPRU
4.15) also reduces the work required of firms that may otherwise have
been required assessing harm under their ICARA process (in MIFIPRU 7).

Both the above changes are refinements to the position we set out in
PS21/6 and are also covered in Chapter 15.
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As noted under the section above on the interaction between K-AUM
and K-COH, we have also amended MIFIDPRU 2.5.29R (4). To make
clear that where the consolidated application of the DTF calculations
would include amounts due to transactions or arrangements solely
between 2 or more entities within the consolidated situation, the

UK parent entity may exclude those amounts when calculating the
consolidated DTF. See also Chapter 15.
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Firms acting as clearing members and
indirect clearing firms

In this chapter we summarise the feedback to our proposals for the specific
requirements, including firm categorisation, that will apply to FCA investment firms
that are clearing members and indirect clearing firms.

Key Proposals

We proposed that all FCA investment firms that are clearing members or indirect
clearing firms should be non-SNlinvestment firms as they are, by the very nature of
their activities, interconnected with other financial institutions. This means that they
cannot be SNI firms even if they meet all the other requirements for being an SNI firm.
We proposed that this will also apply to those firms that are self-clearing firms.

We proposed that the own funds requirement for daily trading flow (K-DTF) would
apply to the transactions where these firms provide clearing services as a clearing
member or as an indirect clearing firm.

We also proposed that FCA investment firms that are clearing members should
include their pre-funded contributions to a central counterparty (CCP) default fund as
part of the trading counterparty default (K-TCD) requirements and explained how to
calculate this.

In CP21/7 we asked 1 question.

Qo: Do you agree with our proposed treatment of FCA
investment firms when acting as clearing members and
indirect clearing firms? If not, what alternatives could be
used to calculate the own funds requirements for such
activity? Are there any other circumstances in which FCA
investment firms may have exposures to a CCP that should
be captured by K-TCD?

Feedback and responses

We received 9 responses to this question. Four respondents agreed with our
proposals. A further respondent agreed on the point that clearing activity was
interconnected and so firms carrying out this activity should be non-SNls. The
remaining 4 respondents were concerned about the proposed treatment of
pre-funded contributions to the default fund of a CCP, although 2 also commented
upon the application of K-DTF.
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Pre-funded contributions to the default fund of a CCP

Four respondents were concerned about our proposed treatment of pre-funded
contributions to the default fund of a CCP. They argued that the risk factor, set at 8%,
was too high and would be disproportionate. One respondent provided calculations
that showed it would lead to materially higher own funds requirements than

currently under the UK CRR. Another respondent suggested that this would put FCA
investment firms at a competitive disadvantage, noting that the EU does not have any
corresponding requirement inits IFR. Alternative suggestions received were to lower
the risk factor, provide an option based on the approach of (article 308 of the UK CRR)
using 'c-factors’, or to address the risk instead under the ICARA process.

Our response

We recognise that the EU's regime does not include a requirement to
capture potential risk on pre-funded contributions to the default fund
of a CPP. However, we suggest that this is because it also does not allow
EU investment firms to make use of the K-CMG (alternative approach

to calculating market risk requirements) where the clearing member is
another investment firm subject to the IFR. Whereas under IFPR, the use
of aninvestment firm as clearer is not a barrier to the use of K-CMG and
we believe that our overall approach has regard to the relative standing of
the UK. But we believe it is prudent to then provide for the potential risk
on pre-funded contributions of an FCA investment firm clearing member
to the default fund of a CCP.

We agree with respondents that a risk factor of 8% may be too high.
This is the default amount for ‘other’ counterparty types that are not
otherwise listed in MIFIDPRU 4.14.29R. A more appropriate amount

is required when the default fund exposure is to a qualifying central
counterparty (QCCP) —ie a CCP that is authorised or recognised under
the UKEMIR regime.

We have amended MIFIDPRU 10.4.2R and added a new 10.4.3R so that
the applicable risk factor may be the relevant ‘c-factor’ provided by

a QCCP for the relevant pre-funded default fund exposure. Where a
‘c-factor'is not available, the risk factor for a QCCP will be 1.6%. For a
non-qualifying CCP the risk factor will be 8% in all cases. We have also
set the value of the scalar, 'alpha’, at 1.

Application of K-DTF to clearing services transactions

One respondent felt that applying K-DTF to transactions where a clearing firm
provides clearing services as a clearing member or as an indirect clearing firm was
disproportionate but did not explain why. Another respondent asked that we clarify
how 'double counting’ would be avoided for matched-principal business (but without
explaining what they meant by this in the context of clearing).
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Our response

We believe that transactions, where an FCA investment firm provides
clearing services as a clearing member or as an indirect clearing firm,
should be included in the calculation of the daily trading flow (DTF).
This is because such transactions carry the potential for harm from an
operational event.

In CP21/7 we proposed that where an FCA investment firm may both
execute an order and provide clearing services, it does not need to
include the clearing transaction inits DTF calculation provided that the
value of the executed order is already included in its calculation of COH
in line with MIFIDPRU.4.10 or DTF in line with MIFIDPRU 4.15. This is to
avoid the transaction being double counted where the firmis providing
both execution and clearing services for the same trade.

The term matched principal is not defined in this context and so the
resulting own funds requirements will depend upon the nature of the
contractual arrangements. For example, where the firmis principal

to matching buy and sell transactions with separate clients then we
would call this matched principal trading. In this instance there would

be 2 transactions and the value of both must be included in DTF under
MIFIDPRU 4.15. This is because DTF is based on the volume of trading
undertaken and is not a measure of market risk. The no double counting
provision in MIFIDPRU 10.3.2R would avoid both transactions also being
subject to further DTF where the same FCA investment firm is also
providing clearing services for those transactions.

However, there are other situations which we have seen more loosely
described as matched principal trading. For example, where there is only
a single transaction that the firm executes in its own name at the request
of the client. The same firm provides clearing services in relation to the
transactioninits own name. The resulting position is held by the firm,
even though it is notionally allocated to a client's portfolio. Although the
firmin this situation may regard itself as being 'matched’ (because the
trade was requested by the client) it will hold a net position. The FCA
investment firm will therefore need to apply K-NPR under MIFIDPRU 4.12
(or where relevant, K-CMG under MIFIDPRU 4.13) to such positions, until
such time as the client requests an opposite trade to unwind the position.
The firm will also need to include the transaction in its calculation of DTF,
since the firm entered into the trade in its own name (ie dealing on own
account, but on behalf of a client). The no double counting provisionin
MIFIDPRU 10.3.2R would avoid the 1 clearing services transaction being
subject to further DTF because the FCA investment firm has already
applied DTF to the execution of the transaction.

However, where an FCA investment firm provides clearing services
without also executing the client order, then DTF will apply to that
clearing transaction.
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Basic liquid assets requirement

In this chapter, we summarise the feedback to our proposals for a basic liquid assets
requirement that would apply to FCA investment firms and the type of assets that can
be used to meet this requirement, and our responses.

Key proposals

In CP21/7, we proposed to introduce a basic liquid assets requirement where FCA
investment firms would be required to hold an amount of liquid assets that is at least
equal to the sum of:

e one third of the amount of its fixed overheads requirement (FOR), and
e 1.6% of the total amount of any guarantees provided to clients

We explained that the basic liquid assets requirement can apply on an individual and
consolidated basis. Where the requirement applies on an individual basis, we set out
our expectations that an FCA investment firm should meet this requirement using
assetsit holds itself.

We also recognised that there may be circumstances where it may be appropriate

for the firm to rely on liquidity support provided by other entities within its group.
Therefore, we made allowance for firms subject to prudential consolidation to apply for
an exemption from this requirement on an individual basis.

We described a list of core liquid assets that firms can use to meet the basic liquid
assets requirement.

In CP21/7 we asked 1 question:
Q10: Do you agree with our proposals for a basic liquid asset
requirement, to be met by holding core liquid assets? If not,

please explain what alternative proposal you would suggest
and why.

Feedback and responses

We received 25 responses to question 10. Eight respondents fully agreed with our
proposals with a further 6 respondents expressing broad support for the proposals.
The remaining respondents focused on specific issues or areas of concern.
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Basic liquid assets requirement

Respondents broadly agreed with our approach to introduce a basic liquid assets
requirement. They expressed the view that the requirement aligns well with the harm
that it aims to address.

One respondent pointed out that the basic liquid assets requirement is geared towards
firms with simpler business models rather than for larger and more complex firms

such as broker dealers. They went on to suggest that our proposals elsewhere in
CP21/7 allowed firms to come up with their own assessments of what should be the
appropriate level of liquidity needs for a firm.

Our response

We acknowledge that the basic liquid assets requirement is designed
in such a way that it can accommodate simpler business models while
being able to scale according to the proportion of a firm's FOR. In this
way, firms with more complex business models should be able to meet
their relevant overheads for at least a month using their core liquid
assets.

In CP21/7, we explained that the purpose of the basic liquid assets
requirement is to ensure that FCA investment firms always have a
minimum stock of liquid assets to fund the initial stages of a wind-down
process. This basic liquid assets requirement represents the minimum
liquidity requirement that all FCA investment firms must meet whatever
their specific investment services or activities. It is does not stop firms
from holding more core liquid assets or applying stricter measures.

In CP21/7, we went on to clarify that the basic liquid assets
requirement forms part of the overall framework that a firm must
adopt for assessingits individual liquidity needs. It is through the
ICARA process that FCA investment firms will need to determine

if they should hold additional liquid assets to ensure they can be
wound down in an orderly way or to address their funding for ongoing
business needs. This is especially relevant for larger and more complex
firms. The ICARA process is set out in MIFIDPRU 7. Refer to Chapter 6
for further detail concerning the feedback we received regarding the
ICARA process and our response to that feedback.

One respondent asked for further engagement with the FCA to help ensure that the
liquidity measures under the IFPR are embedded appropriately. For example, they had
concerns around the maintenance of cash buffers with UK and global institutions. The
respondent also asked if we could confirm whether regulated UK affiliates can act as
custodian for cash reserves.
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Our response

We agree thatitis important to ensure that the IFPR, including its
liquidity measures, is embedded appropriately. We aim to engage with
FCA investment firms to help this process and share lessons in the light
of experience, where appropriate.

Without any further details around the exact nature of the concerns
raised by a respondent over the maintenance of cash buffers with

UK and global institutions it is difficult to comment. We do note that
MIFIDPRU 6.3.1R provides that short term deposits at a UK-authorised
credit institution count as a core liquid asset. And MIFIDPRU 6.3.4R
provides that deposits with non-UK credit institutions count where
relevant expenditure or guarantees are incurred in a currency other than
sterling. But these are not the only types of core liquid asset eligible to
meet the basic liquid asset requirement.

We do not agree with the proposal that regulated UK affiliates can act
as custodians for cash reserves that a firm needs to meet its basic
liguid assets requirement on an individual firm level. To be eligible to
meet the basic liquid asset requirement, core liquid assets (including
cash or bank deposits) should be held by (ie in the name of) the FCA
investment firm. This is to ensure that the asset is readily realisable,
as itis the firm itself that may require these resources to fund the
initial stages of an orderly wind-down. However, there is nothing to
prevent a firm holding core liquid assets in the form of short-term
deposits with an affiliated UK credit institution. Where the basic liquid
assets requirement applies on a consolidated basis, MIFIDPRU 2.5.47R
requires the UK parent entity to ensure that the total amount of liquid
assets needed to meet the consolidated requirement is held by UK
entities within the consolidated situation.

Another respondent said that while they strongly support the proposed approach to
setting the basic liquid asset requirement, they had concerns around the composition
of the FOR as an input into the calculation of the requirement. Their concern centres
around the restriction that only fees, brokerage and other charges paid to central
counterparties, exchanges, other trading venues and intermediate brokers can only
be deducted from total expenditure where they are directly passed on and charged to
customers.

The respondent argued that this does not adequately consider the business model of a
proprietary trading firm. They advised that for these costs that are not directly passed
on and charged to customers they are likely to represent a material part of a firm's FOR
and so also the basic liquid asset requirement.

Our response

In paragraph 4.7 of CP21/7, we proposed that an FCA investment firm
could deduct fees or other charges payable to a central counterparty,
exchange, other trading venue or intermediate broker only where the
relevant fees were directly passed on to customers. This followed our
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baseline approach to this issue. We do not share the same view that
these fees would necessarily cease immediately and entirely once

a firm stops trading or enters wind down. A proprietary trading firm
may still need to incur such fees to exit its existing positions and the
firm itself would need to bear those costs. However, we have revised
our rules relating to the calculation of relevant expenditure under the
FOR to permit firms that are dealing on their own account to deduct
80% of the value of those fees and charges when calculating relevant
expenditure, subject to certain conditions. Chapter 3 of this PS
contains further detail on our response to the feedback we received
regarding the FOR. This should address the respondent’s concern on
the element of the basic liquid asset requirement that is derived from
the amount of the FOR.

5.13 One respondent suggested that the proposal for a basic liquid assets requirement,
could require a significant amount of liquid assets to be raised. The respondent said
that this would be true for firms that do not benefit from the transitional relief available
with respect to the FOR. They put forward a recommendation that the transitional
provisions should be extended and apply to all firms.

Our response

The transitional provisions (TPs) are there to help existing authorised
firms adjust to a new prudential regime and transition smoothly towards
their full requirements under the IFPR. We have carefully considered the
transitional relief that should be made available. At the same time, we
have also taken into consideration the importance of firms holding the
minimum level of own funds for the activities they undertake and the
potential harm that they may cause. In terms of the basic liquid assets
requirement, we are concerned that FCA investment firms hold the
minimum amount of core liguid assets that will allow them to fund the
initial stages of an orderly wind-down.

We explained in CP20/24 the circumstances where firms may benefit
from TPs as they apply to the FOR. In our near-final rules, we have now
clarified that where an FCA investment firm benefits from transitional
relief using an alternative requirement for their FOR, it may also reduce
the amount of the basic liquid assets requirement that is based upon
the FOR accordingly. We have amended the rule clarifying the interaction
between the TPs for own funds requirements (in this case, specifically, as
applied to the FOR) and the basic liquid assets requirement in MIFIDPRU
6.2.1R. We have also inserted a new TP, MIFIDPRU TP 2.24R, to reflect
this change. See also Chapter 15.

We recognise that the FCA investment firms that may benefit from this
transitional relief may represent only a subset of the FCA investment
firm population. In most cases, the TPs apply in circumstances where
there might otherwise be a relatively large increase for an individual firm
compared to existing regulatory capital requirements.
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Three respondents asked us to clarify why we have chosen to apply a stricter approach
than the EU by requiring SNIs to comply with the basic liquid assets requirement. They
pointed to the flexibility provided under the IFR that allows competent authorities

to exempt SNIs from this requirement. The 3 respondents felt strongly that all SNIs
should be exempt from the basic liquid assets requirement.

Two respondents also raised questions regarding the application to SNIs of the
additional liquidity requirements under the ICARA process.

Our response

Our approach does not represent a departure from the baseline
position. Under that, competent authorities may choose not to exempt
SNiIs from the basic liquid assets requirement. Similarly, we have
decided not to grant a similar exemption under the IFPR. The same can
be said with respect to the application of internal capital and liquidity
requirements to SNls.

We are strongly of the view that it is prudent for all FCA investment
firms to hold a minimum amount of core liquid assets. This will allow
firms to fund the initial stages of an orderly wind-down. In addition,

all firms should have internal procedures to monitor and manage

their liquidity requirements. We explained in Chapter 7 of CP21/7,

our expectations around determining the liquid assets threshold
requirement. See Chapter 6 for our response to the feedback received
onthe ICARA process.

With respect to liquidity management on a consolidated basis, 1 respondent asked us
to provide guidance around the criteria that will be applied and/or circumstances under
which a firm may be granted a liquidity waiver under IFPR. The respondent also asked

if firms currently operating within an FCA approved 'Defined Liquidity Group' could
expect to receive the same approval under IFPR. If not, the respondent suggested that
this would represent a significant change to the existing, FCA mandated day-to-day
liguidity management for these firms.

Our response

The IFPRintroduces a new approach of a basic liquid asset requirement
for all FCA investment firms. Current concepts relevant only to certain
firms (eg defined liquidity group) will, in general, no longer apply.

We acknowledged in CP 21/7 that there are circumstances in which

it may be appropriate for investment firms to rely on liquidity support
from other entities within their group. We proposed an option of
applying for an exemption from this basic liquid assets requirement at
an individual firm level. We are not able to provide individual guidance
on potential waiver applications in this PS. But the conditions for
obtaining an exemption from the application of individual liquidity
requirements are set outin MIFIDPRU 2.3.2R. In summary, that
provision requires that (i) the firm must be part of a consolidation
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group (either under the UK CRR or under MIFIDPRU), (i) the
consolidating parent must apply appropriate monitoring and oversight
of the group's liquidity position, and (iii) we must be satisfied that there
are contracts in place that provide for the free movement of funds
around the group, so that the firm can meet its liquidity obligations

as they fall due. For UK CRR consolidation groups, under which the
PRA will be the consolidating supervisor, the PRA must also not object
to us granting the exemption. We will assess these applications on a
case-by-case basis, having regard to firms' explanations of how these
conditions are met. Importantly, each application would require the
appropriate level of scrutiny, taking into account the nature, scale and
complexity of the FCA investment firm group before any exemption
from this requirement at an entity level would be granted.

Calculating guarantees
5.17 Respondents agreed with our proposals regarding guarantees to clients.

Our response

We confirm that no change to our rules for the calculation of the element
of the basic liquid asset requirement for any guarantees to clients.

Coreliquid assets

5.18 Many respondents welcomed the list of core liquid assets that we proposed FCA

investment firms could use to meet their basic liquid assets requirement. Respondents
felt that the assets more closely reflect the realities for investment firms compared to

existing prudential regimes.

5.19 Two respondents expressed their support for the inclusion of units or sharesin a

short-term regulated money market fund, or in a comparable third country fund, as a

category of core liquid assets.

5.20 Two respondents suggested that assets representing claims on supra- and sovereign
agencies (eg debt issued by these agencies) — should be included as part of core liquid

assets. They argue that these instruments are a viable alternative to government
directissuances.

Our response

Given the importance of the basic liquid asset requirement, we believe
that claims on or guaranteed by the UK government or the Bank of
England (eg UK gilts and Treasury bonds) should count towards it. But
not similar assets that do not necessarily have the same standing,
including with respect to their certainty of value.
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We said in CP21/7 that liquid non-UK government bonds would be an
example of non-core liquid assets that can be used to meet the liguid
asset threshold requirement under the ICARA process. Provided these
assets can still readily be converted into cash even under stressed
market conditions. And we recognise, that from a credit standpoint,
assets representing claims on supra- and sovereign agencies may
have a similar credit risk profile. MIFIDPRU 7.7.7G provides guidance

on the principles we expect FCA investment firms to consider when
deciding if an asset qualifies as a non-core liquid asset. And MIFIDPRU
7.7.10R requires FCA investment firms to apply 'haircuts' to determine
the value of non-core liquid assets that contribute to meetingits liquid
assets threshold requirement. For example, in MIFIDPRU 7.7.12G, we
have indicated the minimum haircut for assets representing claims

on, or guaranteed by, multilateral development banks or international
organisations to be 0%.

One respondent suggested that cash deposits at non-UK credit institutions should
be considered as core liquid assets given that bank-owned asset managers may be
required to place their excess cash with another bank within their group.

Our response

In general, we do not consider that cash deposits held at non-UK credit
institutions should be classified as core liquid assets as there may be
obstacles in returning these assets to the UK under stressed market
conditions. Nevertheless, MIFIDPRU 6.3.4R provides for cash deposits at
non-UK credit institutions where a firm's expenditures are denominated
in foreign currencies.

Itis difficult to comment on the scenario envisaged by the respondent
without further details. But in the event of a conflict between legal or
regulatory requirements, it may be appropriate for a firm to apply for a
rule modification.

One respondent expressed the view that committed facilities should be included in
the list of core liquid assets. The respondent argued that committed facilities are a
reliable source of financing. They went further to suggest that if committed facilities
are excluded from core liquid assets, it may discourage firms from having such facilities
to meet their liquidity requirements. The respondent argued that this may have a
knock-on effect that leads to higher liquidity risk which would be contrary to the
intention of the policy underpinning the IFPR's liquidity requirements.

Our response

We understand that committed facilities can be a useful additional
source of overall business financing for firms while operating on an
ongoing basis. Nevertheless, core liquid assets should be earmarked
to fund the initial stages of an orderly wind-down. A loan facility may be
withdrawn (even if regarded as committed) if a firm enters wind-down,
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or under stressed market conditions. Consistent with our baseline, we
do not consider it prudent to allow committed facilities to be eligible to
count as core liguid assets.

A firm may have regard to the availability of any committed facilities,
taking account of their terms and quality, when assessing its ongoing
liquidity requirements under the ICARA process.

Eligibility of trade receivables as core liquid assets

Two respondents disagreed with the exclusion of trade receivables for non-SNI
investment firms, which have the permission to deal on own account or underwrite/
place financial instruments on a firm commitment basis.

One of the respondents put forward a recommendation that where a non-SNI firm has
such a permission but with a qualification that it is limited to using it for the purpose

of executing client orders on a matched principal basis, it should be allowed to include
trade receivables as part of its core liquid assets. This would be to the extentitis
permitted under the conditions setin MIFIDPRU 6.3.3R. The respondent argued that
this should be permitted because the matched principal transactions are matched and
notionally offsetting.

Another respondent claimed that it is difficult to come up with an objective economic
rationale behind excluding trade receivables as core liquid assets for non-SNlIs that
have permission to deal on own account or underwrite/place financial instruments on
a firm commitment basis. The respondent went further to explain that principal trading
firms may to a lesser degree have trade receivables on their balance sheet compared
to other types of FCA investment firms and banks. Nevertheless, by categorising this
balance sheet item differently for principal trading firms it creates unlevel playing field
considerations and places an unnecessary burden upon these firms.

Our response

We have considered the arguments for non-SNI firms that deal on own
account, including where notionally matching transactions, and remain
of the view that the restriction with respect to trade receivables is
appropriate. It is consistent with our baseline and reflects generally
the specific risk profile of firms that deal on own account. These firms
may be subject to unexpected calls on their liquidity (eg where the
firm becomes liable because of a default on one of a pair of matched
transactions). And trade receivables may not be so easily realisable by
atrading firm during periods of stress.

One respondent asked if accrued income which, due to a firm’'s arrangement with

their counterparty, is invoiced and redeemed within 30 days of the time the liquidity
requirement is set would qualify as eligible core liquid assets as they contend it would in
effect be equivalent to trade receivables.
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Our response

Accrued income is revenue that the firm has earned but has not yet
invoiced to a customer. Subject to the relevant accounting standards,
once accrued income is invoiced it would ordinarily become an account
receivable.

Trade receivables refers to any receivable generated by selling or
providing a service to a customer. In our glossary of definitions, we refer
to trade receivables as ‘receivables from trade debtors (including fees or
commissions)’ We consider that once the accrued income is invoiced, it
becomes an account receivable, it would be considered as part of trade
debtors (receivables).

We do not agree that income which has accrued for services already
provided, but which has not yet been invoiced, should be eligible as
core liquid assets. Until an invoice has been produced, any income
arising from it is likely to be difficult to market or realise. But once an
invoice has been produced, we agree with the respondent that such
income may qualify as part of an FCA investment firm's eligible core
liquid assets, as long as the conditions in MIFIDPRU 6.3.3R are met.

5.27 One respondent asked us to clarify that in the case of a firm who recognises a debtor
arising from its daily funding of clients transactions (ie where the firm funds a client
transaction and is then seeking reimbursement), whether these debtors could be
classified as a trade receivable.

Our response

Where a firm recognises a debtor arising from its daily funding of client
transactions, we would regard this as granting credit. It is likely to fall
under the ancillary service which MiFID describes as ‘granting credits
orloans to aninvestor to allow him [or her or them] to carry out a
transaction in one or more financial instruments, where the firm granting
the credit or loan is involved in the transaction. We would not regard this
as a trade receivable.

5.28 One respondent agreed with the inclusion of trade receivables as part of core liquid
assets coupled with many of the conditions that need to be met in MIFIDPRU 6.3.3R.
However, the respondent questioned the imposition of a 50% 'haircut’ which they
considered too steep and would prove to be too onerous. They asked if we could
provide the reasoning behind this haircut.

Our response

Core liguid assets should be of high quality. We are concerned that when
firms enter periods of stress, they may find that trade debtors delay
repayment, which would diminish the available core liquid assets to fund
the initial stages of an orderly wind-down.
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Trade receivables are less liquid than other core liquid assets and they
are more likely to be less marketable or realisable. The conditions set out
in MIFIDPRU 6.3.3R, that trade receivables should be receivable within
30 days and subject to a 'haircut’ of at least 50%, are consistent with our
baseline. These conditions are a way to recognise that it may be possible
to realise trade receivables through, for example invoice discounting,
while maintaining a prudent level of comfort for times of stress.

Sterling and non-sterling currencies

Two respondents welcomed the proposal to allow an FCA investment firm to use
comparable core liquid assets denominated in a foreign currency. However, the

2 respondents suggested that the requirement to link non-sterling assets to the
proportion of expenditure and guarantees in these currencies should be removed.
They raised concerns that the ongoing monitoring of the proportion of expenditure
and guarantees on foreign currencies would be challenging and unduly restrictive for
firms. One of the respondents argued that holding currencies such as pound sterling,
euro and the dollar which are highly liquid are a way of diversifying assets and part of
many FCA investment firms' liquidity strategy.

Another respondent raised a related concern where non-sterling denominated firms
(ie firms with a functional currency other than pound sterling) may incur a significant
portion of their relevant expenditure in sterling. In meeting the basic liquid assets
requirement, the respondent claimed that a firm will incur additional foreign exchange
risk, thereby incurring additional cost in hedging its resulting sterling balance sheet
exposures as well as counterparty risk on the associated hedges.

Our response

InCP21/7, we acknowledged that some FCA investment firms and
consolidation groups may incur relevant expenditure or guaranteesiin
currencies other than pound sterling. We proposed that under these
circumstances where a different currency is involved, a firm would be
allowed to use comparable core liquid assets denominated in a foreign
currency. But only to extent that these assets can be included in the
same proportion as the relevant expenditure or guarantees that the firm
incurs in that currency.

We note that MIFIDPRU 6.3.4R does not require an FCA investment
firm to hold basic liquid assets in currencies that reflect the underlying
expenditure for which the assets are likely to be required. Rather, a
firm may choose to do so. This is intended to allow it to address the
potential for currency mismatches between its liquid assets and its
expenditures. We therefore do not agree that it exposes a firm to
significant additional risk or creates undue burden. Where a firm has
foreign exchange risk arising from material expenditure in foreign
currencies, it is open to it manage this as it considers appropriate.
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Two respondents asked whether pound sterling deposits held with overseas banks
would be recognised as part of core liquid assets. They said that for many entities
within a wider group, excess liquidity would ordinarily be deposited with their head
office which could be outside of the UK.

Our response

In our proposals, we said that overseas deposits in foreign currencies
could be used as core liquid assets as long as these assets are included
in the same proportion as the relevant expenditure or guarantees that
the FCA investment firm incurs in that currency. These funds would need
to be held in the name of the FCA investment firm rather than held in the
name of a parent or other firm within a wider group.

We do not agree that pound sterling deposits held at a non-UK credit
institution should be considered as part of the core liquid assets

of the firm. This is because stressed market conditions, coupled

with potential localised difficulties that may occur in the relevant
jurisdiction, could hinder the ability to readily return these liquid assets
to the FCA investment firm to meet the relevant expenditure or
guarantees that it incurs in pound sterling. Our prudent approach is
intended to avoid a shortfall arising in terms of the UK liquidity needs
of the firm, especially for funding the initial stages of a wind-down.

One respondent drew attention to the point that while trade receivables may also
contribute to meeting the basic liquid assets requirement, it is also likely that the
majority of trade receivables of a non-sterling denominated firm will be denominated
in other currencies and therefore will not be eligible as core liquid assets except to
the extent that expenditures are also incurred in that currency. The respondent
recommended that the currency-based provisions set outin MIFIDPRU 6.3.4R be
amended to link the currency of the core liquid assets held to meet the basic liquid
assets requirement to the functional currency of the firm.

Our response

We do not believe that it would be prudent or appropriate to change
the currency-based provisions in MIFIDPRU 6.3.4R in the way
suggested. Allowing currency assets that are not in the same currency
as expenditures incurred by the firm to count as core liquid assets to
meet the basic liquid assets requirement would introduce additional
risk in terms of their realisable value.

Not a liquid asset

One respondent requested further clarification as to how client assets that are
excluded from the definition of core liquid assets would be considered in the overall
regulatory liquidity position of the firm, especially in the context of prime brokers.

55



PS21/9
Chapter 5

5.34

5.35

56

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

Our response

Any asset that belongs to a client (eg client money or client assets under
our client assets sourcebook (CASS)) cannot be counted as a core or
non-core liquid asset. This remains true where client assets are held in
the firm's own name.

From a regulatory and liquidity perspective, client assets should not
feature in the overall liquidity position of the firm as they do not belong to
the firm. However, the holding of client money and/or client assets can
have implications on a firm's liquidity position. For example, when there
are reconciliation discrepancies —between say a firm's client money
resource and a firm's client resource — CASS 7.5.29R states that any
shortfall must be paid into a client bank account by the close of business
the day that the reconciliation is performed.

In the preparation of the firm's financial statements, there may be a
different accounting treatment with respect to client assets held in an
FCA investment firm's name and this would be subject to the applicable
accounting standards. But it should be clear that client money and client
assets should not contribute towards the firm's core liquid assets and
non-core liquid assets to meet the basic liquid assets requirement and
the liquid assets threshold requirement respectively. (See Chapter 6 for
further detail on the liquid assets threshold requirement).

Assets received via a title transfer collateral arrangement (T TCA) may
count towards meeting an FCA investment firm's relevant liquid asset
requirements where those assets are eligible as core or non-core
assets as applicable. However, the potential for harm associated with
use of TTCAs should be considered under a firm's ICARA process. As
noted by MIFIDPRU 7 Annex 1.21G, a firm being reliant upon TTCAs
to meetits basic liquid asset requirement on a sustained basis is an
example of where its business model may become unviable.

One respondent drew attention to paragraph 6.19 in CP21/7, where our proposals
describe the exclusion from the definition of a core liquid asset of any asset that
‘isencumbered or subject to some restriction that prevents it being realised’. The
respondent pointed out that that there is no indication of the time horizon that would
be satisfactory for the purposes of making sure these assets can be readily realisable
and available to the firm. The respondent recommended that a timeframe of between
2 and 4 business days may be appropriate.

In addition, it was pointed out that clearing firms may hold different types of assets for
investment firms with different levels of restrictions and/or shifting ownership. This
may explain why it would be necessary to apply a degree of flexibility with respect to an
appropriate timeframe.
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Our response

MIFIDPRU 6.3.5R says that an FCA investment firm must not treat as
a core liquid asset (i) any asset that belongs to a client and (i) any other
asset thatis encumbered. MIFIDPRU 6.3.6G (2) then describes other
restrictions (eg regulatory or contractual requirements) which would
affect a firm's ability to liquidate, sell, transfer or assign the asset.
Setting a time horizon is not a relevant matter. For as long as an asset
is encumbered or subject to some other restriction, it cannot count
as a core liquid asset to meet the basic liquid asset requirement. The
same applies for encumbered or restricted non-core liquid assets (see
MIFIDPRU 7.7.9G (2)) which cannot be used to meet the liquid assets
threshold requirement.

Overall liquidity needs

One respondent requested that we reassess the underlying rationale for the specific
obligation to hold core liquid assets to meet the basic liquid assets requirement. They
suggested that, for certain business models such as principal trading firms, there is
limited impact in the event of the failure of a principal trading firm. This is because
principal trading firms do not trade or invest on behalf of any third parties, but rather they
put their own capital at risk. Consequently, they suggested that, for these firms, their
balance sheets are far less complex with little in the way of long-term assets or liabilities.
In addition, they suggest that positions can be closed out in a short period of time.

Our response

We are strongly of the view that all FCA investment firms should hold a
minimum amount of core liquid assets to be able to meet the basic liquid
assets requirement as set out in MIFIDPRU 6.2.1R. Irrespective of an
FCA investment firm'’s business model, any FCA investment firm could
enter into wind-down and the requirement represents the minimum
stock of liguid assets that we believe a firm should hold to allow the firm
to fund the initial stages of an orderly wind-down. This will help avoid
principal trading firms creating potential harm to the market.

One respondent pointed out that, despite the resemblance between our proposed
liguidity requirements and those that exist in other jurisdictions, they contend that
there are some differences. Specifically, they pointed to EU's regime, which they
argued sets only 1 criterion for the liquid assets requirement as opposed to having
both the basic liquid assets threshold plus the liquid assets threshold requirement
under the IFPR.

The respondent asked us to describe the rationale behind the second criterion (ie
the combined elements that define the liquid assets threshold requirement). The
respondent suggests that the combination of the basic liquid assets requirement and
the liquid assets threshold requirement could imply that liquid assets are necessary
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to enable a firm to begin wind-down and secondly, to begin an orderly wind-down
respectively. According to the respondent, this would imply the firm needs to hold two
sets of liquid assets twice for the same risk.

Or alternatively, the respondent said that the other combination would be that liquid
assets are needed to begin wind down and to fund ongoing operations respectively.
They suggest that in this case an FCA investment firm would have to take 2 sets of
liquid assets for 2 risks (or events) which are mutually exclusive — either the firm winds
down or it continues as a going concern.

Our response

We believe that our overall approach to liquidity requirements for FCA
investment firms is broadly consistent with the approach in our baseline.
We have, however, simplified the treatment of (core) liquid assets that
may be used to meet the basic liquid assets requirement, while providing
flexibility in the types of (non-core) liquid assets that can be used to
meet the liquid assets threshold requirement. This approach is intended
to make our rules more accessible to all FCA investment firms and avoid
having to refer across to other detailed sources such as delegated
regulations or PRA rules that implement the UK CRR. It also helps firms
determine the detailed treatment of (non-core) liquid assets to better fit
their business model.

In terms of the rationale behind the combination of the basic liquid
assets requirement and the liquid assets threshold requirement, we
do not agree with the description put forward by the respondent —it is
neither combination that they have put forward.

MIFIDPRU 6.1.7G explains that the basic liquid assets requirement is
based on a proportion of a firm's fixed overheads requirement and any
guarantees provided to clients. And that a firm may need to hold more
liquid assets to comply with its liquid assets threshold requirement. The
basic liquid assets requirement is meant to ensure that FCA investment
firms have the minimum amount of core liquid assets to enable the firm
to fund the initial stages of an orderly wind-down.

In Chapter 7 of CP21/7, we explained that firms would need to determine
if they need more liquid assets to fund an orderly wind-down than are
required by the basic liquid assets requirement. The amount of additional
liquid assets a firm may need to hold should also consider the liquidity
needs of the firm to fund its ongoing business. FCA investment firms
should set their liquid assets threshold requirement as the higher of

the liquid assets needed to fund an orderly wind-down and for ongoing
business purposes. Thus, the basic liquid assets requirement and the liquid
assets threshold requirement are not mutually exclusive as they serve to
ensure a firm has determined the total amount of liquid assets it requires
to commence an orderly wind-down. The diagrams we provided in Annex
4 of CP21/7 show the process for determining the liquid assets threshold
requirement. We discuss our response to the feedback that we receivedin
relation to the liquid assets threshold requirement in Chapter 6 of this PS.
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Impact of a FOR transitional provision on the basic liquid assets
requirement

Three respondents requested confirmation that where a firm benefits from
transitional relief limiting their FOR as set out in MIFIDPRU TP2, they will also have their
basic liquid assets requirement correspondingly reduced during the transitional period
(as the basic liquid assets requirement is determined with reference to their FOR).

Respondents asked us to clarify the interaction between the own funds requirements
TP (and specifically, those that reference the provisions concerning the FOR), and the
basic liquid assets requirement in MIFIDPRU 6.2.1R.

One respondent asked if we had considered their feedback to CP20/24, where a
request was made to provide transitional relief for current exempt-CAD firms with
respect to the liquid asset requirement. They suggest that the liquidity requirements
under the IFPR are new for current exempt-CAD firms and would mean a higher own
funds requirement for these firms under the proposed TPs.

Our response

In MIFIDPRU TP 2.7R 2 (a), MIFIDPRU TP 2.10R (2) (a) and MIFIDPRU TP
2.21R (2) we set out the instances under which an FCA investment firm
may be able to benefit from transitional relief by using an alternative
requirement for their FOR.

We confirm that we have added a transitional provision in MIFIDPRU
TP 2.24R which states that where a firm is applying an alternative
requirement for their FOR, the basic liquid assets requirement should
be calculated on the basis of the FOR as reduced by the own funds
requirements TP. See also Chapter 15.

The change to MIFIDPRU TP2 does mean that current exempt-CAD
firms may be able to benefit from transitional relief with respect to
the basic liquid assets requirement where they are able to apply the
alternative requirement for their FOR.
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Risk management, ICARA and SREP

In this chapter we summarise the feedback to our proposals on the rules and
expectations on firms' risk management and Internal Capital Adequacy and Risk
Assessment (ICARA) under the IFPR, and our approach to the Supervisory Review and
Evaluation Process (SREP).

Key proposals

In CP21/7 we explained that we saw the introduction of the IFPR as an opportunity
to re-establish our expectations for FCA investment firms'internal governance and
risk management. We began by setting out 5 key principles that underpinned our
proposed approach:

e FCAinvestment firms must consider and account for the potential harm they pose
to consumers and market

o thelCARA processis the centrepiece of firms' risk management processes

e senior managementis responsible for ensuring the appropriateness of their firm's
governance and risk management

e wewillintervene at given intervention points if FCA investment firms fail to act
appropriately or their actions prove unsuccessful

e ourexpectations on firms are proportionate to the risk of harm posed

We made clear the intention of our proposals was to build upon the framework
established in our Guidance FG20/1 'Assessing Adequate Financial Resources'
(June 2020).

Our key proposals were to:

e introduce an Overall Financial Adequacy Rule (OFAR)

o establishthe ICARA process as the centrepiece for investment firms' risk
management, incorporating business model assessment, forecasting and
stress-testing, recovery planning and wind-down planning

o setoutexpectations and standards around the assessment of the adequacy of
own funds and liquid assets, including how any necessary additional own funds and
liquid assets should be determined

e introduce the concept of notification and intervention points to clarify our
expectations of firms facing challenges to their financial resilience

o link oversight of the ICARA to responsibilities under SM&CR

e introduce the ICARA questionnaire to support the re-orientation of our approach
to SREP and risk monitoring

e allow firms that are part of investment firm groups the option of conducting the
ICARA process on a group basis
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In the CP we asked 4 questions on our proposals:

Q11: Are our expectations of firms regarding the ICARA and
meeting the OFAR sufficiently clear? If not, which areas
would benefit from further clarification?

Q12 Is the rationale for and explanation of the own funds and
liquid assets wind-down trigger sufficiently clear? If not,
which areas would benefit from further clarification?

Q13: Do you agree with our proposal to use an early warning
indicator?

Q14: Do you agree with our proposed approach to the ICARA for
firms forming part of a group?

Feedback and responses

We received 36 responses to question 11, 12 responses to question 12, 14 to

guestion 13 and 13 responses to question 14. Respondents broadly supported our
proposals, but requested clarification on several points, requested we provide more
guidance on some of our proposals, and that we adopt a transitional approach towards
full compliance with our proposed rules on the ICARA.

Expectations for ICARA and OFAR

In CP21/7 we set out our proposals to introduce the ICARA, which replaces the

internal capital adequacy assessment process (ICAAP) for those investment firms
currently subject to it. The ICARA process covers investment firms' risk management,
incorporating business model assessment, forecasting and stress-testing, recovery
planning and wind-down planning. As part of the ICARA process we proposed that
investment firms would need to meet an OFAR, to ensure that they hold sufficient own
funds and liquid assets to remain viable throughout the economic cycle, and to allow
their business to wind down in an orderly way.

There were multiple comments and queries from respondents, but no objections

to the overall proposed approach, with respondents stating their support for our
proposals as improving on the current regime by better tying in the different elements
of risk management into a more coherent whole. We break down the feedback
provided on this question into three sub-categories: the ICARA process; assessing
harms and mitigants; and transitions.

The ICARA process

We received comments from 1 respondent on the frequency of OFAR calculation and
from 11 respondents in relation to our proposed requirements on the wider ICARA
process.

Onerespondent requested that SNI firms be exempted from the ICARA process

entirely. Two respondents requested that we provide more detail on our expectations
in relation to business model analysis and planning.
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There were also requests for information on our expectations on stress testing,

such as what we meant by “severe but plausible”, and whether liquidity stress testing
should cover specific, market-wide and combined scenarios. One respondent asked
what "larger trading firms" meant in the context of our expectations on reverse stress
testing and which investment firms this applied to.

We received 1 query asking whether we expected recovery planning to be undertaken
by SNIs, and another response asked whether recovery planning should be included
within the ICARA document.

We also received 5 responses on our proposed approach to wind-down planning. One
respondent requested further clarity between our proposed rules for MIFIDPRU 7 and
our published Wind-down Planning Guide. One respondent expressed concerns that
the FOR would not be adequate for wind down. One respondent argued that the liquid
asset requirement for wind down would have a disproportionate impact on private
equity and venture capital firms given their low potential for harm.

On the wind-down triggers, a respondent argued that we should not require firms

to automatically begin wind down if a breach occurs. Another respondent requested
that our rules be amended so as not to require firms to hold in full and up front the
own funds and liquid assets required for orderly wind down. One respondent wanted
to know what would constitute an "imminent and credible” recovery. One respondent
asked whether the own funds and liquidity triggers are independent of each other.

Our response

Firms must ensure that they meet the OFAR at all times, whether the
primary component is made up of their K-Factor requirements or other
requirements.

All firms, including SNIs, pose a risk of harm to consumers and markets
and must consider and account for this risk. The ICARA process is

also the tool that firms will use to determine their own funds threshold
requirement and liquid assets threshold requirement, and therefore
determine how they meet our Threshold Conditions. For these reasons,
it would not be appropriate to exempt SNIs from the ICARA process.

Our expectations for the ICARA are proportionate and we do not expect
firms with less complex business and operating models to conduct a
disproportionately complex ICARA process. If firms believe their basic
own funds and liquid assets requirements are sufficient to cover their
assessment of their risk of harm for their ongoing operations and during
wind down, then that would be acceptable as long as they provide a clear
and reasonable basis for this view in their ICARA document.

Recovery planning forms a part of the ICARA process and should either
be included within the main ICARA document or may be provided

in a separate document alongside to form part of the overall ICARA
documentation, as long as it is properly integrated into the firm's overall
approach to the ICARA.
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Firms should refer to FG20/1 (‘Our Framework: Assessing adequate
financial resources') where we have already published guidance on
business model analysis.

Firms should use their judgment to ascertain what constitutes a severe
but plausible stress given the nature of their business and operating
model. We do not define it as a certain confidence interval or specific
market conditions. There is no general requirement to conduct
firm-specific, market-wide and combined scenarios for stress testing
and our expectations of firms are proportionate. However, firms should
consider which scenarios are most appropriate to replicate a severe
but plausible stress for their own circumstances, which may include
approaching stress testing in this way.

We have changed references to ‘larger trading firms' to 'firms with

more complex business or operating models’. In the first instance, firms
should assess for themselves whether the complexity of their business
or operating model means it is appropriate to conduct more in-depth
stress testing and reverse stress testing. The FCA may provide feedback
on the adequacy of a firm's stress testing relative to the complexity of a
firm's business or operating model as part of a SREP or other review.

As stated in CP21/7, we expect all FCA investment firms to conduct
recovery planning, including SNIs. This is because an SNI may also cause
harm to consumers and/or markets if things go wrong. This should be
proportionate to the nature and complexity of the firm's business.

We do not propose to introduce further guidance on our approach to
wind-down planning at this stage. Wind-down plans should be developed
with reference to the Wind-Down Planning Guide but taking into account
the specifics of the firm.

The wind-down trigger represents the point at which the firmis no
longer likely to be able to recover. It is important to recognise this point
so that the firm can commence an orderly wind down. By the time a firm
reaches this point, it will normally have executed its recovery planning
options, and potentially actions set by us. We would normally expect to
engage with the governing body of a firm during this process rather than
automatically imposing wind down. However, if necessary, we may use
our powers to prevent harm from occurring, for example by preventing
the firm from continuing to carry on regulated activity.

Firms should use the ICARA process to identify the amount of resources
they need for wind down and hold the relevant amount.

We recognise that some capital and liquid resources may be released
during the wind-down process and for some non-SNls it may resultin a
reduction in their K-Factor requirements. However, the purpose of this
requirement is to reduce the risk of a disorderly wind by ensuring firms

hold the necessary resources at all times to wind down in an orderly way if
required. As such, the fullamount required to do this must be held up front.
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We do not consider it appropriate to exempt private equity and venture
capital firms from the liquid asset requirement for wind down. These
firms, like all other FCA investment firms, may still pose a risk of harm
for which additional liquid assets may be required, including during wind
down.

“Imminent” means there is a specific timeline by which the firm's
situation willimprove (eg a capital injection scheduled for a specific date
in the near future), and by which the situation will not deteriorate further.
"Credible” means there is a strong probability that the firm's recovery
actions will be successful.

The own funds and liquidity wind-down triggers are independent of
each other. Breaching one should be considered a signal to wind down
without waiting to breach the other. However, if one is breached,

the position of the other may be considered as part of any actions

we expect the firm to take or may take ourselves. For example, if a
firm breaches its liquidity wind-down trigger but has a strong capital
position well in excess of its own funds requirements, we might expect
it to convert some of its assets to liquid assets.

Assessing harms and mitigants

Eleven respondents requested varying levels of guidance on the connection between
the identification and assessment of the risk of harm required under our ICARA
process rules and the calculation of own funds and liquid assets requirements under
the OFAR.

Most of these were to request further clarification and examples — either through this
publication or through follow-up guidance — of our expectations around assessing
harm. While some made a general request for guidance, others were more specific,
wanting to know how we expect firms to map harm to different exposures, citing
potential challenges in dis-aggregating a source of risk that has the potential to harm
clients, markets and/or the firmitself. One respondent requested we provide additional
templates to set out our expectations on the type of harm that we are expecting

firms to address through the ICARA. Another respondent requested we go a step
further and publish expected calibrations for K-Factor calculations to address harm not
captured through the standard K-Factor calibrations to help ensure a level playing field.
Two respondents also sought further detail on the confidence levels underlying our
expectations, for example if we expected a 1-in-200-year event to be covered.

Three respondents voiced concerns around our proposed rules prohibiting firms using
any K-Factor requirement calculated under MIFIDPRU 4 that they determined to be

in ‘excess' to address other sources of harm. They believe such an approach may not
capture the benefit of commercial agreements or similar that reduce the level of risk
overall, and more generally do not reflect how the ICARA may be used to offset risks or
take a holistic view of the business when measuring the adverse impact of disruption.
One respondent had a specific question in relation to our expectations around the use
of credit risk mitigation techniques.

We received several comments specific to our proposed approach to calculating liquid
asset requirements under the OFAR. These were to question or get clarity on our
approach to non-core assets: the appropriate treatment of intercompany and trade
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receivables, and more granular guidance on haircuts applicable to non-core liquid
assets. One respondent requested additional clarity on our desired level of granularity
compared to ILAA/BIPRU 12, specifically on what the stress in the economic cycle
should constitute.

6.18 One respondent thought that making SNI firms undertake a K-Factor assessment to
assess risks would create a more onerous framework than intended.

Our response

At this stage we do not intend to provide specific articulations, templates
or calibrations of how firms should break down and quantify the risk

of harm posed by their activities. We also do not intend to change our
rules prohibiting the use of components of an own funds requirement
required by a rule under MIFIDPRU 4 or MIFIDPRU 5 to cover harms that
cannot be attributed to that component. This is explained below.

However, we approach with an open mind how firms approach and adapt
to our standards for the ICARA process. We do not believe our proposals
pose the issues that some respondents have identified.

It is important to point out key features of the IFPR approach that

differ from existing regimes. As we set out in the summary to our first
consultation (CP20/24), the IFPR is intended to "streamline and simplify”
prudential requirements for all FCA investment firms. This applies

both to the approaches we expect of firms in how they apply internal
methodologies to undertake their risk assessment, and to how we intend
to supervise against this.

The streamlining and simplifying we want to achieve includes our
expectations for firms' determinations of appropriate levels of own funds
and liquid assets to meet the OFAR. Our expectations are proportionate
to the potential for harm posed, but rather than detailed calculations
made to a specific confidence interval, we generally consider broad
proxies sufficient and appropriate for the assessing and mitigating harm
to clients, markets and the firm.

It is not a requirement under our proposals that non-SNis determine
the additional requirements needed to address a given harm by
reference to a specific K-Factor. Investment firms may reference and
recalibrate upwards multiple K-Factors if they believe that appropriate
to capture the different sources of potential harm from an activity. They
can alternatively undertake a standalone calculation. This reflects the
examples that we provided in MIFIDPRU 7.6.8G. The example further
below illustrates how this could be approached.

We appreciate that for some firms this represents a significant change
of approach and mindset and, as we set out below in the section on
transitioning to the ICARA, our assessment of firms' application of
the ICARA process will initially be made with this in mind, until the new
process and approach are embedded.
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We would like to explain our thinking for MIFIDPRU 7.6.3R and prohibiting
firms from ‘offsetting’ between internal calculations of harm and the
calculations required by individual K-Factors.

Each K-Factor calculated under the methodology set out in MIFIDPRU
4 and 5 represents the minimum own funds amount we believe is
necessary to address the driver of harm addressed by each K-Factor,

in line with our current risk appetite. We do not consider it appropriate
for investment firms to calculate what is an appropriate offset between
the different K-Factors. The K-Factor calculations have been specifically
calibrated to capture each harm via the agreement of multiple expert
bodies at a UK and European level. The IFPR is a new regime and the
prudent approach for now is to retain minimum expectations for the
harm addressed by each relevant K-Factor.

Further, as noted above, we seek to streamline and simplify the
prudential regime for investment firms and how we monitor, benchmark
and supervise it. Prohibiting ‘offsetting’ for components of an own funds
requirement required by a rule under MIFIDPRU 4 or MIFIDPRU 5 is
consistent with that approach.

Recognising this is a new regime however, as part of our ongoing review
of the regime as it embeds this may be something that we can return to.

We do not consider intercompany receivables to be appropriate to meet
the liquid assets threshold requirement. This is because they are not
likely to be easily and promptly converted into cash during periods of
stress. Trade receivables may likewise not always be as readily realisable
in periods of stress as other assets permitted as core or non-core liquid
assets. As such they may not be used as non-core liquid assets, but in
the interests of proportionality a very limited set have been permitted as
core assets to reflect the position in the EU IFR, which is our baseline.

We will not provide further granularity on haircuts for non-core liquid
assets. As part of the ICARA process, firms should exercise their
judgment and give consideration to the specifics of their business when
applying haircuts.

We will also not provide further guidance on liquidity stress at this stage.
Different assets may be less readily realisable during different types of
stress and firms should consider plausible stresses which may impact
the amount of liquid assets needed to fund their ongoing business
operations and during wind down.

Onthe query of SNIs having to undertake K-Factor calculations, as

we set outin MIFIDPRU 7.6.9G(4), we do not expect this unless an
investment firm believes it likely it will breach the threshold to become
anon-SNIinthe short to medium term. In this case undertaking the
calculation(s) is appropriate in order for them to prepare for the K-Factor
requirements that they will likely become subject to.

More generally, in response to the requests for more guidance, it is our
intention to provide ongoing support to FCA investment firms with
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firm-specific and general guidance over the next 12 to 36 months as
we look to roll out and embed the new approach to risk assessment and
management that we have set out in our proposals.

This will be supported by how we see different firms approaching the
challenges presented by adapting to the new regime, and what we
observe to be good practice in line with our intentions.

In the shorter term, with reference to MIFIDPRU 7.4.13R, we would like to
emphasise the importance we place on business model assessment to the
ICARA process and our determination of whether firms meet the OFAR.
Firms should use their assessments of their business and operating model
as the basis for determining the likely source of harm and how to mitigate
this. Firms should provide reasonable justification for their approach.

Below we provide an example of what we mean by this.

Example of our expectations:

This is with reference to a question from a respondent on how to
determine the harm caused by a cyber incident. The specific question:
how to ‘allocate’ it as a risk under the IFPR framework since it is typically
measured as an operational risk relevant to a business area as a whole.

A starting point for us would be the firm's business model. We will use
here the example of a non-SNI asset manager with a small execution
business. Note that they could also approach this by including a
reasonable estimate of the financial impact of any risks that do not fit
neatly into a K-Factor as a fixed add-on above the K-Factor requirement.

The firm determines through its ICARA process (business model
assessment, risk assessment and reverse stress testing) that the
substantive risk it faces —that its current systems and controls could
not mitigate —is from a cyber incident. It believes that this could
crystallise in the form of the theft of sensitive client data, disruption to
business operations, and to the firm itself through reputational damage,
compensation and fines. It considers how to account for these risks
through its ICARA process.

Theft of sensitive client data

Having considered (as per MIFIDPRU 7.4.9R) the likely impact of its
systems and controls, the firm believes that the MIFIDPRU 4 K-AUM
calculationiis likely to be insufficient to cover the risk to clients from a
cyber incident. Its business model involves outsourcing much of its IT
processes, and it determines this leaves it with less scope to quickly
address any issues that would face clients than if it were inhouse. To
account for this, the firm determines that it would be appropriate to
re-calibrate under the ICARA the K-AUM calculation to 0.025% of its
average AUM (from 0.02% under our MIFIDPRU 4 requirements). This
is a conservative approach, but one that the governing body thinks is
appropriate given the importance of client data integrity to the firm's
brand.
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Disruption to business operations

The firm only has a small execution business that it is looking to exit as
part of its medium-term business strategy. The firm believes that the
MIFIDPRU 4 K-COH calculation results in an amount that is excessive,
given the nature of the business, to cover the risk of harm from handling
client orders from the cyber incident. But continues to hold the K-COH
calculated amount as a minimum as per MIFIDPRU 7.6.3R.

Risk to firm viability

While the firm believes that a major cyber incident has the potential to
pose a risk to the viability of the firm in a worst case scenario, through
its wind-down planning it has determined that its fixed overhead
requirement is sufficient to allow it to initiate an orderly wind down that
will not result in disruption to clients or the market, and so no additional
own funds are required to support wind down.

The outcome is that the firm calculates as a first step what is required to
cover the risk of harm from its ongoing activities by summing the K-Factor
requirements, including the additional requirement identified as necessary
for K-AUM and calculated by increasing the K-AUM calculation calibration.

As a second step the firm compares this to the FOR and PMR to
determine its own funds threshold requirement. The K-Factor calculation
is the higher and so is the threshold requirement.

Step1
The firm determines that the K-AUM calculation
under MIFIDPRU 4 (A) may not be enough
to address the risk of harm to clients given
its business model. It applies an upward re-
calibration on the K-AUM multiplier to determine
the appropriate own funds amount (B).
The firm believes that the K-COH calculationis
too high for the harm posed, but due to 7.6.3R
cannot use the 'excess' (C) to help meet (B).

Step 2

The firm sums the individual K-Factor
requirements, including the additional own
funds to address therisk to client assets from
the cyber-incident (D).

Since the firm has not identified any other
source of harm from its business model that
cannot be mitigated through systems or
controls, and since it believes its FOR sufficient

- to allow it to initiate an orderly wind-down, (D) is

PMR K-Factor FOR the firm's own funds threshold requirement.

Transition to the ICARA

6.19 Fourteen respondents provided comments on our expectations for the transition to
the ICARA from existing regimes. Several respondents were not in favour of larger
trading firms potentially having to review and document the ICARA process on at least
a twice-yearly basis, arguing that it may have the counter-intuitive impact of meaning it
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received less oversight and senior-level focus than an annual approach, and that annual
should be sufficient where a business model is not subject to material change.

Three responses concerned investment firms that are currently subject to ICAAP
requirements, requesting that such firms be provided with significant additional time
to make the transition in processes, procedures and modelling to the ICARA. A further
4 raised a similar request but in relation to firms that are not currently subject to ICAAP
and so would like additional time — specifically a transition period at least until the end
of 2022 —in which to adapt to the new regime.

Respondents also raised questions on the implications on own funds requirements of
the transition to the ICARA. Two of these questioned if our proposal that firms meet
the threshold requirement without a transition undermined the transitional provisions
set outin our first consultation in relation to MIFIDPRU 4 own funds requirements. Two
wanted confirmation of how we expected firms with existing individual capital guidance
to re-base this. On arelated point, 1 respondent sought guidance on our approach to
outstanding remedial actions from SREPs undertaken under previous regimes and if
they should lapse.

On theissue of timing and form submission of the ICARA, 3 respondents requested
that we provide the same flexibility as allowed under the existing ICAAP approach,
while another 2 wanted more guidance on the process for advising us of the proposed
ICARA submission date. One respondent wanted to know when the date should initially
be reported to the FCA.

Our response

We have taken into consideration the feedback around firms submitting
the ICARA document twice yearly and have amended this accordingly.
Firms will submit once a year unless there are material changes to their
business model. We emphasise that the ICARA is a continuous process
and firms should consider their risk management throughout the year
regardless of the date or frequency of submission of MIFO07.

As setoutin CP21/7, firms will have the flexibility to choose their ICARA
submission date as long as it is coherent with their reference date and it
results in the FCA receiving the data in a timely manner. We are planning
to send a questionnaire to all FCA investment firms in the autumn
(separate to the financial resources transition questionnaire mentioned
above) and expect the planned date for initial ICARA submission to be
one of the questions. After that, firms will use our online notification
form to advise us of changes to this date.

As firms will need to use the ICARA process to determine the amount of
financial resources they need to hold to meet the OFAR, there will not be
a transitional provision for the ICARA process. We recognise that there
will be some adjustment for firms as they get used to the new regime.
We expect firms to make their best efforts to comply and we may
provide firms with feedback to support them in this.

We consider the lack of transitional provision for the ICARA is consistent
with the transitional provisions for MIFIDPRU 4 own funds requirements,
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as all firms must meet the Threshold Conditions at all times regardless
of other rules which may apply to them. This includes the requirement to
hold adequate financial resources at all times. We published guidance in
FG20/1 that explained how we expect firms to assess whether they hold
adequate financial resources for these purposes.

We recognise, however, that how adequate financial resources are
assessed may change over time, for example to reflect regulatory
developments and better understanding of risks and harm. The IFPR
is new and introduces explicitly the need to consider the potential for
harm that an FCA investment firm may pose.

The MIFIDPRU 4 own funds requirement does not, by itself, determine
the level of financial resources that will be adequate for a firm. This is
because the MIFIDPRU 4 requirement is a minimum requirement that
is not necessarily tailored for the firm's individual circumstances. The
firm's ICARA assessment should consider the extent to which the
potential for harm is covered by its MIFIDPRU 4 requirement and then
supplements the minimum MIFIDPRU 4 requirement by assessing the
particular position of the individual firm as appropriate.

As set outin MIFIDPRU 7.4.16G, the ICARA process is an internal

risk management process that a firm must operate on an ongoing
basis. As part of that process, a firm will consider whether the risk

of material potential harms can be reduced through proportionate
measures (other than holding additional financial resources) and, if
so, whether it is appropriate to implement such measures. The nature
of any potential measures will vary depending on the firm's business
and operating model. Examples may include implementing additional
internal systems and controls, strengthening governance and
oversight processes or changing the way in which the firm conducts
certain business. A firm will need to form a judgement about what

is appropriate and proportionate inits individual circumstances. For
example, MIFIDPRU 7.4.5G recognises that a firm's approach should be
proportionate to the complexity of its business and operating model.
That judgement should also be informed by the firm’s risk appetite.

A firm will then need to assess whether it should hold additional own
funds (or additional liquid assets) to mitigate any material potential
harms that it has identified. This may be the case where the firm
cannot identify other appropriate, proportionate measures to mitigate
harms, or where it has applied such measures, but a residual risk of
material harm remains. Any such assessment must be realistic and
based on severe but plausible assumptions. This assessment should
take into account all relevant facts and circumstances, including:

— thefirm's MIFIDPRU 4 requirement

= With an exception for firms that currently have individual capital
guidance (ICG) (see below) the effect of any transitional provisions
onthe firm's own funds and own funds requirements and the
purpose of those transitional arrangements

— any internal controls operated by the firm (including any new
controls implemented to comply with MIFIDPRU)
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— thefact that expectations relating to adequate financial resources
may evolve over time as the MIFIDPRU regime becomes embedded
and matures.

We accept that at the outset of a new regime, there will be a need for
firms to bed in their ICARA processes and subsequently refine their
annual reviews of their assessment. We expect discussions between the
FCA and particular firms and the promotion of best practice to evolve

as both FCA investment firms and the FCA gain experience under the
IFPR and its focus upon the potential for harm, including through the
ability to wind down or exit the market in an orderly manner. We expect
to adopt a proportionate and risk-based approach to supervising these
requirements at the beginning of the MIFIDPRU regime.

We are introducing a new transitional provision for firms which currently
have ICG and/or individual liquidity guidance (ILG), which we have set

out in MIFIDPRU TP 10. These amounts act as a minimum floor to

a firm'’s threshold requirements to ensure that they do not apply an
inappropriately low requirement at the outset of the MIFIDPRU regime
before having been able to properly consider the outcome of the ICARA
process. If the firm calculates that they need to hold more resources
than the minimum floor to meet the OFAR, MIFIDPRU 4 requirements,
or basic liquid assets requirement, then they must do so, even during the
period for which TP 10is in force.

In brief, the transitional own funds threshold requirement will be
calculated by reference to the ICG amount averaged over the 12 months
covered by the firm's last own funds reports submitted before 1 January
2022. The transitional liquid assets threshold requirement will be
determined by the methodology used to determine their current ILG, as
applied on an ongoing basis.

Firms with a current ICG/ILG will need to submit MIFOO7 for the first
time by 31 March 2023 at the latest. This is to allow for firms whose
reference dates fall towards the end of the calendar year, although

we expect most firms subject to MIFIDPRU TP 10 to submit their first
MIFOO7 during 2022. The TP 10 will cease to apply a maximum of 6
months after their MIFO07 submission, or before then if we inform them
otherwise (either through individual notification or as part of a SREP).
Firms should refer to TP10 for the full details and a worked example. We
are also planning to send a financial resources transitional questionnaire
to firms who currently have additional capital and/or liquidity add-ons (ie
ICG/ILG) shortly. This will help us understand how these firms foresee
their transition and allow us to assess whether the guidance remains
appropriate in light of the new regime. We may be in touch with certain
firms on an individual basis as a result of this in 2022.

Firms should continue to comply with any outstanding actions relating
to governance and risk management (eg requirements to improve
systems and controls) from prior SREPs until they submit their first
ICARA to us, which should justify how any outstanding issues have
been addressed.
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Wind-down triggers and the early warning indicator
We received 3 supportive comments in relation to our approach to wind-down triggers
and no other comments.

8 respondents agreed with our proposal for an early warning indicator. 1 respondent
requested that we clarify our proposal, as they were concerned that it effectively
meant that we expected investment firms to hold an additional 10% capital to avoid
having to provide the FCA with continuous notifications. The respondent suggested
instead that a firm should be able to set an early warning indicator at less than 110% of
the own funds threshold requirement where the facts supported such a conclusion.

Our response

As we set out in our consultation (para 7.79), the early warning
indicator should not be seen as an additional requirement. In some
cases, it will be acceptable and appropriate that an investment firm
is within the 110% boundary for the threshold requirement for a
substantial period of time, if this is part of its agreed capital planning
and reflective of its wider business strategy.

We would expect to be made aware of the reasons for a firm triggering
the early warning notification, as we set out under 7.6.11R(2), but it
will not then be necessary for a firm to provide continuous updates to
us if they remain below the notification point. Having provided us with
the information required under 7.6.11R(2), we do not expect further
notifications unless the next notification point is met —a breach of the
own funds threshold requirement (see 7.6.11R(1)).

For example, if own funds fall from 112% of the threshold requirement
to 109%, we would require a notification. But if own funds subsequently
fell to 106%, we would not expect another notification, unless we

have specifically requested such an update (ie as part of a supervisory
dialogue outside of our MIFIDPRU 7.6.11 rule).

Itis important the firms are clear that the 110% figure is set purely

for FCA monitoring purposes. We agree with the respondent that
firms should be able to set internal early warning indicators (EWIs) at
levels appropriate to their business model. Indeed, that is a specific
requirement of our rule on recovery actions under the ICARA
(MIFIDPRU 7.5.5R). We expect firms, on a proportionate basis, to have
arange of EWIs and associated recovery actions. If a firm has an EWI
of 110% this should be because it is appropriate for its business model
and risk appetite, not because that is the FCA's measure.

ICARA process for firms that are part of a group
Three respondents welcomed our proposals for the ICARA process for firms that are
part of a group.

We received feedback from 6 respondents to request that we provide additional
guidance on our expectations. Two requested more guidance on when we would
consider a group or individual entity ICARA useful or necessary. Two requested more
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explanation of the types of entities that should be included in the group ICARA,

for example if we expected property management entities to be included, or the
non-MiFID business of CPMls. Separately, 3 respondents requested more guidance
on how we expected group level OFAR and wind-down plans to be allocated at an
individual entity level. Two respondents wanted clarification on how we expected
firms to run group risk management, including whether existing risk management
taxonomies could be adapted.

Our response

There is no general requirement to conduct a group ICARA, but

firms may choose to do to so if they meet the relevant criteria. The
appropriateness of a group ICARA will also depend on the business
model and specific circumstances of firm. For example, some firms

may conduct their business management within business lines that are
split across entities rather than on an entity-level basis. The individual
FCA investment firms in the group must still comply with certain
reguirements on an individual basis (such as wind-down planning and the
overall financial adequacy rule).

It is important to distinguish between a group ICARA process and a
consolidated ICARA process. There is also no general requirement on an
investment firm group to operate a consolidated ICARA process, except
where we impose a specific requirement on a group to that effect. This
is the case even where an investment firm group is subject to prudential
consolidation under MIFIDPRU 2.5.

We said in CP21/7 in that if we do not believe that the harm posed by
the firm can be appropriately captured by a group ICARA, then we may
require a firm to undertake it on an individual basis. We have now added
additional guidance to MIFIDPRU 7.9 to clarify that we may also impose
arequirement on an investment firm group to operate a consolidated
ICARA process (i.e. as if the overall financial adequacy rule applied to
the consolidated situation, so that the entire investment firm group
were treated as a single FCA investment firm) if we believe this to be
necessary. We would ordinarily expect to do this only in exceptional
situations, where we consider that potential harm cannot be adequately
captured through individual ICARA processes or a group ICARA process.

We would not normally require entities that conduct only non-MiFID
business to be included in a group ICARA, but we may use our
consolidation powers to require the inclusion of specific entities in some
cases where we have concerns. It may be appropriate for some firms to
choose toinclude non-MiFID entities and we would not prevent them
from doing so. A group ICARA process should reflect how the group
manages the risks of its business in practice, except where our rules
expressly require otherwise.

We remind firms, however, that all activities undertaken by an FCA
investment firm must be taken into account in its individual ICARA (or a
group ICARA that includes that firm), including any non-MiFID business
that the firm undertakes.
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We will give firms flexibility on how they allocate the financial impact

of potential harms identified by the group ICARA and wind-down
requirements between their group entities. However, they must be
allocated such that all FCA investment firms still satisfy the OFAR on an
individual basis and have sufficient resources to wind down, as entities
are wound down individually. We do not propose to require specific
allocation methodologies.

Firms forming part of a group should conduct their risk management
in a coherent way that makes the most sense for their business and
operating model in order to accurately capture their risk of harm.

The IFPRis anewregime and itis different to existing rules in that its
primary focus is on the harm a firm may pose, rather than the risks

it may face. We expect firms' approach to risk management and the
ICARA process to reflect this important difference. Firms should bear
this in mind when considering changes they may need to make to
existing risk management frameworks.

Other comments
One respondent wanted to know when firms that will be placed on a regular FCA SREP
cycle will be informed of this.

One respondent requested additional guidance on how our proposals for sectoral
reviews could work, and if it could adversely change the outcome of an individual SREP.

Several respondents requested that we use the introduction of the IFPR to provide
firms in general with more communication and feedback on our expectations. One
respondent suggested that we could produce an annual public report on how we see
firms performing in the application of the new rules, and good practice.

One respondent asked if the charts and diagrams from CP21/7 could be incorporated
into the MIFIDPRU Handbook text.

One respondent asked whether we could offer seminars to help small firms transition
to the newregime.

Our response

The way we intend to SREP firms will change to align with our focus on
harm, which may include thematic or sectoral SREPs instead of placing
all firms on regular yearly cycles. Investment firms will be informed by
their supervisory contact in the coming months if they will be subject to
aregular SREP under our new supervisory approach.

Sectoral reviews reflect existing FCA supervisory practice, where

we undertake a thematic review of a specific aspect of the business
models of a group of firms, or the risk of a certain type of harm they
pose crystallising. As we set out in MIFIDPRU 7.10.3G(2), an outcome
of this under the IFPR may be that we determine it appropriate toissue
guidance or impose additional requirements to all, or a subset, of the
entities covered by the review. If this were the case this would be in
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addition to any outcome of a firm specific SREP. Where the issue has
already been addressed through the individual SREP, or independently
by the firm through its ICARA process, it may not be necessary to apply
the outcome of the sectoral review. Such a situation will be resolved on a
case-by-case basis through supervisory dialogue with impacted firms.

As noted in our response above, we intend to support investment firms
with more guidance on our expectations and best practices in relation
to the ICARA process, and implementation of the IFPR more generally.
The idea of an annual report of some sort is something we will consider
further.

We are glad that the diagrams and charts were helpful. Unfortunately,
the Handbook format does not support such diagrams so they will not
be able to be carried across. However, we have launched an IFPR page on
our website and we plan to add the diagrams to this page for reference.

We are carefully considering how best to engage with firms later in the
year and into 2022 to ensure they are supported and able to effectively
apply the new regime when it comes into force. Following the success
of our webinar last year, further webinars remain an option. We will
communicate plans for any events in due course. Firms can also sign
up to our new IFPR newsletter by emailing IFPR-newsletter@fca.org.uk
with 'sign up'in the subject line to receive the latest updates.



https://www.fca.org.uk/firms/investment-firms-prudential-regime-ifpr
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MIFIDPRU Remuneration Code:
scope and application

In this chapter we summarise the feedback to our proposals on the scope and
application of a new remuneration regime for FCA investment firms, and set out
our response.

Key proposals

We proposed to create a single remuneration code for all FCA investment firms in
SYSC 19G. This would replace the IFPRU Remuneration Code (SYSC 19A) and the
BIPRU Remuneration Code (SYSC 19C).

We proposed:

o toapply different levels of remuneration requirements to different types of FCA
investment firms (basic, standard and extended remuneration requirements)

e how these rules would apply to CPMIs and in different group situations

e how non-SNI firms should identify their material risk takers (MRTs) and which MRTs
firms may exempt from certain rules

o that firms should apply the new MIFIDPRU Remuneration Code from the start of
their next performance year beginning on or after 1 January 2022

In CP21/7 we asked 6 questions:

Q17: Do you agree with our proposal for firms to apply the new
MIFIDPRU Remuneration Code from the start of their next
performance year beginning on or after 1 January 2022?

Q18: Do youagree that SNI firms should be subject to the ‘basic
remuneration requirements’? If not, please explain why not.

Q19: Do youagree that only certain non-SNI firms should be
required to apply the remuneration rules on deferral,
pay-out in instruments and discretionary pension benefit?
Do you have any comments on the thresholds we propose?

Q20: Do you have any comments on our proposed approach to
identifying material risk takers?

Q21: Do you agree with our proposals for exempting certain
individual from the rules on deferral, pay-out in instruments
and discretionary pension benefits? Do you have any
evidence that may assist us in defining the scope of the
exemption?
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Q22: Do you have any other comments on the proposed scope
and application of the remuneration rules?

Overview of feedback

We received 18 responses to question 17, 14 responses to question 18, 24 responses
to question 19, 21 responses to question 20, 18 responses to question 21 and 8
responses to question 22.

Timing of application

Performance year beginning on or after 1 January 2022

Thirteen respondents agreed with our proposal that firms should apply the new rules
from the start of their next performance year beginning on or after 1 January 2022.
Several welcomed not needing to introduce new remuneration policies in the middle of
a performance year.

Five respondents expressed concerns that 1 January 2022 would not give all firms
enough time to make the necessary changes to their remuneration policies and
practices. Respondents mentioned the ongoing challenges associated with Brexit
and COVID-19, amendments to employment contracts, and designing appropriate
instruments to pay out variable remuneration.

Our engagement with stakeholders has shown that some firms have performance

periods which are shorter than 1 year, for example quarters. They requested clarity on
when they should start applying the MIFIDPRU Remuneration Code.

Our response

We have amended the application provision to refer to ‘performance
periods'instead of '‘performance years' This means that a firm with
quarterly performance periods should apply the new code from the
beginning of its next performance period beginning on or after 1 January
2022.

We have also added a guidance provision to remind firms that the

code applies to each performance period, regardless of its length. For
example, firms should ensure they apply the rules on performance
assessment and risk adjustment to each performance period. Rules that
refer to periods of years, such as deferral periods, would still apply for the
stated length of time.

By publishing DP20/2 in June 2020 and CP21/7 in March 2021, we have
informed FCA investment firms about the potential content of the

new remuneration regime as we have developed it. The near-final rules
published with this PS should enable firms to complete the necessary
steps by the start of the next performance period beginningin 2022.
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The pay-out of variable remuneration for performance years
beginning in 2022 will not take place until 2023. This provides firms
subject to the extended remuneration requirements with an extra year
in which to finalise the pay-out arrangements.

Transitional provision

We proposed that firms currently in scope of the IFPRU or BIPRU Remuneration
Codes should continue to apply them until 1 January 2022 or the beginning of their
next performance period after that, whichever is later. We consulted on a transitional
provision to provide for this.

Respondents asked us to clarify which remuneration code would apply where:
o thevariable remunerationis based on performance in 2021 but is awarded after the
firm has started to apply the new MIFIDPRU Remuneration Code

e thevariable remunerationis awarded in 2021 but is paid out by the firm after the
firm has started to apply the new MIFIDPRU Remuneration Code

Our response

The new remuneration code applies to performance periods beginning
onor after 1 January 2022. It is the performance period, rather than the
date on which the remuneration is awarded or paid out, which is relevant.

This means that firms subject to the existing IFPRU and BIPRU
Remuneration Codes should continue to apply those rules when
awarding and paying out remuneration where the remunerationin
question is for performance or services provided during a period which
started before 1 January 2022.

We have made some minor changes to the transitional provision to
reflect this. We have also added a guidance provision clarifying that it
is the performance period which determines whether the MIFIDPRU
Remuneration Code applies.

Scope and application to firms

Application to SNI firms

We proposed to require SNI firms to comply with a small number of principles-based
remuneration rules. Eleven respondents agreed with our proposal, with some noting
that it would be important for all FCA investment firms to be subject to certain
minimum standards.

One respondent disagreed, arguing it would create a competitive disadvantage
for UK firms when compared with EU firms, who are exempt from all remuneration
requirements in the IFD.
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Our response

We confirm we will proceed to apply the basic remuneration
requirements to all FCA investment firms, including SNI firms.

We agree with respondents that it is important to putin place certain
minimum standards for all FCA investment firms. This is essential to the
objectives of our overall approach to remuneration, which are to:

o promote effective risk management

e ensure alignment between risk and individual reward

e support positive behaviours and healthy firm cultures

o discourage behaviours than can lead to misconduct and poor
customer outcomes

The principles-based nature of these requirements provides firms
with a high degree of discretion in how they comply with them. We
consider this will mitigate the risk of any competitive disadvantage.
Many SNI firms are also already subject to existing FCA remuneration
requirements.

Relationship between SYSC 19F and SYSC 19G

One respondent requested clarification of the relationship between the proposed
remuneration requirements in SYSC 19G and the existing requirements on MiFID and
insurance distribution remuneration incentives in SYSC 19F.

Our response

We have not proposed any changes to SYSC 19F, so the scope,
application and content of these rules remain unchanged. The focus
of SYSC 19F is staff incentives and the remuneration of sales staff and
advisers.

We recognise that there is some overlap with the MIFIDPRU
Remuneration Code but we do not consider there are
incompatibilities. Firms in scope of both SYSC 19F and SYSC 19G will
need to comply with both.

Thresholds for application of extended remuneration requirements
In CP21/7, we proposed that a non-SNI firm would be in scope of the extended
remuneration requirements (deferral, pay-out in instruments and pay-out of
discretionary pension benefits) if:

o thevalue of its on-and off-balance sheet assets over the preceding 4-year period
is a rolling average of more than £300m, or

o thevalue of its on-and off-balance sheet assets over the preceding 4-year period
is a rolling average of more than £100m (but less than £300m), and it has trading
book business of over £150m, and/or derivatives business of over £100m
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Use and level of thresholds
Most of the 24 stakeholders who responded to this question agreed that only certain
non-SNI firms should have to comply with the extended remuneration requirements.

Eight respondents agreed with our proposals for thresholds for non-SNI firms. Sixteen
respondents disagreed, and can be broadly divided into 2 groups:

e Some respondents argued that it should be left to each non-SNI firm to decide
whether it would be proportionate for it to apply the extended remuneration
requirements. They requested that if we do decide to set a threshold, then it should
be £15bn of total assets, as under our current guidance on proportionality under
the IFPRU Remuneration Code. One respondent suggested we should set the
threshold at £5bn to align with the rules applicable to banks, building societies and
designated investment firms since December 2020.

o Otherrespondents argued that the metrics we proposed do not lead to an
accurate assessment of which FCA investment firms have remuneration policies
and practices posing the greatest risks to customers and the financial system.
They suggested that different or additional metrics should be used to reflect the
nature and complexity of the firm's activities. However, we did not receive specific
suggestions for metrics.

Both groups of respondents argued against our proposed thresholds on the basis that
they would bring more firms into scope of deferral and pay-out in instruments than
under the current IFPRU and BIPRU Remuneration Codes.

They also expressed competition concerns, arguing that non-SNI firms subject to the
standard remuneration requirements would have a competitive advantage over those
subject to the extended requirements. Some respondents feared the result may be
large scale migration of MRTs and other staff from larger firms to smaller ones.

Our response

We agree with respondents that it is appropriate for some non-SNI firms
to apply deferral and pay-out in instruments. If we set the threshold at
£15bn, no firms would be in scope of these provisions. Our cost benefit
analysis (published as Annex 2 to CP21/7) shows that only just over

100 out of around 3,600 FCA investment firms would be in scope of

the extended requirements under our proposals. Furthermore, some

of these firms already apply deferral and pay-out in instruments to their
MRTs, or even to wider categories of staff.

Itis worth recalling that firms subject to the extended remuneration
reguirements must apply them to only a small proportion of their staff.
These are the staff members identified as MRTs and whose variable
remuneration exceeds certain thresholds (see below).

We acknowledge that the metrics we are proposing are not a perfect
measure of the risks posed to and by FCA investment firms and that any
application threshold has the potential to create tiers. But we believe that
the metrics represent a proportionate approach to identifying the largest
non-SNI firms and also have the advantage of being relatively simple.


https://www.fca.org.uk/publication/finalised-guidance/guidance-on-proportionality-ifpru-firms-sysc-19a.pdf
https://www.fca.org.uk/publication/finalised-guidance/guidance-on-proportionality-ifpru-firms-sysc-19a.pdf
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An alternative would be to require all non-SNI firms to apply deferral
and pay-out in instruments. We have considered this approach and
concluded that it would not be proportionate.

We will nevertheless monitor any changes in the market, in particular
those relevant to competition and employment, and keep the
thresholds and metrics under review.

Defining the metrics

We received several questions from respondents about what should and should not be
included in firms' calculations of their on- and off-balance sheet assets, trading book
assets and derivatives business.

Two respondents also queried the proposed use of ‘gross' trading book assets and
'gross’ market value of derivatives business. They argued it would be more reflective
of the risk to the market and more consistent with the K-AUM to use net trading book
assets and the net market value approach for derivatives business.

Our response

Following respondents’ feedback, we have reflected on how the metrics
are defined in our draft rules. We have made some changes to clarify
certain aspects while also better reflecting the levels of potential harm to
customers and the market that can arise from trading activity.

In relation to on-and off-balance sheet assets, we have:

o replaced the term with ‘'on-balance sheet assets and off-balance
sheet items'’

o defined 'off-balance sheetitems' as the items listed in Annex 1 of the
UK CRR

o clarified that firms must calculate their on-balance sheet assets
in accordance with the applicable accounting framework, and their
off-balance sheet items using the full nominal value

We have also clarified that firms must use the exposure values (EV) of
their on- and off-balance sheet trading book and derivatives business.
We have added a provision on how firms must calculate these values,
based on the calculation of EV in MIFIDPRU 5.4.

Calculating the average assets

A number of respondents raised questions about how a firm should calculate the
value of its on-and off-balance sheet assets (following the changes outlined above,
now on-balance sheet assets and off-balance sheet items) over the preceding 4-year
period as a rolling average. Respondents asked:

o whether the average should be calculated on the basis of 4 yearly figures, 48
monthly figures, or some other frequency

o whether acquisition of another entity requires the value of its assets to be
retrospectively included in the 4-year average
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A further respondent asked us whether CPMI firms should calculate their assets based
solely on the firm's MiFID business.

Our response

As some respondents have pointed out, using only 4 annual values could
result in materially different outcomes depending on which date is used.
We think that quarterly values could also lead to distortions, and daily
values would impose an unnecessary administrative burden on firms.

We consider the most appropriate frequency to be monthly as this

will provide a representative average over the 4-year period. We have
clarified this in the final rules. Firms have discretion to decide which
date of the month is used but, after choosing it, may only change it for
genuine business reasons.

It is possible that, prior to the application of the MIFIDPRU Remuneration
Code, some non-SNI firms will not record the data needed for the
calculations on a monthly basis. We have added guidance explaining that
where a firm doesn't have all the monthly data points for the preceding

4 years, we would expect the firm to use the data points it does have

in a way that paints the most representative picture of the periodin
question.

The value of the assets and items used for the calculation of the average
are point-in-time values. They should not be amended retrospectively
to take account of later events, such as acquisitions. This ensures the
same treatment for businesses which grow organically and through
acquisitions.

CPMI firms should not calculate their on-balance sheet assets and
off-balance sheet items based only on their MiFID business. To ensure
a level playing field, all firms in scope of the MIFIDPRU Remuneration
Code should use their total on-balance sheet assets and off-balance
sheet items. To make this clearer, we have added a guidance provision
to the application rules. For consistency, we have added a similar
guidance provision to MIFIDPRU 2.5.22G when applying the on-

and off- balance sheet criteria to be classified as an SNI firm on a
consolidated basis.

Application to consolidation groups

Several respondents asked us to clarify how the remuneration requirements should be
applied to consolidation groups. Some were also unsure whether the thresholds should
be calculated on anindividual entity or consolidated basis.
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Our response

We confirm that non-SNI firms should calculate the remuneration
thresholds on an individual entity basis, including where they are part of
prudential consolidation groups.

We are aware of some concerns that calculating the thresholds at
individual level may influence the structure of groups or favour certain
types of growth models over others. However, thisis in line with the
approach applied across all our existing remuneration codes.

We have clarified in the MIFIDPRU Remuneration Code that the
extended remuneration requirements do not apply on a consolidated
basis. This means that an entity within a consolidation group is subject
to the rules on pay-out ininstruments, deferral, retention and pay-out of
discretionary pension benefits only if it exceeds the thresholds, and not
solely because another entity in the group exceeds the thresholds. We
think this delivers a proportionate outcome.

Firms should note that this approach differs to that which applies to the
determination of whether a consolidation group is to apply the rules as if
it were an SNI or non-SNI firm (see MIFIDPRU 2.5.21R and 2.5.22G). We
have clarified in the MIFIDPRU Remuneration Code that this approach
also applies in the context of SYSC 19G.

This means that where the consolidation group contains at least 1
non-SNI firm or a firm which deals on own account, the consolidation
group must comply with the rules as if it were a non-SNI, so it must apply
the standard remuneration requirements at consolidated level. In other
instances, the consolidation group is to comply with the rules as if it were
an SN, so the basic remuneration requirements will apply.

We have also added a provision which clarifies that the parent entity of
a consolidation group is responsible for identifying staff members who
have a material impact on:

o therisk profile of the investment firm group as a whole, or

o therisk profile of, or assets managed by, any other entity in the group
to which the MIFIDPRU Remuneration Code applies on an individual
basis

Application to CPMI firms

7.24 We proposed that the MIFIDPRU Remuneration Code should apply to CPMI firms. We
also proposed that, where MRTs have responsibilities for both MiFID and non-MiFID
business, the firm must apply to them the stricter of the requirements in the applicable
remuneration codes.

7.25 Two respondents disagreed with our proposals. They argued that it would result in
complexity if CPMI firms had to apply 2 remuneration codes and that it is not easy to
split MiFID from non-MiFID business. They suggested that compliance with the AIFM
or UCITS Remuneration Code should suffice to also be deemed compliant with the
MIFIDPRU Remuneration Code.
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The 2 respondents considered it would be unfair to apply the stricter requirements to
MRTs with responsibilities across both MiFID and non-MiFID business, especially where
the individual works primarily on non-MiFID matters.

As alternatives, they suggested we could permit CPMI firms to:
e choose which of the relevant codes to apply to the MRT, depending on which is
more appropriate in the circumstances

e apportion the remuneration of the MRT to MiFID or non-MiFID business and apply
the relevant code to each portion

Our response

We consider it is appropriate for CPMI firms to apply the remuneration
codes relevant to the types of business they conduct. Some MRTs in
non-CPMI firms are already subject to more than 1 remuneration code,
and this will continue to be the case under the MIFIDPRU Remuneration
Code. Inline with our broader approach under the IFPR, it is appropriate
that the same also applies to CPMI firms.

We have considered the apportionment approach suggested by
respondents. However, if remuneration were to be apportioned, the
potential for the MIFIDPRU Remuneration Code to drive positive
behaviours and reduce negative outcomes for customers and markets
would be significantly reduced. This is because the sums would be a
relatively small proportion of the individual's total remuneration. As
the respondents have acknowledged, such apportionment would also
be far from simple.

Application of multiple remuneration requirements

We received requests for clarity on which rules a non-SNI firm should apply to an
individual who has been identified as an MRT under both the MIFIDPRU Remuneration
Code and another remuneration code.

Our response

We have restructured and simplified some of the application provisions
to clarify what a firm should do where an MRT is subject to multiple
remuneration requirements, for example the MIFIDPRU Remuneration
Code and another remuneration code.

Where multiple requirements apply, an FCA investment firm (or, where
consolidation applies, the parent entity) must ensure compliance with all
relevant requirements. In many instances, different remuneration codes
contain the same requirement, so this is unproblematic. For example,

all our codes require firms to take into account both financial and
non-financial criteria when assessing individual performance.

In most other instances, it is possible to comply with all relevant
requirements by complying with the stricter of them. For example, a firm
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may be subject to the basic remuneration requirements at solo entity
level but to the standard remuneration requirements at consolidated
level.

Only where it is not possible to comply with both provisions because
there is a conflict, is there a need to decide which provision to apply. In
these situations, the stricter of the provisions should be applied. We
believe these situations are very rare.

We have added guidance to clarify that we would expect firms to
determine which rules are stricter on a provision by provision basis
rather than by applying all or none of a remuneration code to an
individual. We have also provided illustrative examples of situations in
which multiple requirements may apply to 1 MRT.

Application to subsidiaries established in third countries

In relation to group entities in third countries, we proposed to apply the remuneration
rules only to those MRTs who oversee or are responsible for business activities that
take place in the UK. MRTs whose roles are not linked to UK activities in this way would
not be in scope of the MIFIDPRU Remuneration Code.

Two respondents welcomed this proposal. One suggested it would be fairer if our
remuneration rules were to apply only to the portion of the MRT's remuneration that
relates to the portion of their time spent on business activities in the UK.

Another respondent asked us to clarify how this rule applies to a firm which has been

granted permission to apply the group capital test given the remuneration rules do not
apply on a consolidated basis to such firms.

Our response

As stated above under ‘Application to CPMI firms', we do not consider
that apportionment of MRTs' remuneration has the same potential to
drive positive behaviours and reduce poor conduct.

Therule on MRTs in subsidiaries in third countries does not apply to
firms that are subject to the group capital test. We consider itis clear
from the rules that this requirement is relevant only to FCA investment
firms in prudential consolidation groups.

Scope and application to individuals

We proposed that all FCA investment firms must apply the basic remuneration
requirements to all members of staff. In addition, we proposed that non-SNI
firms must apply the standard and, where applicable, the extended remuneration
requirements to their MRTs.
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Identifying material risk takers

7.33 We set out proposals for how non-SNI firms should identify their MRTs with a view to
identifying all individuals whose professional activities have a material impact on the
risk profile of the firm or the assets it manages.

Identification process

7.34 Eleven respondents agreed with our proposals for identifying MRTs. Many emphasised
their support for not being required to identify individuals based solely on the level of
their remuneration. Only 1 respondent argued in favour of such quantitative criteria.

7.35 Eight respondents disagreed with our proposals or suggested alternative ways we
could shape the requirement. Most of these said they would like more flexibility and
argued against a minimum list of categories of staff or suggested the list should be
indicative only. They argued that the diversity of investment firms means it is not
appropriate to require allnon-SNI firms to identify certain types of staff given they may
be relatively junior roles in smaller firms.

7.36 One respondent suggested that only the most senior categories of staff who report
into the firm's governing body should be MRTs, as this would be more aligned with the
Senior Managers Regime (SMR).

7.37 We received a number of questions on whether certain staff can be excluded as
potential MRTs, for example because they are responsible for non-MiFID business,
located outside the UK, employed by a non-UK group entity or are paid by an
off-payroll service company.

Our response

Overall, we consider that our proposals strike an appropriate balance
between clarity and firm discretion by establishing minimum standards
(supplemented by guidance) which give firms enough discretion to allow
them to reflect their own structures and activities. We confirm we will
proceed with our list of categories of staff that must be identified as
MRTs and with the accompanying guidance.

Itis important that non-SNI firms properly identify their MRTs given

that the standard and, where applicable, extended remuneration
requirements apply to these individuals. Because we do not propose to
include quantitative criteria for MRT identification, the significance of the
qualitative criteria is greater than under our current remuneration codes.

With this in mind, we urge firms to take a holistic approach to MRT
identification and to avoid a compliance-focused or 'box-ticking'
approach. This means the list should provide a starting point only, with
firms supplementing it with extra criteria of their own, for example
drawing on the guidance we provide in SYSC 19G.5.

We encourage firms to focus on the overall purpose of the MRT
identification process, which is to identify all those individuals whose
roles mean they have a material impact on the risk profile of the firm, or
of the assets it manages, and so have the greatest potential for causing
harm to the firm, its customers and financial markets.
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Following the feedback we have received, we would like to clarify a
number of points in relation to the identification process:

e The name of the function or role is not decisive but rather the
authority and responsibility held by the individual. This may mean that
individuals in relatively junior roles are not identified as MRTs if they do
not hold an appropriate level of authority and responsibility.

o The process should identify those with managerial responsibilities
rather than all those members of staff with operational
responsibilities in a certain field.

e Anyindividual who has a material impact on the risk profile of the
firm, or of the assets it manages, should be identified as an MRT.

This includes individuals employed or contracted by the solo entity
or (where the rules apply on a consolidated basis) another firmin the
consolidation group. This is irrespective of whether the individual

is located in the UK or abroad, and whether or not they have
responsibilities for MiFID business.

Firms should note that identifying MRTs and assigning accountability
to Senior Management Functions (SMFs) under the SMR are separate
processes. SMFs cover only the most senior individuals who need FCA
approval, while MRTs cover a wider range of risk-taking roles.

Specific categories of staff
7.38 We received some requests for clarity around how ‘'managerial responsibility' should
be interpreted.

Our response

We consulted on a Glossary definition of 'managerial responsibility”:

‘a situation in which a staff member heads a business unit or a control
function and is directly accountable to the management body as a whole,
a member of the management body or to senior management’ We also
consulted on definitions of 'business unit' and 'control function'.

We did not receive any feedback on our proposed definitions, so we
confirm we will proceed with them.

Exemption for certain individuals

7.39 We proposed to exempt certain MRTs from the rules on deferral, pay-outin
instruments and pay-out of discretionary pension benefits. To qualify for the
exemption, we proposed that an MRT would need to:

e have variable remuneration of £167,000 or less, and
* have variable remuneration which makes up one-third or less of their total
remuneration

7.40 Tenrespondents agreed with our proposed exemption. A further 5 agreed that there
should be an exemption of this kind but suggested higher thresholds.
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A common suggestion was to set at a higher level, or remove, the criterion that

the variable remuneration should make up no more than one-third of the total
remuneration. Respondents argued that many of their staff receive variable
remuneration in excess of one-third of their total remuneration, and that the criterion
could potentially drive up the percentage of MRTs' remuneration that is fixed.

Two respondents suggested that the maximum variable remuneration permitted
under the exemption should be increased beyond £167,000.

We also received a number of requests for clarification of the scope and application of
the exemption. These included:

e whether the exemption can also be applied to the standard remuneration
requirements

o whether the threshold is to be calculated based on the maximum possible award of
variable remuneration or the actual amount of the award to the MRT

o where an MRT does not meet 1 or both of the criteria, whether the exemption
applies to the qualifying portion of the MRT's variable remuneration

Our response

We think it is appropriate to define this exemption with reference not only
to the level of variable remuneration awarded but also to the proportion it
makes up of the MRT's total remuneration.

For example, MRT A and MRT B are both awarded £150,000 in variable
remuneration. If MRT A has fixed remuneration of £600,000 and MRT B
of £175,000, the financial incentives created for MRT B are stronger than
those for MRT A. This makes it more likely that MRT B's remuneration will
influence their decision-making and behaviour, and so potentially lead to
harm. In our view, it is appropriate that the additional safeguards provided
by deferral and pay-out in instruments apply to MRT B, even though both
MRT A and B are receiving the same amount of variable remuneration.

As we set outin CP21/7, our current guidance to IFPRU and BIPRU firms,
AlFMs and UCITS management companies permits firms to disapply
certain provisions in similar circumstances. We have not found evidence
to suggest the thresholds should be set at a higher or lower level.

No data or other evidence was offered in support of the suggestions we
received from respondents to the consultation, so we have not changed
our proposals. We will monitor the impacts of the exemption and keep
the thresholds under review.

By way of clarification, we would remind firms:

e The exemptionis relevant only to those firms and MRTs to which the
extended remuneration requirements apply.

* The exemption does not relate to the basic or standard requirements.

o Incalculating whether an individual qualifies for the exemption, it
is the amount of the actual variable remuneration awarded that is
decisive.
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o Both criteria must be met for an MRT to qualify for the exemption. It
is not possible to apply the exemption to the part of the individual's
variable remuneration that is below the thresholds.
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8 MIFIDPRU Remuneration Code:
basic remuneration requirements

8.1 In this chapter we summarise the feedback to our proposals for 'basic remuneration
requirements’ and our response.

Key proposals

8.2 We proposed that all FCA investment firms should have remuneration policies and
practices that meet certain minimum standards. These relate to:

e remuneration policy design

e governance and oversight of remuneration policies and practices
o fixed and variable remuneration

e restrictions on variable remuneration

8.3 In CP21/7 we asked 1 question:
Q23: Do you have any comments on the specific remuneration

rules which we propose to apply to all FCA investment firms
(‘basic remuneration requirements’)?

Overview of feedback

8.4 We received 15 responses to question 23. Respondents agreed with most of our
proposals for basic remuneration requirements, so we will proceed with these.

8.5 We summarise below the feedback we received on specific issues. Many of the
comments we received concerned the types of payments which may be considered
as remuneration, and the use of non-financial criteria when assessing the individual
performance of staff members.

8.6 We also set out our responses, which include some changes to the proposals on which
we consulted.

Payments considered as remuneration

Definition of remuneration

8.7 We proposed that the remuneration policies of FCA investment firms must make
a clear distinction between fixed and variable remuneration. We proposed that all
remuneration should be either fixed or variable. Our proposals relied on the existing
Glossary definition of 'remuneration’.
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8.8 One respondent pointed out that the Glossary definition contains different definitions
of remuneration’ for use in different contexts, and asked us to clarify which applies to
the MIFIDPRU Remuneration Code.

Our response

Paragraph 1 of the Glossary definition of remuneration should be used
for the purposes of the MIFIDPRU Remuneration Code: ‘any form of
remuneration, including salaries, discretionary pension benefits and
benefits of any kind'. As indicated in the Glossary, this definition is

to be usedin allinstances except the specific contexts set outin
paragraphs 2, 3 and 4 (which are not relevant here).

Guidance on remuneration and profit-sharing

8.9 We consulted on guidance to assist partnerships and limited liability partnerships
(LLPs) determine which types of payments to partners and members of LLPs should
be treated as remuneration under the MIFIDPRU Remuneration Code, and which
should be treated as a return on equity.

8.10 Partnerships and LLPs found this guidance helpful. They sought further clarity on how
our expectation that a material portion of the profit share of a partner (or member of
an LLP) be considered as remuneration fits with our view on how to categorise profit
shares as remuneration or not remuneration.

Our response

We have responded to this feedback by clarifying in the guidance
provision that we would expect 'a reasonable portion' of the

profit share of a partner (or member of an LLP) to be considered
remuneration where that partner or member works full-time for
the firm. This aligns with our existing General guidance on the AIFM
Remuneration Code (SYSC 19B).

Carried interest
8.11 We consulted on a guidance provision which set out that carried interest should be
considered as remuneration for the purposes of the MIFIDPRU Remuneration Code.

8.12 Two respondents argued that carried interest does not form part of an individual's
remuneration because they pay for the units that entitle them to receive carried
interest, and the value is determined by the performance of the fund in which the
carried interest is held, not by the performance of the individual.

8.13 Three respondents considered that it is unnecessary to subject carried interest to
requirements on pay-out ininstruments, deferral and ex-post risk adjustment. They
argued that, by their nature, carried interest schemes ensure the alignment of the
interests of staff and investors because:

* payment to carried interest holders is only made once capital has been returned
and a rate of return paid to investors


https://www.handbook.fca.org.uk/handbook/glossary/G2826.html
https://www.fca.org.uk/publication/finalised-guidance/fg14-02.pdf
https://www.fca.org.uk/publication/finalised-guidance/fg14-02.pdf
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e thereis asignificant gap between award and pay-out
e 'badleavers' usually have to forfeit their unvested carried interest rights

Respondents also noted that carried interest arrangements are well-established and
often exist at the global level within financial groups. They expressed concern that if
our rules necessitated changes to such schemes, there would be animpact on the
competitiveness of the UK because it would be less attractive for investors and UK
firms less attractive for employees.

We also received requests to clarify the point at which the value of carried interest
should be calculated, as this will be needed to determine the variable to fixed
remuneration ratio. All respondents who commented on this noted that the current
practice is to use the value at the time of award.

Our response

We have carefully considered this feedback, which came mainly

from large UK trade bodies. It was not our intention to propose rules
that would require large scale changes to existing carried interest
arrangements or have a negative impact on the competitiveness of the
UK or UK firms.

To address the concerns raised, we have clarified that:

o the MIFIDPRU Remuneration Code applies to carried interest
e carriedinterest must be valued at the time of its award

We have added a new rule which means that the requirements on
pay-outininstruments, deferral, retention and ex-post risk adjustment
do not apply to carried interest arrangements where:

o thevalue of the carried interest is determined by the performance of
the fund in which the carried interest is held

o the period between award and payment of the carried interest is at
least 4 years, and

o there are provisions for the forfeiture or cancellation of carried
interest that include at least situations in which the MRT participated
in or was responsible for conduct which resulted in significant losses
to the firm, and situations in which the MRT failed to meet appropriate
standards of fitness and propriety

Co-investment where aloanis provided

In our proposed guidance on co-investment arrangements, we said that we would
expect the return on aninvestment to be categorised as remuneration where the
investment was made by the individual using a loan from their employer.

Two respondents disagreed with this, arguing:
e Itwould not be fair to determine whether the arrangement is remuneration or

an investment according to whether the loan is provided by the employer or
another lender.



PS21/9
Chapter 8

8.18

8.19

8.20

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

e Itwould go further than the ESMA Guidelines on sound remuneration policies
under the AIFMD, which state that a loan granted by the firm should not be
considered a co-investment arrangement only where it has not been repaid by the
individual by the time the returniis paid.

Our response

In response to this feedback, we have amended the guidance to clarify
that we would consider the returns on a co-investment arrangement

to be remuneration only where the investment was made using aloan
provided by the firm or a member of the group to which the firm belongs,
and that loan:

» was not provided to the individual on commercial terms, or
» had not beenrepaidin full by the time the return on the investment
was paid

Financial and non-financial criteria

We proposed that all FCA investment firms must take into account both financial and
non-financial criteria when assessing the individual performance of their staff. To help
firms identify and apply appropriate non-financial criteria, we proposed to include
guidance around our expectations as well as a non-exhaustive list of examples of
non-financial criteria.

Split of financial and non-financial criteria

Four respondents disagreed with, what they believed, to be a proposal that firms must
give equal weight to financial and non-financial criteria, i.e. a 50/50 split. They argued
that each FCA investment firm should have the discretion to apply performance
criteria as it sees fit, and should be able to decide the split between financial and
non-financial criteria.

One respondent noted that a 50/50 split would likely be unpopular with shareholders,
especially in relation to executive directors of listed companies.

Our response

The rule we proposed requires only that FCA investment firms take
into account financial and non-financial criteria. The reference to 'equal
weight'is in a guidance provision and explicitly recognises that a 50/50
splitis not always appropriate.

To make this clearer, we have amended the relevant guidance
provision to say that equal weighting ‘may be appropriate’ for some
firms, rather than 'will be appropriate’ for some firms.
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Environmental, social and governance factors
Our draft list of examples of non-financial criteria included achieving targets relating to
environmental, social and governance (ESG) factors.

One respondent requested further guidance on how firms should link remuneration
practices with ESG factors. This stakeholder was concerned that without further
clarification, firms may not adhere to the requirement and/or an inconsistent approach
may be adopted across FCA investment firms.

Our response

Our proposals do not require FCA investment firms to include ESG
factors in the non-financial criteria they choose to assess staff
performance. The criteria on which we consulted are examples. They are
designed to give firms a flavour of the types of non-financial criteria they
may wish to consider.

Consequently, we have not added any further guidance on the use
of ESG factors. But we recognise that the role of ESG is increasing,
and will monitor whether and how firms link ESG targets to variable
remuneration.

Firms benefiting from public financial support

We proposed that an FCA investment firm that benefits from extraordinary public
financial support (for example a government bail-out) must not pay any variable
remuneration to members of its management body.

One respondent noted that this approachis stricter than that which applies to banks,
building societies and designated investment firms. This is because the Dual-regulated
firms Remuneration Code permits variable remuneration to be paid to members of the
management body where it 'is justified".

Our response

We did not intend to adopt a stricter approach to that in the
Dual-regulated firms Remuneration Code. We have amended the
relevant rule in the MIFIDPRU Remuneration Code to provide that an FCA
investment firm benefiting from extraordinary public financial support
must not pay variable remuneration to members of its management
body ‘unless this is justified.

We have also added a guidance provision which sets out our view that

it may be justified to pay variable remuneration to a member of the
management body who was not in office at the time the extraordinary
public financial support was required. This aligns with our expectations of
firms in scope of the Dual-regulated firms Remuneration Code.



PS21/9
Chapter 8

8.25

8.26

8.27

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

We have also replaced the references to extraordinary public financial
support with ‘exceptional government intervention'. This ensures
further alignment with the rules applicable to banks, building societies
and designated investment firms.

Remuneration Policy Statement templates

We noted in CP21/7 that we intend to review and amend the existing Remuneration
Policy Statement (RPS) templates in line with the final MIFIDPRU Remuneration
Code. These are templates which IFPRU and BIPRU firms may use to record how their
remuneration policies and practices comply with the relevant rules.

One respondent queried whether it is proportionate to apply the templates to SNI
firms given that many of the remuneration requirements do not apply to them.

Several stakeholders have contacted us to ask when we will make the revised
templates available.

Our response

The existing RPS templates are not compulsory but rather are designed
as a tool for firms to help them document their remuneration policies
and practices. Accordingly, firms may choose to document their
remuneration policies in a different way.

We do not intend to change the optional character of the RPS templates
when we review and amend them to take account of the new MIFIDPRU
Remuneration Code. We will make the revised templates available after
we adopt the final remuneration rules later this year.

In the meantime, we have added a guidance provision to SYSC 19G.2
to clarify that, in line with the general record-keeping requirements in
SYSC 9, a MIFIDPRU investment firm should ensure its remuneration
policies and practices, including performance assessment processes
and decisions, are clear and documented.
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MIFIDPRU Remuneration Code:
standard remuneration requirements

In addition to the basic remuneration requirements, we proposed in CP21/7 to apply
additional rules, the 'standard remuneration requirements’, to all non-SNI firms. In this
chapter, we summarise the feedback to these proposals and our response.

Key proposals

We proposed that all non-SNI firms should identify their material risk takers (MRTs)
and apply the standard remuneration requirements to them. In addition to the basic
requirements, the standard requirements cover:

e setting aratio between variable and fixed remuneration

e performance assessment

e ex-ante and ex-post risk adjustment, including malus and clawback

o restrictions on non-standard forms of variable remuneration, such as guaranteed
variable remuneration and buy-out awards

In CP21/7 we asked 2 questions:
Q24: Do you have any comments on the specific remuneration
rules we are proposing to apply to allnon-SNI firms
(‘standard remuneration rules’)?
Q25: Do you agree with our proposal to extend the existing

non-Handbook guidance on ex-post risk adjustment to FCA
investment firms?

Overview of feedback

We received 15 responses to question 24 and 7 responses to guestion 25.
Stakeholders agreed with many of our proposals for standard remuneration

requirements and provided helpful feedback on several issues. This has led us to
change the detail of some of our proposals.

Scope and application

One respondent queried why the standard remuneration requirements should be
applied only to MRTs and not to all members of staff at all FCA investment firms,
including SNI firms. They argued that the harm which could be caused by an individual
may not differ much between some MRTs and some non-MRTs.
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Another respondent asked for clarification of our expectations on firms considering
whether to apply some of the standard remuneration requirement to non-MRTs, and
whether such considerations should be documented.

Our response

We agree that applying the standard remuneration requirements to
categories of staff other than MRTs can be beneficial. Our proposed
rules would not preclude a firm from choosing to apply some or all of the
standard or extended remuneration requirements to members of staff
who are not MRTs. We would encourage firms to consider whether this
might be helpful as part of their wider risk management strategies and/
or as a measure to support a healthy firm culture.

We have added a guidance provision to SYSC 19G.5 to clarify this.
We would also expect firms to document all decisions related toits
remuneration policies and practices, as noted in Chapter 8.

We consider it would be disproportionate to require SNI firms to

apply the standard remuneration requirements to all their staff. The
implementation and application costs would be likely to outweigh the
potential benefits. However, we consider it good practice for an SNI
firm to consider whether there are any aspects of the standard or
extended remuneration requirements which it wishes to apply to some
or all of its staff in support of sound risk management and/or a healthy
firm culture. We have added a guidance provision to SYSC 19G.1 to
reflect this.

Setting aratio between variable and fixed remuneration

We proposed that non-SNI firms must set an appropriate ratio between the variable
and fixed components of the total remuneration. This should be set out in the firm's
remuneration policy.

Several respondents welcomed the absence of a single maximum ratio or 'bonus cap'.
They pointed out that this flexibility would allow each firm to manage its remuneration
structures in the way most appropriate to its risks.

One respondent asked whether there is a ratio that we would consider to be too high.
Our engagement with stakeholders also showed there is uncertainty about whether
the ratio a firm defines could be increased, for example if the firm experiences a
considerably better financial year than predicted.

A number of industry stakeholders expressed concern about the potential
consequences of being required to publicly disclose their ratios. These included that it
could lead to pressure to increase variable remuneration if employees could compare
ratios across firms.
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Our response

Given the diversity of investment firm business models, activities, and
remuneration arrangements, we do not consider it would be appropriate
for us to define ratios that we would consider to be 'high’ or ‘low’.

A firm should consider all potential scenarios when settingits ratio or
ratios for the coming year, including that the firm exceeds its financial
objectives. The maximum ratio should reflect the highest amount of
variable remuneration that can be awarded to the category of MRT in
the most positive scenario. A firm should be satisfied that it has taken
into account all relevant factors and be able to explain its decision to us
upon request. We have clarified these expectations in a new guidance
provision.

In general terms, we would consider a ratio not to be appropriate where
the fixed element of the remunerationis so small as to require the
payment of variable remuneration to ensure basic living costs can be
met. In such instances, staff may feel under financial pressure which
can drive risk taking beyond the firm’'s own risk appetite. Appropriate
governance and documentation of processes and decisions have an
important role to play.

We will shortly issue a further consultation paper containing our
proposals on remuneration disclosure requirements. We will take into
account the concerns raised by respondents to CP21/7 in formulating
our proposals.

Performance assessment

We proposed that performance-related variable remuneration must be based on a
combination of the assessment of the performance of the individual, the relevant
business unit, and the overall results of the firm. The performance assessment must
be based on a multi-year period which takes into account the business cycle of the firm
and its business risks.

Six respondents indicated that they were unsure how to interpret the proposal to base
the performance assessment on a multi-year period. For example, they asked whether
annual performance reviews would be compatible with such a requirement, and
whether the assessment of the individual, business unit and firm performance would
all have to be conducted over a longer period.

Our response

The proposed requirement reflects the fact that revenue and profits can
be volatile and may be subject to cycles. This can result in exaggerated
performance assessments if the performance of the individual, business
unit or firm as a whole is considered at a single point in time.
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To prevent this, our proposal requires non-SNI firms to take a longer
term approach. This includes setting some aspects of the assessment
process in a multi-year framework, deferring variable remuneration over
a period which reflects the firm's business cycle or the redemption policy
of the funds managed, and/or using appropriate ex-ante and ex-post
adjustments.

We have amended the relevant rule to better reflect the policy
intention.

Annual review of remuneration policy by control functions

We proposed that non-SNI firms should ensure its remuneration policy and practices
are subject to an independent, internal review by staff engaged in control functions at
least annually. We suggested that, where 1 exists, the review should be conducted by
the internal audit function.

Two trade bodies pointed out that the internal audit functions of FCA investment firms
operate in diverse ways, with some having in-house internal audit functions and others
outsourcing the function, for example to financial auditors. On this basis, they queried
whether the guidance on using the internal audit function was helpful to all firms.

One of the trade bodies also requested further guidance on what aspects of the
remuneration policies and practices should be covered by such a review, and in how
much detail.

Our response

We agree with the respondents that these provisions could be clearer.
We have:

e amended the rule to clarify that the independent internal review
relates to the implementation of the remuneration policy and
practices, and whether they comply with the policy framework and
procedures laid down by the management body in its supervisory
function

o added guidance to provide more detail of what we would expect the
review to include

e removed the reference to the internal audit function

o clarified in guidance that the review may be outsourced in whole orin
part (for example to consultants)
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Ex-post risk adjustment

Clawback

9.17 We proposed that all non-SNI firms must have in place ex-post risk adjustment
mechanisms that enable an MRT's variable remuneration to be reduced by up to
100%. Firms must set minimum malus (where deferral is in use) and clawback periods
that allow sufficient time for any potential risks to crystallise and for adjustments to
be made.

9.18 One respondent disagreed with the proposed use of clawback, arguing that it is not
an effective deterrent and its practical application would be likely to result in costly
litigation. They considered malus to be a more realistic approach where variable
remuneration has been deferred.

9.19 In our engagement with stakeholders, a small number of non-SNI firms requested
clarity on appropriate clawback periods where deferral is not used. They noted that
our proposed rule on clawback periods would not be relevant to them given that it
requires clawback periods to span at least the combined length of the deferral and
retention periods.

Our response

We understand that the use of clawback in the UK has been very limited.
However, enabling a wider use of malus by FCA investment firms would
mean making deferral compulsory for all non-SNI firms rather than

just for those subject to the extended remuneration requirements. We
consider this would be disproportionate.

It remains open to all non-SNI firms to use deferral periods, which would
then enable the use of malus as well as clawback. Our approach provides
firms with the flexibility to choose whether or not to use deferral and
malus in addition to clawback.

We have added guidance to clarify that non-SNI firms subject to the
extended remuneration requirements must include in their remuneration
policies the possibility of applying in-year adjustments, malus and
clawback. Where performance adjustment is required, the appropriate
tool should then be applied.

When setting minimum clawback periods where no deferral is used,
we would remind firms to carefully consider all types of risks, including
conduct risks, and how long they may take to crystallise. Given that
the minimum deferral period for firms subject to the extended
remuneration requirementsis 3 years, we would generally consider
this to be an appropriate starting point for all FCA investment firms
when considering minimum clawback periods. We have added thisin a
new guidance provision.
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Non-Handbook guidance on ex-post risk adjustment

As part of CP21/7, we proposed to extend the scope of our existing General guidance
on the application of ex-post risk adjustment to variable remuneration. This aims to
provide FCA investment firms with more detailed guidance on how we would expect
them to comply with our proposed rules on malus and clawback.

Six respondents expressed support for this proposal, stating they found the proposed
guidance helpful. We did not receive any comments on the substance of the
non-Handbook guidance.

Our response

We will proceed to adopt the amended text of the non-Handbook
guidance as consulted on. We intend to issue the Finalised Guidance
at the same time as the final MIFIDPRU Remuneration Code later
this year.

Non-standard forms of variable remuneration

We proposed to include in the MIFIDPRU Remuneration Code rules and guidance on
the use of guaranteed variable remuneration, retention awards, buy-out awards and
severance pay for MRTs.

We received no comments on our proposals on guaranteed variable remuneration. We
confirm we will proceed with those as consulted on.

Severance pay

We proposed that non-SNI firms should apply all the relevant variable remuneration
rules to severance pay. We also proposed that they must be included in the variable
component of the fixed to variable remuneration ratio for the performance periodin
which the award was made.

We have become aware that there are occasionally situations in which it could create
difficulties to require non-SNI firms to include severance pay in the ratio, for example
where making certain severance payments could require a firm to exceed its ratio.

Our response

When settingits variable to fixed remuneration ratio, a non-SNI firm
must consider all potential scenarios. This should include the situationin
which the maximum possible severance pay is awarded to an individual
in line with the severance provisions set out in the firm's remuneration
policy and any relevant statutory requirements.

A firm may have to make a severance payment as a result of a legal
obligation that has arisen (for example a court order) after the firm has

adopted the relevant version of its remuneration policy. Where this
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would result in the non-SNI firm exceeding the ratio it has set, the firm
should exclude from the variable component the difference between
the maximum severance pay foreseen in its remuneration policy and the
severance pay it has become obliged to pay.

We have amended the rules to include this exception.

Retention awards
We proposed that retention awards must only be paid to MRTs after a defined event or
at a specified point in time.

The draft provisions on retention awards belong to a section of the MIFIDPRU
Remuneration Code with the heading 'non-performance related variable
remuneration’. Stakeholders have asked us whether this means that retention awards
must not have performance criteria attached.

Our response

By making the payment of a retention award dependent on the MRT
meeting certain defined performance criteria, we consider that the
alignment of risk and reward is further strengthened. We have added
guidance to SYSC 19G.6 to clarify that an FCA investment firm may
(but does not have to) link a retention award to performance criteria.

Buy-out awards
We proposed that where a non-SNI firm 'buys out’ the remaining deferred variable
remuneration of a new employee, it must ensure that:

e thebuy-out awardis aligned with the long-term interests of the firm
o itis subject to the same pay-out terms and ex-post risk adjustment arrangements
as under the previous employer

Four respondents highlighted that our proposal to require 'the same’ pay-out terms
and ex-post risk adjustment arrangements would be a stricter requirement than that
which currently applies to banks, building societies, designated investment firms and
IFPRU investment firms. Our remuneration codes in SYSC 19D and SYSC 19A require
only that that these are ‘appropriate’.

The respondents argued that subjecting the buy-out award to the same malus and
clawback triggers as the previous employer would not be practical and would not
necessarily align with the long-term interests of the new firm. One of them also
considered that the new employer should have the flexibility to set their own deferral
and vesting periods.

Our response

It was not our intention to impose a stricter requirement on non-SNI
MIFIDPRU investment firms.
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To better reflect the policy intention, we have changed the relevant rule
to require the duration of the retention, deferral, vesting and ex-post risk
adjustment arrangements to be 'no shorter’ than the duration applied,
and remaining, under the previous employer.

The only requirement in relation to the non-duration aspects of the
pay-out, malus and clawback arrangements is that these must be
aligned with the long-term interests of the firm.
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10 MIFIDPRU Remuneration Code:
extended remuneration requirements

10.1 We proposed in CP21/7 to apply some additional rules to the largest non-SNI firms. In
this chapter, we summarise the feedback to our proposals for ‘extended remuneration
requirements’ and our response.

Key proposals

10.2 In addition to the basic and standard remuneration requirements, we proposed
reguirements covering:

e payingout a portion of variable remuneration in shares, other instruments or using
alternative arrangements

o deferraland vesting

¢ retention

o discretionary pension benefits

10.3 In CP21/7 we asked 2 questions:
Q26: Do you agree with our proposals for rules on paying out

variable remuneration in shares, other instruments or using
alternative arrangements?

Q27: Do you have any comments on our proposals on deferral,
vesting and retention?
Overview of feedback

10.4 We received 11 responses to question 26 and 16 to question 27.

10.5 We received no comments on our proposals on discretionary pension benefits. We
confirm we will proceed with those as consulted on.

Pay-out in shares, other instruments or using alternative
arrangements

10.6 We proposed to require the largest non-SNI firms to pay out at least 50% of an MRT's
variable remuneration in shares, share-linked instruments and/or other types of
instruments which we defined in CP21/7. We proposed that firms unable to issue any
eligible instruments would be able to apply to us for a modification of the rule.
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Pay-out requirement

Firms generally welcomed our proposals, especially the flexibility on the types of
eligible instruments. One respondent noted that applying for a modification allows
firms to confidently operate an alternative scheme which it knows has been assessed
by us and found to be appropriate.

Four stakeholders disagreed with the requirement to pay out any portion of variable
remuneration in shares, instruments or using alternative arrangements. They argued
that in deferral and ex-post risk adjustment are sufficient to ensure alignment of
interests. Pay-out ininstruments or operating an alternative arrangement would
impose a significant burden on firms, putting them at a competitive disadvantage.

Privately owned investment firms expressed especially strong concerns. Some argued
that only publicly owned firms should be subject to this requirement.

Our response

The largest firms in scope of our existing remuneration codes are
subject to similar requirements on pay-out in instruments. We do not
think there is a compelling case for taking a different approach to the
largest FCA investment firms.

Furthermore, a majority of the FCA investment firms that will be subject
to the extended remuneration requirements are already in scope of at
least 1 of our existing remuneration codes.

We are aware that it may be more straightforward for many publicly
owned firms to meet this requirement than for some privately owned
firms. We have tried to provide as much flexibility as possible, for example
by highlighting the possibility of applying for a modification to permit
alternative arrangements. In view of this, we do not consider it would be
appropriate to apply different pay-out rules to firms dependent on their
ownership structures.

We confirm we will proceed with our proposed approach.

Proportion to be paid out in instruments

Two respondents suggested that we align the percentage of variable remuneration

to be paid out ininstruments (at least 50%) with the percentage subject to deferral
(usually at least 40%, but at least 60% where the variable remuneration is a particularly
high amount). They argued that this would be administratively simpler because it would
avoid scenarios such as some instruments not being subject to deferral or some cash
awards needing to be deferred.

Our response

Our proposals for the proportions of variable remuneration to be paid
outininstruments and subject to deferral are minimum percentages.
This means that firms are free to increase them in relation to some or all
their MRTs.
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For example, a firm may choose to both pay out in instruments and
defer 50% of an MRT's variable remuneration (assuming it was not
‘a particularly high amount'). We have therefore not amended the
requirement to pay out at least 50% in instruments.

Non-cash instruments which reflect the instruments of the portfolios
managed

One trade body asked whether the type of eligible instrument referred to in our

draft rules as 'non-cash instruments which reflect the instruments of the portfolios
managed’ also includes notional units which track the performance of units in the
underlying portfolio and are settled in cash. They were concerned that the use of the
term 'non-cash' might lead to an interpretation that such instruments may not be used
because they are settled in cash.

Our response

We can confirm that this type of arrangement does fall within the
category of non-cash instruments which reflect the instruments of
the portfolios managed. This is because they achieve the objective of
reflecting the credit quality of the firm or fund managed.

We have clarified this in the MIFIDPRU Remuneration Code.

Use of shares and instruments issued by parent entity

Three respondents asked whether it would be appropriate to use shares or
instruments of a parent entity in variable remuneration if there is no close relationship
with the credit quality of the FCA investment firm concerned.

Our response

The purpose of the requirement to pay out a proportion of an MRT's
variable remuneration in instruments is to align the interests of the
individual with those of the firm. This is done by linking the value of the
variable remuneration to the credit quality of the firm.

We confirm that shares and instruments issued by a parent entity may
be used as variable remuneration to meet the pay-out rule. We have
clarified in the MIFIDPRU Remuneration Code that this is subject to the
value of those shares or instruments moving in line with the value of an
equivalent ownership interest in the individual entity concerned.

A firm whichis not able to issue any eligible instruments which meet this
condition may apply to us to use alternative arrangements.

We would remind firms that additional tier 1 instruments, tier 2
instruments and other instruments which can be converted to
common equity tier 1 instruments or written down (as defined in
SYSC 19G Annex 1) cannot be issued by an entity other than the
individual MIFIDPRU investment firm.
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Alternative arrangements

One trade body expressly welcomed our proposal for alternative arrangements and
pointed out that some LLPs already have arrangements in place which have been
agreed with the FCA and are linked to their status as LLPs. The respondent asked
whether such agreements could be transitioned to the MIFIDPRU regime without the
need for a modification application.

Ourresponse

The MIFIDPRU Remuneration Code is a new regime which will replace
the existing codes for IFPRU and BIPRU firms. Many aspects have been
tailored to the investment firm sector. This includes the requirement
for investment firms unable to issue eligible instruments to apply fora
modification and submit proposals for alternative arrangements.

We will need to assess both existing and new arrangements or
schemes before approving any modification applications. We advise
any firm with concerns or questions to contact us as early as possible.

Deferral and vesting

We proposed that non-SNI firms subject to the extended remuneration requirements
must ensure:

o atleast 40% of the variable remuneration awarded to an MRT is deferred for at least
3 years

e where the variable remuneration is a particularly high amount, and in any case
where itis £500,000 or more, at least 60% is deferred

o the deferred variable remuneration does not vest faster than on a pro rata basis

e nointerest or dividends paid on the shares or instruments during the deferral
period are paid out to the MRT either during or after the deferral period

Length of deferral period
Two respondents welcomed the flexibility provided by our proposal for 40% of variable
remuneration to be deferred for at least 3 years.

Five respondents commented on the guidance we provided that we would expect
MRTs whose roles and responsibilities mean they have a considerable impact on the
risk profile of the firm, or the funds it manages, to be subject to a deferral period longer
than the 3-year minimum.

Some of these respondents had understood this guidance to be a rule and suggested
that alonger deferral period should only be required for the most senior MRTs, for
example members of a firm's board and executive committee. One respondent asked
us how much longer than 3 years we would expect the deferral period to be.

One respondent argued that prudential and conduct risks would in any case have
crystallised within 3 years, meaning it would be unnecessary to ever go beyond the
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3-year minimum. Another respondent argued that it would be difficult to operate a
longer deferral period alongside the requirement to pay-out in shares or instruments.

Our response

Our proposal was for a rule requiring 40% of variable remuneration to

be deferred for 'at least 3 years' Our intention was to provide some
guidance around the types of situations in which we consider it may be
appropriate to have a deferral period longer than the minimum. Members
of the management body or senior management were given only

as examples.

Stakeholder feedback has shown that our guidance could have been
clearer. We have amended the provision to emphasise that it may be
appropriate (rather than it being an expectation in all instances) to apply
a deferral period longer than 3 years to the most senior MRTs. We have
retained the example of members of the management body.

We consider it is important to provide firms with full flexibility beyond
the 3-year minimum, so have not added any further guidance on

the length of deferral periods. We confirm the list of factors which
firms must take into account when setting the deferral and vesting
schedule. These provide firms with clear guidance while retaining
flexibility.

Deferral of ‘a particularly high amount’

Four respondents commented on our proposal to require firms to defer at least 60% of
an MRT's variable remuneration where that variable remuneration is a particularly high
amount, and in any case where itis £500,000 or more.

Three respondents considered 60% to be an excessive amount to defer. Two
suggested a minimum of 50% would be more appropriate.

Two stakeholders provided comments on the proposed £500,000 threshold for
application of 60% deferral. One argued it was arbitrary and would mean a different
population of MRTs being subject to the higher rate of deferral each year. Another
requested further guidance on what constitutes 'a particularly high amount”.

Our response

We do not agree that 60% is an excessive proportion to defer. We
consider it is appropriate to take this additional measure to ensure risk
alignment where an individual receives a particularly high amount of
variable remuneration in the context of their firm's remuneration policy
and/oris at least £500,000. Itis unlikely to apply to alarge number of
MRTs and would not give rise to a disproportionate amount of additional
administration given they willin any case be subject to deferral.

60% deferral and £500,000 are the levels used in all our existing
remuneration codes. We do not consider that there is any reason why
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a different approach is needed for FCA investment firms. We think this
consistency will be helpful to firms and MRTs subject to more than one
remuneration code.

We consulted in CP21/7 on the factors we would expect firms to
take into account when determining what should be considered ‘a
particularly high amount’. We did not receive any feedback on these
factors, so confirm we will include them in the new Code. We do not
think it is necessary to provide additional guidance on this issue.

Interest and dividends

We received a lot of detailed feedback on our proposal to not permit interest or
dividends on shares or instruments during the deferral period to be paid out to the
individual.

Nine respondents strongly disagreed with our proposal. Their arguments included:

e Itcreates a misalignment of the interests of the individual and the firm's key
stakeholders, such as shareholders and clients, so runs counter to the objective of
the rules on deferred shares and instruments.

o One of the main purposes of the ban oninterest and dividends for firms in scope
of the Dual-regulated firms Remuneration Code was to prevent a breach of the
bonus cap. As there is no bonus cap proposed for FCA investment firms, this is not
a relevant consideration.

e The existing rules and guidance for AlFMs and UCITS management companies do
not prevent payment of interest and dividends. Preventing it for FCA investment
firms would create a competitive disadvantage in recruitment and retention. It
would also result in alack of consistency within firms.

e Itis common practice outside the financial services sector for senior employees to
accrue interest and dividends. Preventing this in the investment firm sector would
making it more difficult to hire appropriate talent from other sectors.

*  Not permitting dividends or interest would not have any positive behavioural
consequences. Any negative behaviours potentially arising from them are already
mitigated through the requirements on deferral, pay-out in instruments and
ex-post risk adjustment.

o  Firms would seek to compensate their staff for the 'loss’ of interest and dividends,
for example by increasing fixed pay or issuing shares to MRTs at fair value.

o The fact that the firm remains the legal owner of deferred shares and instruments
until the variable remuneration vests, does not preclude the firm from paying the
interest or dividends to the individual at the point of vesting.

Several respondents noted that they agreed MR Ts should not benefit from interest
and dividends during the deferral period.

Our response

We have listened to this feedback and changed our proposal. We will
permit MRTs to accrue interest and dividends during the deferral period,
but firms will not be permitted to pay them to MRTs until the point of
vesting. This will apply on the condition that the interest rate or level of
dividends paid is not higher than that which would have been paid to an
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ordinary holder of the instrument. Where this condition is not met, the
accrued interest or dividends may not be paid out to the MRT.

We do not require MIFIDPRU investment firms to include dividends
and interest in the variable component of the variable to fixed
remuneration ratio. We consider this would introduce complexity
without a corresponding benefit.

Vesting

We proposed that deferred variable remuneration must not vest faster thanon a
prorata basis. A respondent asked whether this means that an MRT could access
and/or sell the vested portion before the end of the deferral period, subject to the
retention period.

Our response

Where remuneration vests on a pro rata basis, each portion vests at
different times. For example, if £60,000 is deferred over 3 years and
vests on a pro rata basis, then £20,000 would vest after the first year, a
further £20,000 after the next year, and the last £20,000 at the end of
the deferral period.

This means that the individual takes legal ownership of each portion
inturn. As aresult, the retention period applies to each portion
separately, so the individual can access and/or sell the cash or
instruments at the end of each portion's retention period (whether or
not the deferral period has ended).

Retention

We proposed that FCA investment firms must ensure all shares and instruments
issued for variable remuneration are subject to an appropriate retention policy.

Two respondents disagreed with our proposal. They argued that there is little benefit
to adding a retention period to a deferral period of at least 3 years. It was said to add a
layer of complexity which we could avoid by requiring longer deferral periods instead.

One respondent asked if we could provide guidance or examples around what an

appropriate retention period might be.

Our response

We appreciate that separate deferral and retention periods can pose
challenges. However, if we were to require no retention period, it would
likely be appropriate to instead prescribe a longer deferral period.
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As we do not intend to define a minimum retention period, this would
reduce the overall flexibility for firms to set a deferral and retention
schedule appropriate to their business and their categories of MRTs. We
are keen to maintain this flexibility, which has been welcomed by many.

In line with the Financial Stability Board's Principles and Standards for
Sound Compensation Practices, an appropriate retention period is

a requirement under all our existing remuneration codes. We do not
believe there is a clear rationale for adopting a different approach for FCA
investment firms.

We consulted on a list of minimum factors we would expect firms to
consider when deciding on an appropriate retention period. We did not
receive any feedback on these factors, so confirm we will include them
as consulted on.



https://www.fsb.org/work-of-the-fsb/market-and-institutional-resilience/post-2008-financial-crisis-reforms/building-resilience-of-financial-institutions/compensation/
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11 Governance

11.1 In this chapter, we summarise the feedback to our governance proposals for FCA
investment firms, and our responses.

Key proposals

11.2 In CP21/7, we proposed high-level governance requirements for all FCA investment
firms. These should be appropriate and proportionate to the nature, scale and
complexity of the risks inherent in the firm's business model and activities.

11.3 We also proposed that the largest non-SNI firms must have risk, remuneration and
nomination committees. At least 50% of the membership of each committee should
be non-executive members of the management body.

11.4 In CP21/7 we asked 2 questions:

Q15: Do you have any comments on our proposals for high-level
rules on internal governance and controls?

Q1e6: Do you agree with our proposals to require certain non-SNI

firms to have a risk committee, remuneration committee
and nomination committee.

Overview of feedback

11.5 We received 7 responses to Q15 and 23 responses to Q16.
11.6 Having considered the feedback, we will proceed with our governance proposals largely

as consulted on. We have made some changes to our proposals for the largest non-SNI
firms to have committees, which we set out below.

Internal governance and controls

11.7 We proposed that all FCA investment firms, including SNI firms, must have robust
governance arrangements. These must include a clear organisational structure,
effective risk management processes, and adequate internal control mechanisms.

11.8 We also consulted on minimum criteria that an FCA investment firm should take into
account when considering whether its governance arrangements are appropriate and

proportionate.

11.9 Six respondents agreed with our proposed high-level governance requirements. Two
asked us to clarify how the internal governance rules would apply to FCA investment
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firm groups on a consolidated basis, for example where there are non-investment
firms in the group or where the parent is a non-regulated entity.

Our response

In light of the positive feedback, we will proceed with the internal
governance rules and guidance as consulted on.

As set out in the table in MIFIDPRU 7.1.3, the internal governance rules

in MIFIDPRU 7.2 apply to all FCA investment firms on an individual basis.
Where an investment firm group is subject to prudential consolidation,

the rules also apply to the UK parent entity.

In line with our approach to consolidation in MIFIDPRU 2.5, this means
the UK parent entity must apply the internal governance ruleson a
consolidated basis with the parent entity and all the undertakings in
the investment firm group being treated as if they were a single FCA
investment firm. This would include an unregulated UK parent entity
and an undertaking that is not an FCA investment firm.

Risk, remuneration and nomination committees

We proposed that the largest non-SNI firms would be required to have risk,
remuneration and nomination committees at individual entity level (the ‘committees
requirement’). We set out our approach to applications for modifications of this
requirement, and how we intend to deal with FCA investment firms that are currently
'significant IFPRU firms' and have waivers or modifications of the existing committee
requirements.

Thirteen of the 23 responses to this question were supportive of our proposals.
Respondents highlighted their support for:

o the possibility of applying for a modification to allow a firm to rely on a group level
committee

e thereguirement that at least 50% of the members of each committee should be
non-executive members of the management body, of which 1 must be the chair

e recognising that not all firms' legal structures permit non-executive members of
the management body

Other respondents disagreed with the proposed requirement to have these
committees and/or to have them at individual entity level. We also received a number
of requests for clarification.
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Firms in scope of the committees requirement
11.13  Under our proposals, a non-SNlinvestment firm would need to have risk, remuneration
and nomination committees if:

o thevalue of its on-and off-balance sheet assets over the preceding 4-year period
is a rolling average of more than £300m, or

o thevalue of its on-and off-balance sheet assets over the preceding 4-year period
is a rolling average of more than £100m (but less than £300m), and it has trading
book business of over £150m, and/or derivatives business of over £100m

11.14 Tworespondents disagreed with our proposal, arguing that the proposed thresholds
would mean more firms being required to establish committees than under our current
rules. Two other respondents asked us to clarify how the committees requirement
applies at consolidated level.

Our response

As set out in Chapter 7 when discussing the thresholds for application

of the extended remuneration requirements, we acknowledge that the
metrics we are proposing are not a perfect measure of the risks posed to
and by FCA investment firms. However, they represent a proportionate
approach to identifying the largest non-SNI firms.

We have amended the definition of the metrics and provided further
clarity on how firms should calculate their average assets. This ensures
the thresholds for the committees requirement remain aligned with
those for the extended remuneration requirements in the MIFIDPRU
Remuneration Code. The changes are summarised in Chapter 7
(paragraphs 7.19t0 7.22).

We confirm that non-SNI firms should calculate the thresholds on
anindividual entity basis. We also remind firms that the committees
requirement does not apply on a consolidated basis (see table in
MIFIDPRU 7.1.3). This means that an FCA investment firm group subject
to prudential consolidation is not required to set up a risk, remuneration
or nominations committee at group level. Instead, the committees
requirement applies only to the individual entity.

We set out below how individual FCA investment firms may be able to
rely on a group level committee to satisfy the requirements applicable
to the individual entity.

Risk committees

11.15 Respondents generally agreed with our proposal that the largest non-SNI firms must
establish a risk committee at individual entity level. Several noted that risk committees
are an effective way of monitoring the risks which arise from the activities of an
investment firm.
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Our response

We will proceed with the requirement for non-SNI firms in scope of the
committees requirement to establish a risk committee at individual
entity level. We consider that it is appropriate to require risk committees
atindividual entity level because the risks to which a firm is exposed, and
can pose to its customers and the wider market, can differ considerably
depending on factors such as its activities, types of clients, business
model and strategy.

As we proposed in CP21/7, a firm will be able to apply to us for a
modification if it has a group level risk committee it considers meets
the requirements.

Remuneration committees

Six respondents disagreed with our proposal for remuneration committees to be
atindividual entity level. They argued that we should permit FCA investment firms
subject to prudential consolidation to establish a remuneration committee at group
level, without the need to apply for a modification.

Their reasons included:
e the EU Investment Firms Directive permits the largest non-SNis to have

remuneration committees at group level
e group level remuneration committees are permitted under the ESMA Guidelines on

sound remuneration policies under the AIFMD and the corresponding Guidelines
under the UCITS Directive

e remuneration policies usually operate at group level, so allowing group level
remuneration committees would help to ensure consistency and alignment of
remuneration strategies across the group

e remuneration committees at individual entity level would be burdensome for
groups containing multiple FCA investment firms subject to the committees
requirement, without a corresponding benefit

Our response

We agree with respondents that it is important a remuneration
committee adds value and provides an appropriate level of oversight of
remuneration policies. It should contribute to the better alignment of risk
and individual reward.

We have carefully considered the feedback and take the view that it is
possible for the objectives of remuneration committees to be fulfilled at
group level. We have amended our rules to permit a non-SNI firm to rely
on a group level remuneration committee where the firmis part of an
FCA investment firm group to which prudential consolidation applies and
where the UK parent entity has a remuneration committee that:

¢ meets the composition requirements (where they apply)
* has the necessary powers to comply with the other obligationsin
MIFIDPRU 7.3 on behalf of the non-SNI firm, and
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* has members with the appropriate knowledge, skills and expertise in
relation to the non-SNI firm

Where these criteria are met, a firm may rely on the group level
remuneration committee without needing to apply to us for a
modification.

Non-SNI firms in groups subject to the group capital test may apply for
a modification in the way we proposed in CP21/7.

Nomination committees
Three respondents disagreed with the proposed requirement for the largest non-SNI
firms to have nomination committees. They argued:

e It should be for the management body to decide whether it wishes to establish a
nomination committee.

e Themanagement body itselfis often best placed to consider its own collective
skills and experience and can effectively engage in succession planning and appoint
senior management without the need for a nomination committee.

e Some non-SNis subject to the requirement have relatively small management
committees, so a separate nomination committee would add little value.

Two respondents suggested that firms should be permitted to combine their
remuneration and nomination committees.

Our response

We consider that nomination committees have an important role to
play in evaluating candidates to ensure there is an appropriate balance
of knowledge, skills, diversity and experience on the management body.
The importance of such committees continues to grow.

For example, we highlighted in DP21/2: Diversity and inclusion in the
financial sector —working together to drive change (July 2021) that
nomination committees can help ensure their decisions are not
dominated by a small group of individuals with the same characteristics.
This supports improved decision-making and delivery of products and
services that better meet the needs of a diverse customer base.

We agree with respondents that the management body itself may be
able to fulfil these and other tasks. However, we think it is appropriate to
require the largest non-SNI firms to establish nomination committees
to ensure sufficient time and independent thought is dedicated to
these and other key issues. We have not set out in detail the role of

the nomination committee as we consider this should be for the
management body to determine.

The role of the nomination and remuneration committees are separate
and distinct. Accordingly, we do not think it would be appropriate to
combine the tasks in a single committee.


https://www.handbook.fca.org.uk/handbook/glossary/G3254.html
https://www.fca.org.uk/publications/discussion-papers/dp-21-2-diversity-and-inclusion-financial-sector-working-together-drive-change
https://www.fca.org.uk/publications/discussion-papers/dp-21-2-diversity-and-inclusion-financial-sector-working-together-drive-change
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For these reasons, we will proceed with the requirement for the largest
non-SNI firms to establish nominations committees at individual
entity level. As we proposed in CP21/7, a firm will be able to apply to us
for a modification if it would prefer to rely on a group level nomination
committee.

Significant IFPRU firms and enhanced scope SM&CR firms

We said in CP21/7 that the new committees requirement applying to the largest
non-SNI firms would replace the current requirements for significant IFPRU firms to
have risk, remuneration and nomination committees.

We have received queries from stakeholders asking what this means for the future of
the term 'significant IFPRU firm'. Specifically, they have asked what the consequences
are for firms which are enhanced scope Senior Managers and Certification Regime
(SM&CR) firms due to being significant IFPRU firms.

Our response

Afirm thatis currently an enhanced scope SM&CR firm because itis a
significant IFPRU firm will continue to be an enhanced scope SM&CR firm
when the IFPR comes into force. There will be no change in this respect.

We are no longer using the term 'significant IFPRU firm' to define which
firms need to have risk, remuneration and nomination committees. But
we are not making substantive changes in the other contexts in which it
is used. The thresholds behind 'significant IFPRU firm" will continue to be
used to define firms that are enhanced scope SM&CR firms.

Because the IFPRU sourcebook will no longer exist under the IFPR,
we plan to consult as part of our next IFPR CP on moving the relevant
thresholds to SYSC, and renaming 'significant IFPRU firm". But we do
not intend to change the substantive thresholds that underpin the
term, only the name.

Approach to existing waivers and modifications

We set outin CP21/7 our intended approach to FCA investment firms that are
currently significant IFPRU firms and have waivers or modifications of the existing
requirements to establish committees.

Two respondents asked us to clarify how we would deal with firms who currently have
waivers from the requirement to have a committee at all (rather than a modification
permitting a group level committee).
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Our response

We will treat all current waivers and modifications in line with the
approach we set outin CP21/7. In summary:

o Ifafirm has an existing waiver or modification that expires on or
before 31 December 2021, it should apply to renew it before the
date of expiry. Where the firm expects to be in scope of the new
committees requirement, we will consider whether it is appropriate to
grant the waiver or modification so that it transfers to the new regime.
o Ifafirm has an existing waiver or modification that expires after
31 December 2021, we will transfer it automatically to the IFPR
regime. Upon expiry, the firm will need to submit a new application if it
wants to continue to rely on the waiver or modification.

Further information about our approach to applications isin
Chapter 14.
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Regulatory reporting

In this chapter we summarise the feedback to our proposals for regulatory reporting
under the IFPR and our responses. We also explain some changes we have made to
MIFO03 (which was originally consulted on in CP20/24) based on feedback received to
the application of COH and DTF and to the DTF adjusted coefficientin CP21/7.

Key proposals

In CP21/7 we included further proposals for regulatory reporting under the IFPR
covering:

o theliquid assets requirement (MIFIDPRU 6)

o thelCARA process (MIFIDPRU 7)

e remuneration (SYSC 19G), and

e updating FINO67, the additional reporting template for CPMls

Our proposals were based on the information that FCA investment firms should
already have available as management information, or already need to record as part of
our proposals for the requirements to which they relate.

Our proposals set out our intention to collect an appropriate amount of data

that enables us to supervise FCA investment firms, including CPMls, against the
requirements of the IFPR. The proposals sought to ensure the amount of data
requested is proportionate to the size and complexity of the FCA investment firm.

In CP21/7 we asked 1 question:
Q28: Do you have any feedback on our reporting proposals?
Please particularly provide details of any areas where you

consider additional guidance on how to complete them is
needed.

Feedback and responses

We received 19 responses to question 28. Three responses fully supported our
proposals. An additional 7 respondents expressed support for our proposals alongside
other comments or requests for clarification.

General responses

Respondents asked us to clarify the format that we would like to receive firms'
regulatory reporting. It was noted that other regulators ask for reporting data as
xls files.
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One respondent highlighted that our reporting requirements may require system
changes for firms. Another requested that our reporting system filters out reports
that areirrelevant to a firm's permission. Another respondent asked us to clarify which
units we would like reports to be completedin.

Arespondent raised questions and concerns regarding consolidated reporting. We
consulted on consolidated reporting in CP20/24 and have responded to this feedback
inPS21/6.

Our response

Firms will be required to submit their IFPR regulatory returns using the
FCA's reporting system, RegData. This requires firms to submit reporting
files in an xml file format. We can confirm that we will not require
reporting files in an xbrl file format.

We cannot filter forms so that firms only see the requirements that

are relevant to them. This is because different requirements could be
relevant to a firm over time. We are introducing a more proportionate
and single suite of IFPR reporting forms that will be far simpler for firms
to navigate. The instructions accompanying our reporting forms should
clarify which requirements are applicable to each firm.

Allfigures should be reported in Sterling. Figures should be reported
in 000s, except in the Remuneration Report where full figures should
be used.

Liquid assets requirement reporting - MIF002

Two respondents provided feedback on our proposed forms for liquid assets
requirement reporting. One of these respondents expressed their support for the
proposed liquid asset reporting. Another respondent asked that we clarify whether an
investment firm within a consolidation group must complete the reporting form where
an individual exemption has been obtained because of liquidity requirements under
MIFIDPRU 2.3.2R.

Our response

A firm that has an exemption from the liquid asset requirement on an
individual basis is not required to complete MIFOO2 on an individual basis.
However, other MIFIDPRU firms within the consolidated group without an
exemption would be required to complete MIFO02 on an individual basis.

We have made a small change to the guidance notes accompanying
MIFOOQ2 to clarify that where firms input the basic liquid assets
requirement they will be based on the FOR as reduced by any relevant
transitional provision that applies.



https://www.fca.org.uk/publication/consultation/cp20-24.pdf
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ICARA process reporting — MIFO07

Four respondents provided feedback on MIFOO7. One respondent expressed their
support for our proposed ICARA forms, noting their clarity and consistency.

Several responses focussed on the timing of ICARA reporting. One respondent
requested clarity on when ICARA submissions was expected. Another expressed
their concern about ICARA submissions not being collected until 2023 and asked for
clarity on when we expected reporting to take place. They asked whether we expect
all firms to submit an MIFOO7 reportin 2022. This respondent also asked if firms
could undertake their ICARA review within three months of the date that they submit
their audited accounts to the FCA. Another respondent asked if reporting could
begin before the completion of the first ICARA and how firms should complete this
disclosure.

We also received a response asking for clarification when completing certain cells in
the ICARA guestionnaire:

e Whether the 'additional own funds for risks from ongoing activities not capturedin
rows A16-A24' should in fact refer to rows A18 - A27

o Guidance onthe level of detail we would like within the description of risks that led
to an additional own funds requirement

o Confirmation that the references to delegated discretionary portfolio management
inrows 58 and 60 should include internal delegation within a firm or delegation
within a consolidated group

e How should the value of discretionary portfolio management delegated to and
from the investment firm be measured?

Our response

Firms must review their ICARA process at least once every 12 months.
We recognise that firms will have different operational and governance
arrangements for reviewing the adequacy of their ICARA process, so
firms can decide when they would like to complete their report within the
12-month period.

We expect firms to review their ICARA process during 2022 and
consistent with MIFIDPRU 7.8.6G(2) submit their MIFOO7 report on their
review of the ICARA process within a reasonable period after the review
date. This may mean that for some firms the first ICARA has a review
date late in 2022, and the subsequent first ICARA submissioniis in early
2023.

We understand that firms will be familiarising themselves with the new
form and our new requirements during 2022. We therefore ask firms to
undertake their ICARA reports during 2022 on a 'best efforts' basis. We
will provide aggregated feedback on first submissions.

Firms can choose to complete their ICARA process review at any point
during the year. We understand that firms may choose to complete their
first ICARA review in the first half of 2022 for a number of reasons. For
example, to align with how they have completed similar risk management
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assessments in the past or to align with year-end accounting dates.

In those circumstances this submission will not represent a full year
of reporting under the new ICARA process. This is because the
requirement to complete the ICARA review may not have existed for a
full year yet. We expect subsequent ICARA reports to be submitted at
least once every 12 months.

MIF0OO07 is areport on afirm's review of its ICARA, therefore, we do not
expect firms to submit MIFOO7 before they have completed their ICARA
process.

We ask that firms provide a level of detail on risks within their reporting
that accurately expresses the nature of those risks. The value of the
discretionary portfolio should be expressed as the value of assets under
management.

We have decided to make a small number of changes to MIFO07 to
provide us with a better understanding of FCA investment firms'
business models for supervisory purposes.

We are asking firms to indicate if they receive money or assets from
clients under title transfer collateral agreements.

We are adding 2 questions about the delegated management of assets.
We are going to ask for the value of discretionary asset management
that the reporting firm has had formally delegated to it and that is not
included inits K-AUM calculation. We are also asking for the value of
AUM that the reporting firm has formally delegated to another portfolio
manager.

Finally, we are asking for firms to tells us the value of assets included in
aninvestment firm's K-AUM calculation that is derived from providing
investment advice on an ongoing nature.

We will also make a change to our forms to amend the incorrect
reference torows A16 to A24.

Group capital test reporting — MIFO06 — Restructured

We consulted on MIFOO06 in our first consultation paper. We have reformatted the
layout of MIFO06 to make it more logical and easier to complete. There have been no
changes in the underlying data points that we are asking firms to submit. Please see
the revised layout of MIFOO6 included in the forms published alongside this Policy
Statement.
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Remuneration reporting — MIFO08

Seven respondents commented on our proposed MIFIDPRU Remuneration Report. All
were broadly supportive, with 2 respondents highlighting their support for our proposal
that FCA consolidation groups would complete the report on a consolidated basis.

Our proposals in CP21/7 related only to regulatory reporting. We intend to consult
on public disclosure of remuneration information in our third IFPR CP. Nevertheless,
2 respondents expressed concerns about the potential consequences of any
requirement to publicly disclose certain remuneration information. We will take these
views into account when developing our disclosure proposals.

Reporting template and instructions
We received no comments on the draft template or the instructions for completion.

Our response

We will proceed with the format of the template and instructions as
consulted on, with just 1 minor change.

We have removed the requirement for firms to enter their accounting
reference date on the template. We already hold this information and
the scheduling of the report will tell us to which performance year any
individual report relates.

Proportionality
We proposed to tailor the reporting requirements according to whether a firmis
subject to the basic, standard or extended remuneration requirements in SYSC 19G.

One respondent argued that it does not seem necessary to require SNI firms to
submit a remuneration report given they are not subject to any limits on variable
remuneration. Another respondent considered it disproportionate to require non-SNI
firms to report information on variable remuneration if they do not pay their MRTs any
variable remuneration.

Our response

We consider it appropriate and proportionate to require SNI firms to
provide some targeted remuneration information.

While there are no formal limits on variable remuneration, all FCA
investment firms, including SNI firms, must ensure that the fixed

and variable components of an individual's total remuneration are
appropriately balanced. The data we are requesting would give us an
overview of the split between fixed and variable remuneration. If an FCA
investment firm does not pay any variable remuneration at all, this is
also relevant to our understanding of a firm’'s approach to remuneration,
so we would expect the firm to submit the report with a zero in the
relevant fields.
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The data to be reported by all FCA investment firms will also show us
whether a firm pays out any of its variable remuneration in non-cash
(such as shares or instruments) and whether it uses deferral. For most
firms, these are not regulatory requirements, but the information helps
us to understand the approach of individual firms to remuneration and
incentives, and the overall remuneration landscape.

If the high-level information provided raises any questions, supervisors
will contact individual firms to request additional information.

Banking groups with FCA investment firms

One large trade body noted that FCA investment firms which are part of banking
groups under the UK CRR would have to complete both the MIFIDPRU Remuneration
Report and the PRA's 2 remuneration reports for credit institutions.

Our response

We take the view that it would be unnecessarily burdensome to require
these firms to produce additional reporting.

We have amended our rules to provide an exemption from the
obligation to submit MIFOO8 for FCA investment firms that are

part of a consolidation group under the UK CRR and the PRA
Rulebook where they submit the PRA's Remuneration Benchmarking
Information Report and High Earners Report, and include in those
reports the relevant information on the FCA investment firm's
remuneration. Because banking groups are dual-regulated, we have
access to the reports submitted to the PRA and will use the data

to monitor remuneration practices, including in groups with FCA
investment firms.

Highest earning individuals

We proposed that non-SNI firms subject to the extended remuneration requirements
would need to provide information on the structure and amount of remuneration
awarded to their highest 3 earners.

Two respondents noted that such information could be sensitive. They asked whether

they would need to publicly disclose this information or to provide the names of the
individuals to us.

Our response

We acknowledge the sensitivity of information relating to individuals' pay
and can reassure firms that the information reported to us will handled
appropriately and in line with the data processing requirements of the
UK General Data Protection Regulation (GDPR). As the template shows,
we will not be requiring firms to report to us the names of the highest
earning individuals.
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As explained above, we intend to consult on public disclosure of
remuneration information in our third IFPR CP.

Changes to Metric monitoring — MIFO03 —resulting from other
feedback to CP21/7

Following feedback received about the application of COH and DTF, we have clarified
that DTF will apply to any trades that a firm enters into when dealing on own account
or when tradingin the firm's own name on behalf of clients (if this does not otherwise
constitute dealing on own account). This will include where a firm trades ininits

own name on an agency basis. The revised application of the K-DTF requirement is
explained in more detail in Chapter 3 of this PS.

We are clarifying that any firm with a non-zero measure of DTF cannot be an SNI firm.
Firms that have permission to deal on own account (which will normally be reflected
through a permission to deal as principal) are automatically non-SNI firms.

So that we can monitor this, we have added 2 additional data points in MIFOO3 asking
firms toinclude their average DTF (cash) and average DTF (derivatives). How to
calculate the average DTF is set out in MIFIDPRU 4.15.

We have also amended the definition of an SNI firm to reflect this change. The revised
thresholds are in Table 2 in Chapter 2 of this PS. Any firm that has a non-zero value for
average DTF cannot be an SNI firm.

In CP21/7 we proposed how to calculate an adjusted coefficient in stressed market
conditions to be used when calculating K-DTF. We have added another 2 data points
to MIFO03 that asks for DTFexcl (cash) and DTFexcl (derivatives), where this has been
used. How to calculate DTFexclis set outin MIFIDPRU 4.15.10R.

We have also updated the guidance notes accompanying MIFO03 to clarify how
reporting of average K-factor metrics should work when a firm ceases an activity.
Where a firm no longer undertakes an activity that results in a K-factor metric, it will
stillneed to report an average K-factor figure for the relevant metric until any historical
activity ceases to be reflected in the averaging calculation. For example, an investment

firm ceases its discretionary portfolio management activities on 1 March and therefore

no longer records any AUM for month ends after that date. As the calculation of
average AUM s based on a 15-month historical period, the firm would still need to
report a positive number for average AUM in MIFOO3 reports until 1 June the following
year, when the historical data points for monthly AUM that have a positive value will
drop out of the rolling average calculation.
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Interaction of MIFIDPRU with other
prudential sourcebooks

In this chapter we summarise the feedback to how we proposed that MIFIDPRU will
interact with other prudential sourcebooks. This includes changes to the Glossary of
definitions.

Key proposals

In CP21/7, we proposed

o todelete BIPRU, most of IFPRU, and Chapters 9 and 13.1A of IPRU-INV

e toamend MIPRU to remove any references to BIPRU

e atransitional provision for current exempt-CAD firms to give them time to comply
with any new requirements in MIPRU 3.2 that apply to them

o tomake conseguentialamendments to Chapters 1,2, 3,4,5,11, 13and 14 of
IPRU-INV as well as to Appendix 1 and Annex A

In CP 21/7 we asked 3 questions.

Q29: Do you agree with our proposals for consequential changes
to other prudential sourcebooks? If not, please identify
which specific provisions you believe are not consequential
changes that are needed.

Q30: Do you agree with our proposal for a three-year
transitional provision (set out in MIPRU TP 2) to give
former exempt-CAD firms time to comply with any new
requirements in MIPRU 3.2? If not, what alternative
proposal would you suggest.

Q31: Have you identified any specific cross-references that we
may have missed where a consequentialamendment could
be needed to ensure the relevant provision still operates
once IFPR is implemented? If so, please provide details.

Feedback and responses

We received 9 responses to question 29, 1 response to guestion 30 and 6 responses to
question 31.

Consequential changes needed
All 9 respondents agreed with the need for the changes. One respondent asked if the
BIPRU and GENPRU sourcebooks would remain available under the 'time travel' feature
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of the Handbook. They thought that they provided valuable insight into the policy
intent of some of aspects of onshored CRR.

Three-year transitional provision for exempt-CAD firms using MIPRU
The 1 respondent who answered the guestion agreed with our proposals.

Additional consequential amendments required
None of the respondents suggested additional consequential amendments were
required.

Our response

We will proceed with the amendments and the 3-year transitional
provision for exempt-CAD Firms that use MIPRU, as consulted on. The
sections of the Handbook that are being deleted will remain available
using the 'time travel' feature of the Handbook.
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Applications and notifications

In this chapter, we summarise the feedback to our proposed MIFIDPRU application and
notification forms and potential fees for a small number of application types, and our
responses to the feedback.

Key proposals

We proposed having separate forms for each MIFIDPRU permission application and
notification. This was to make it clear to firms the information we needed to be able to
determine their application, or the level of detail expected for a notification. We said
that FSMA waivers and modifications of the rules related to the IFPR will continue to be
done on the existing Waiver Application Form.

We proposed to charge fees for a small number of application types where we thought
it was fair that we recover our costs, because those costs were likely to be material. We
explained that we would consult on the level of any fees in a subsequent CP.

Finally, we proposed that we would publish any MIFIDPRU permissions granted on
the Financial Services Register. This would be in line with our current approach to
publishing FSMA waivers and modifications, and UK CRR permissions.

In CP21/7 we asked 4 questions:

Q32: Do you have any feedback on the applications and
notification forms covered in this chapter, including
our proposals for any supporting information or
documentation? Please indicate the specific form or forms
your feedback relates to.

Q33: If you think you might want to apply for any of the
permissions that need to be determined before 1 January
2022, please indicate which ones.

Q34: Do you agree it is fair and appropriate that we charge fees
for the applications in certain circumstances where we have
deemed it justifiable to do so? Please suggest what you
believe would be an appropriate charge for the applications
we have listed in section 11.19. Please indicate which
permissions from that list you might be applying for.

Q35: Do you agree with our proposed approach to publishing
MIFIDPRU permissions on the FS Register.
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Feedback and responses

We received 9 responses to question 32, 12 to question 33, 6 to question 34 and 10 to
question 35.

Content and structure of the application and notification forms
Respondents were generally supportive of our proposal to introduce bespoke forms
for each MIFIDPRU permission application and notification. While the feedback

we received on the actual content and structure of the forms was limited, most
respondents thought the forms, including where they request supporting information,
were reasonable and fit for purpose.

We have since made further improvements to the forms, mainly to fine-tune some
of the language used without changing the substance of any requirements. This is so
the forms are clearer and easier to complete. For example, our forms now ask for a
confirmation of the group entities involved in an application or notification only in the
forms where this may be relevant, rather than as a common question for all forms.

One respondent wanted further clarity on when we will start accepting MIFIDPRU
applications and what the expected time frame for a response would be.

Our response

We stated in CP 21/7 that we expected to open the gateway for
MIFIDPRU applications this summer following the publication of our
near-final rules in this PS. Initially, only MIFIDPRU permissions that
firms need to apply for in advance of MIFIDPRU coming into force
will be available on Connect. The remaining application forms and all
notification forms will be available in the autumn.

We have created a page on our website dedicated to the IFPR. This will
contain practical information for firms and further guidance on whatis
expected of them ahead of the new regime taking effect. It will contain
details of all the MIFIDPRU application and notification forms and will
clearly indicate which ones will be available this summer. The page will
also explain the changes to the authorisation and variation of permission
processes for firms wishing to be authorised as MiFID firms.

We will update this page so it remains useful and relevant as the
implementation of the new regime progresses.

Some respondents raised queries or made comments about specific notification and
application requirements.

For example, we were asked to provide further clarity on how the requirement to seek
FCA permission, or notify, applies to non-CRR firms who wish to count their existing
instruments as own funds for the purpose of MIFIDPRU 3.
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Our response

As set outin paragraph 15.36 of CP21/7, FCA investment firms

and UK parent entities that have not been subject to the UK CRR
definition of capital and wish to count their existing instruments as
own funds for the purpose of MIFIDPRU 3, will need to notify us under
MIFIDPRU TP7.4R. They will not be required to seek our permission for
pre-existing CET1 instruments, as long as the relevant conditions are
met. This notification should be made using the bespoke form under
MIFIDPRU TP7.

Another respondent sought clarity on whether a firm holding a permission under the
UK CRR to use own delta estimates, for the purpose of the standardised approach for
options, would need to notify the FCA separately regarding the intended use of own
delta estimates in K-TCD.

Our response

We explained in CP21/7 that existing UK CRR permissions for own
estimates of delta will be treated as permanent notifications under the
new rules. This means that an FCA investment firm currently holding
this permission is not required to submit further notifications in the
future for the existing models used for these purposes. However, if
the firm wishes to use internal models to calculate own delta estimate
in K-TCD, the firm will need to submit a notification to us before they
can use them because their current permission under UK CRR will not
cover K-TCD.

We received a few queries covering the applications and notifications for consolidated
or group situations. One respondent asked if there was an expectation that

firms who intend to apply for the group capital test (GCT) and/or rely on the GCT
transitional provision, should apply for the exemption from liquidity requirements on

a consolidated basis if they would otherwise seek to apply for this exemption on a
prudential consolidation basis.

The same respondent enquired if it would be considered inconsistent if an investment
firm group applied for exemption from liquidity requirements on a consolidated basis
but conducted an ICARA on a group basis.

Another respondent requested that we confirm if firms are required to make a
formal notification to inform the FCA that they intend to undertake their ICARA on a
group basis.

Our response

Firms have until 31 January 2022 to apply for permission to use GCT

in order to take advantage of the transitional arrangement. This would
allow firms to use GCT for up to 2 years while we process the application.
Firms with permission to use the GCT and those using the transitional
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arrangement will not be required to comply with prudential consolidation
requirements, including those on liquidity, unless we have refused their
GCT applications.

If an investment firm group chooses to operate a group ICARA under
MIFIDPRU 7.9, the individual MIFIDPRU investment firms in the group
must still comply with certain requirements on an individual basis (such
as wind-down planning and the overall financial adequacy rule). In this
case, it would not be inconsistent for an investment firm group that is
subject to consolidation to apply for an exemption from the consolidated
liquidity requirement and still operate a group ICARA process. The
group ICARA process would still need to ensure that each individual
MIFIDPRU investment firm in the group held appropriate liquid assets on
an individual basis to meet its liquid assets threshold requirement (see
Chapter 6 of this PS for further information).

Firms will be required to confirm the basis on which they conduct their
ICARA when they complete their ICARA guestionnaire. No separate
notifications are required.

Application fees

Respondents were generally supportive of our proposal to charge fees for a small
number of MIFIDPRU permission applications listed in paragraph 15.21 of CP 21/7.1In
their feedback they urged that we are proportionate when setting the fee amounts and
structures.

Our response

Having considered the practicalities in greater detail, we have decided
not to introduce standard application fees for MIFIDPRU applications

at this stage. Instead, we will recover our costs in the usual way through
annual regulatory fees (periodic fees) for all affected firms. We may
review our position in the future in light of our experience of dealing with
applications.

However, for larger permission applications taking up a significant
amount of our resources, we are considering the application of the
Special Project Fees (SPF) modelin order to recover these costs.

We will consult on proposed changes to our periodic fees and cost
recovery for larger IFPR permission applications in the fees policy
CP. This will be published in the autumn as part of our annual cycle of
consultation on fees.

Publishing MIFIDPRU permissions on the FS Register

All respondents agreed with our proposed approach to publish MIFIDPRU permissions
onthe FS Register. This is consistent with our current approach of publishing FSMA
waivers and modifications, and UK CRR permissions.
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Our response

In light of the feedback received, we are continuing the approach that
we proposed in the consultation.

Interaction with authorisation and variation of permission
applications

Some respondents queried how the new IFPR regime will interact with the existing
authorisations and variations of permissions processes. We are using this opportunity
to provide some clarification.

Our response

We currently ask for a range of prudential information as part of the

new authorisation and variations of permission (VOP) process. This
information reflects current prudential requirements and helps us to
determine whether applicants meet, and will continue to meet, threshold
conditions.

There can be alead-intime of up to 12 months between us receiving
an application and determining it. With the publication of the near-final
rules in this PS, we will introduce a new MIFIDPRU supplement form

in Connect. This will enable us to collect information from applicant
FCA investment firms so we can assess their ability to meet the IFPR
requirements in advance of the new regime coming into force. It will
also ensure that we can set applicants up on the appropriate reporting
schedules once their applications have been determined.

Treatment of existing prudential limitations and requirements

In the past, we have applied limitations or requirements to the permissions of FCA
investment firms in order to establish the prudential category into which they fall.
"Local firms", "exempt CAD firms", "BIPRU firms" and "matched principal” firms all
typically have associated limitations or requirements that ensure they cannot carry on
activities that their prudential category does not permit.

We do notintend to apply these limitations or requirements to new firms going
through the authorisations gateway, because those limitations or requirements are
associated with the existing prudential regime, which is being replaced by the IFPR.
However, for existing firms these limitations or requirements will continue to operate
as restrictions on the types of activity that those existing firms may carry on, as their
authorisations were originally granted on this basis. If a firm wishes to remove 1 of
these limitations or requirements, it should apply for a VOP in the standard way.

By way of an example, matched principal firms should note that the matched principal
exemption conditions in IFPRU or BIPRU will continue to restrict their activities as a
result of the standard matched principal limitation, even after the relevant parts of
IFPRU/BIPRU have been deleted. If a matched principal firm wants to take on market
positions beyond what is envisaged by IFPRU/BIPRU, it should apply for a VOP.
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In CP20/24 we proposed transitional provisions for the own funds requirements for
local, exempt CAD, BIPRU and IFPRU firms. This was to provide a smoother transition
for such firms from their existing regulatory capital requirements to the requirements
under MIFIDPRU. We explained that an FCA investment firm that applies to vary its
permissions and, as a result has a higher PMR, will no longer be able to rely on the PMR
transitional provisions. Similarly, if the PMR remains unchanged as a result of a VOP, the
transitional provisions will continue to apply.

By way of an example, if a former BIPRU firm varies its permissions on or after

1 January 2022 to allow it to hold client money in the course of MiFID business,

this would result in the firm moving from a PMR of £75K to a PMR of £150K under
MIFIDPRU 4.4. This means that the firm would lose the benefit of the PMR transitional
in MIFIDPRU TP 2.16R. If, on the other hand, the variation of permission was to solely
involve removing the standard BIPRU requirement (effectively to expand the scope of
the firm's activities to placing on a non-firm commitment basis), this would not result
in a PMR change under MIFIDPRU 4.4. Therefore, the firm would be able to continue to
rely on the PMR transitional in MIFIDPRU TP 2.16R.

Generally, if a firm is already on the maximum PMR of £750k under MIFIDPRU, varying
its permissions will not result in it losing any PMR transitional.

The exception to this general approach are local firms. This is because the transitional
in MIFIDPRU TP 2.20R is not specifically limited to their PMR but operates as an
overall cap on their entire own funds requirement. If a local firm varied its permission
to remove the standard requirement for local firms before 1 January 2022, it would
effectively cease to meet the definition of alocal firm. In a similar vein, if the VOP was
to take place on or after 1 January 2022, the firm would cease to have the benefit of
the transitional in MIFIDPRU TP 2.20R. We have updated MIFIDPRU TP 2.20R to make
this point clear.

133



PS21/9
Chapter 15

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

15 Summary of amendments to Handbook text

15.1

15.2

134

In this chapter we provide additional technical information on the main changes to the
Handbook text consulted onin CP21/7. This includes those that have been described
elsewhere in this PS and those that we have made so that the rules work as intended.

This information is provided as a guide for FCA investment firms to help them identify
what and where those changes are. The information contained in this guide should be
read in the context of the rules in the Handbook and any other rules that may affect
their application. This chapter is not intended to be exhaustive and firms should ensure
that they read the Handbook rules in full to understand the implications for their

business.
Connected
Rules also
Main Rule being Purpose of
Reference Amended Amendment Explanation

General definitions

1. Definition of Correction The original Glossary definition of 'UK
‘UK parent of drafting parent entity' referred to a 'UK mixed
entity’ omission financial holding company'. This should

have been areference to a 'UK parent
mixed financial holding company'. This has
now been corrected.

2. Definition of Correction The original Glossary definition of
‘consolidated of drafting ‘consolidated situation’ did not make it
situation’ omission clear when the general UK CRR definition

applied and when the new definition for the
purposes of MIFIDPRU applied. This has
now been corrected.

3. Definition of Correcting The original Glossary definition of
'institution’ of drafting ‘consolidated situation'referredto a

omission designated investment firm. This should
have been a reference to a UK designated
investment firm. This has now been
corrected.

4. Definition Clarification The original Glossary definition of
of 'mixed- of use of the 'mixed-activity holding company' has been
activity’ definitioninthe updated to clarify that in the context of the
holding context of SUP reporting obligations in SUP 16, it includes
company 16 entities that meet that definition under the

UK CRR or that definition under MIFIDPRU.

5. Definition Clarification This definition has been updated to reflect
of ‘'overall that of how this the fact that for dormant account fund
financial definition works operators, it should be interpreted as a

adequacy rule’

for dormant
account fund
operators

reference to a 'frozenin time' historical
version of GENPRU 1.2.26R. This reflects
that such firms are subject to alegacy
regime and that we intend to repeal
GENPRU 1and 2.
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Connected
Rules also
being
Amended

Purpose of
Amendment

Amendment of
existing UK CRR
definition to
reflect existence
of PRA CRRrules

Explanation

This definition has been amended to
establish a general definition of the 'UK
CRR'inthe Handbook that operates by
reference to the on-shored UK CRR text,
as amended or supplemented by any CRR
rules made by the PRA under section 144A
FSMA. This definition does not apply where
a provision in the Handbook expressly
stated that 'UK CRR'has a different
meaning in that context. For example,
some parts of MIFIDPRU use a modified
definition of 'UK CRR' to refer to a historical
'frozen in time' version of the UK CRR.

MIFIDPRU 2 - levels of application

7.

MIFIDPRU
2.5.22G (4)

Amendment

to clarify that

a UK parent
entity should
not attempt to
subdivide the
balance sheet
of a CPMI firm
between MiFID
and non-MiFID
business when
calculating the
consolidated on-
and off-balance
sheet total for
the purposes of
MIFIDPRU 1.2.1R
(6).

This clarification takes a sensible approach
to the underlying rule in thatitis not
practical to allocate balance sheet assets
of afirm between MiFID and non-MiFID
activities when applying the on- and off-
balance sheet criteria for classification as
an SNIfirm on a consolidated basis. This is
also consistent with the approach taken to
balance sheet thresholds for a CPMI firmin
SYSC 19G.

135



PS21/9
Chapter 15

136

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

Main Rule
Reference

8. MIFIDPRU

2.5.29R(2) and
(4)

Connected
Rules also
being
Amended

Purpose of
Amendment

Clarification of
how intra-group
amounts are

treated for AUM,

COHandDTF

Explanation

In CP 20/24, our original text in MIFIDPRU
2.5.29R stated that where transactions

or arrangements are between two

or more entities included within the
consolidated situation, the firm could apply
an adjustment for 'double-counting’. A
respondent to CP21/7 asked us to clarify
what this meant when calculating COH on
a consolidated basis.

Uponreflection, we think that this
wordingis not as clear as it should be. If
atransaction or arrangementis solely
between two or more entities that all form
part of the consolidated situation, it will
net out entirely on consolidation (since
the single hypothetical consolidated
entity cannot be performing these MiFID
services for itself). Therefore, we have
amended this wording to clarify that such
amounts should be excluded entirely when
calculating the relevant consolidated
metric. For the avoidance of doubt, on
anindividual basis, there is no exemption
forintra-group arrangements, so they
continue to be counted in the metrics

of the individual firms unless otherwise
expressly stated.

9. MIFIDPRU

2.5.41R

Clarification of
eligible clearing
members

and eligible
indirect clearing
members for
the purposes
of portfolios of
third country
entities included
within the
consolidated
calculation of
the K-CMG
requirement

We have made a minor amendment to
MIFIDPRU 2.5.41R to the entities that are
eligible to be clearing members (and in the
case of indirect clearing arrangements,
indirect clearing firms) where a third
country entity is included within the
consolidated situation and the UK parent
entity wishes to include a portfolio of that
third country entity within the calculation
of the consolidated K-CMG requirement.

We have now made it clear that the
clearingmember (and where applicable,
indirect clearing firm) for these purposes
can be one of the types of entities listed in
MIFIDPRU 4.13.9R(2)I -thatis, a MIFIDPRU
investment firm, a designated investment
firm, a UK credit institution, a third country
investment firm or a third country credit
institution. In addition, it can also be
another type of entity thatis subject to
appropriate prudential regulation and
supervisionin the jurisdictionin which it
operates. It can also be the third country
entity itself (i.e. where the third country
entity is self-clearing).
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Connected
Rules also
Main Rule being Purpose of
Reference Amended Amendment Explanation
MIFIDPRU 3 - own funds
10. | MIFIDPRU Freezingthe UK In CP 20/24, we stated that generally
3.1.3R(1) CRRreferences speaking, references to the UK CRR
(Newly inMIFIDPRU 3in | wouldreflect CRR2 and IFPR related
inserted time sothatthey | amendments that come into force on
provision) reflecttheinitial | 1January 2022. Asthe UKCRR2 regime

implementation
of CRR2, but
not any future
changesin

the UKCRR
framework

allows the PRA to amend aspects of the
UK CRR framework through PRA rules (i.e.
CRR rules under section 144A FSMA), itis
possible that the UK CRR provisions could
be further amended in the future.

In order to provide stability for firms

in relation to the applicable rules for
determining their own funds, we have
therefore made it clear that the for the
purposes of MIFIDPRU 3, any reference to
the 'UK CRR'"is to the UK CRR provisions
(including any CRR rules made by the
PRA)on 1 January 2022. In the longer
term, the FCAis considering the merits of
transposing relevant provisions of the UK
CRRinfullinto the FCA Handbook in order
toreduce the use of cross-references to
the UKCRR.
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Connected
Rules also
Main Rule being Purpose of
Reference Amended Amendment Explanation
MIFIDPRU 4 - own funds requirements
11. | Glossary MIFIDPRU Expanding Under MIFIDPRU 4.7.9R, a firm to which
definition 4.7.10G the definition discretionary management of assets has
of 'financial of a'financial been delegated can exclude the value of
entity’ entity' to those delegated assets fromits calculation
include insurers of the K-AUM requirement if the delegating
within the firmis a 'financial entity’. Respondents to

same financial
conglomerate
(ifthe FCAis
coordinator
for the
conglomerate)
and other
entities within
the same
prudential
consolidation
groupif
MIFIDPRU

2.5 appliesto
the relevant
investment firm

group

CP21/7 asked us to extend the definition
of afinancial entity in various ways to
increase the potential application of this
exclusion for delegated management.

Having considered the various arguments
put forward for amending the definition
of afinancial entity, we have decided to
extend the definition to cover two new
categories of entities. Thefirstis an
insurance undertaking that forms part of
the same financial conglomerate as the
firm to which management of the assets
has been delegated, provided that the
FCAis the coordinator of that financial
conglomerate under the UKFICOD
regime. The secondis an entity thatis
included within the same investment firm
group as the firm to which management
of the assets has been delegated,
provided that the investment firm group

is subject to prudential consolidation
under MIFIDPRU 2.5 and both entities are
included within the consolidated situation
of the UK parent entity of that investment
firm group. In both cases, this reflects the
fact that the FCA has additional oversight
over the situation of the delegating entity
to deal with harm to clients, either because
the FCA has powers as the coordinator of
a conglomerate or because the FCA will be
consolidating supervisor of the investment
firm group.
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12.

Main Rule
Reference

MIFIDPRU
4.5.3R(2)
(f) (Newly
inserted
provision)

Connected
Rules also
being
Amended

MIFIDPRU
4.5.4R

Purpose of
Amendment

Introduction

of additional
deduction
from relevant
expenditure
under the fixed
overheads
reguirement
for fees,
brokerage and
other charges
paid to CCPs,
trading venues,
exchanges and
intermediate
brokers by firms
dealing on their
own account

Explanation

In CP21/7, we broadly followed the
baseline approachinthe EBA's draft

RTS on calculating the fixed overheads
requirement under the EU IFR. That text
permits the deduction of fees, brokerage
and other charges paid to CCPs, trading
venues, exchanges and intermediate
brokers when they are directly passed on
and charged to customers.

Arespondentto CP21/7 argued that this
was unfairly prejudicial to firms which
incurred such expenses while trading on
their own account, as they would never

be charging the cost back to a customer.
The respondent argued that when
winding-down, such firms would no longer
be incurring material amounts of these
types of trading expenses and therefore
they should be deducted when calculating
the fixed overheads requirement (FOR).

Having considered this point further, we
think that there is meritinintroducing a
deduction for equivalent fees incurred by
trading firms. However, we also consider
that a firm that trades on its own account
cannot assume that it will notincur any
trading charges during a wind-down
period, as it may need to liquidate, hedge
or manage down existing positions that

it holds onits balance sheet. Accordingly,
we have included a new provision which
allows firms dealing on their own account
to deduct 80% of the annual value of
fees, brokerage and other charges that
they pay to CCPs, trading venues and
intermediate brokers. This means that the
contribution of these charges to the firm's
FOR will be one quarter of the remaining
20%. This equates to 5% of the annual
amount, or a little over two weeks' worth
of such expenses. The value of the fees
and charges being deducted must not
include any fees or charges that the firmis

required to pay to maintain membership or,

or meet loss-sharing financial obligations
to, a CCP, exchange or other trading
venue. The provision also excludes any
overlap where fees or charges may also
have been deducted under the existing
provision which allows deduction of fees
or charges that are charged directly to the
firm's client, so there can be no 'double
deduction”.
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Connected
Rules also
Main Rule being Purpose of
Reference Amended Amendment Explanation
13. | MIFIDPRU MIFIDPRU Amendment Our original rulesin CP21/7 stated that a
4.5.3R(1)(a) 4.5.3R(2)(a) to clarify firm should calculate relevant expenditure
that relevant by calculatingits total expenditure
expenditure after distribution of profits and then
should be subtracting the permitted deductible
calculated items in MIFIDPRU 4.5.3R(2). This followed
before the EBA's baseline textinits proposed
distribution of technical standards under the EU IFR.
profits Upon reflection, and taking into account
feedback from respondents, we consider
that this wording could cause confusion.
We have therefore amended the provision
so thatit refers to calculating the firm's
total expenditure before distribution of
profits. We would not generally expect
that the distribution of profits would be
an expenditure itemin a firm's accounts.
Instead, a firm will normally make a
distribution of its retained earnings once it
has determined its profits, having already
takeninto account its expenditure. We
therefore think that the revised wording is
likely to be a more accurate reflection of
how firms calculate their total expenditure
according to normal accounting practice.
14. | MIFIDPRU Clarification that | Our original proposed rules around
4.5.3R(2)(a)(ii) rules around calculating relevant expenditure for the
deducting FOR in MIFIDPRU 4.5.3R(2) stated that fully

partners'shares
in profits from
totalexpenditure
for the purposes
of calculating
the relevant
expenditure for
the FOR should
include profit
sharesof LLP
members

discretionary payments of profit shares

to employees, directors or partners can

be deducted from total expenditure. Our
intention was that this should also include
profit share payments to members of
LLPs and we have amended the drafting to
make this clearer.
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Connected
Rules also
being
Amended

Purpose of
Amendment

Expansion
of existing
deduction
relating to
software assets

Explanation

In CP21/7, we originally proposed that a
firm could deduct expenses relating to the
amortisation of prudently valued software
assets, but could not otherwise deduct
expenses relating other intangibles or
items that had been deducted in full from
own funds.

Respondents to CP21/7 argued that our
approach was unduly restrictive and that

a firm should not be required to include
expenses inits relevant expenditure where
those expenses related to items that had
already been deducted from own funds
under MIFIDPRU 3.3.6R (such as intangible
assets).

We agree that where anitem has already
been deducted from own funds, expenses
that reflect the value already deducted
(such as amortisation expenses) do not
needto beincludedinafirm's relevant
expenditure (and therefore do not form
part of the fixed overheads requirement).
We have revised MIFIDPRU 4.5.3R(2) to
reflect this.

16.

MIFIDPRU
4.5.7R(2)

Clarifying that
following a
material increase
in projected
relevant
expenditure

for the year,

the firm must
recalculate the
fixed overheads
reguirement
(FOR) and basic
liquid assets
requirement
(BLAR)
immediately

We have made minor updates to the
drafting of MIFIDPRU 4.5.7R(2) to clarify
that following a material increase in the
projected relevant expenditure of a

firm for the current year, the firm must
immediately substitute the updated FOR
calculation forits original FOR, and must
immediately substitute the updated BLAR
(based on the updated FOR) for its original
BLAR. This does not change the substance
of our original proposals but is merely
intended to avoid any confusion over the
timing of when the updated requirement
applies.
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17.

Main Rule
Reference

MIFIDPRU
4.7.14G -
MIFIDPRU
4.7.22G

(Newly
inserted
provisions)

Connected
Rules also
being
Amended

Glossary
definition of
'investment
advice of

an ongoing
nature’

Purpose of
Amendment

Introduction of
new rules and
guidance to
explain how to
calculate AUM
for 'investment
advice of an
ongoing nature’

Explanation

In CP21/7 we followed the baseline
approach of including within the definition
of AUM the activity of 'investment advice
of an ongoing nature’. Respondents to
CP21/7 asked us to clarify how AUM
should be measured for these purposes.
A number of respondents (primarily
investment consultants) were also
concerned that the existing definition of
'investment advice of an ongoing nature'
would extend beyond MiFID investment
advice (i.e. personal recommendations)
to catch generic advice about asset
allocation, etc.

In PS2, we have amended the definition of
'investment advice of an ongoing nature' to
clarify thatinall cases, this mustinvolve the
provision of MiFID investment advice (i.e.
personal recommendations). As a result,
the provision of generic advice, such as
advice relating to general asset allocation
(e.g.'investin China' or 'invest in equities,
not bonds'), willnot by itself constitute
investment advice of an ongoing nature

for these purposes. We have referred firms
to our existing guidance in PERG 13.3 on
personal recommendations. The new
guidance also clarifies that the AUM for this
activity should be calculated by reference
to the scope of the firm's duty to advise in
any given case (or, inthe case of recurring
investment advice, the value of the financial
instruments on which the firm advises).

While we do not think it is appropriate

to specify a minimum frequency that
makes investment advice 'recurring’,

our new guidance explains that firms
should consider whether in substance,
the recurring arrangements are such that
they are similar to periodic or continuous
advice. Thisis notjust a matter of
frequency, but also of the extent to which
investment advice is provided on each
occasion.

New rules explain how a firm should
calculate average AUM for the purposes of
ongoinginvestment advice, depending on
whether the advice is continuous, periodic
orrecurrent. For recurrent advice, we

have proposed a cumulative total over a
12-month rolling period, but allowing for
adjustment if any of the same assets are
the subject of advice on multiple occasions
within that 12-month period.
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Connected
Rules also
Main Rule being Purpose of
Reference Amended Amendment Explanation
18. | MIFIDPRU Clarifying that Under the CASS rules, a firm will normally
4.8.16G end of day be required to carry out regular internal
amounts for reconciliations in relation to client money.
CMH should These will occur after the end of the
include any business day for which the firm will have
subsequent recorded a CMH value but may resultin
adjustment an adjustment to that value (for example,
as aresult of where the firmidentifies a discrepancy
reconciliations and subsequently correctsit). We have
that the firmis added new guidance in MIFIDPRU 4.8.16G
requiredto carry | thatwhere afirm subsequently applies
out an adjustmentin relation to client money
as aresult of aninternal reconciliation, it
must update the amount of CMH recorded
for the relevant business day to reflect
the impact of that adjustment on MiFID
client money held at the end of that day.
Where the K-CMH requirement applies on
a consolidated basis, the same approach
should be applied where an adjustment
occurs as aresult of areconciliation
applied by another entity included within
the consolidated situation.
19. | MIFIDPRU MIFIDPRU Clarifying the Two respondents to CP21/7 questioned
4.11.4R 4.11.5R scope of K-DTF whether the scope of our original
(Newly inresponse proposed rules on K-DTF and K-COH was
inserted to feedback correct. They argued that it is possible for
provision. All onCP21/7 to afirm to execute a transaction in the firm's
subsequent ensure that ownname, but as agent for a client so that
provisions in thisincludes all the firmis not dealing on own account. In
MIFIDPRU 4.11 | instancesofa that case, under the original proposals,
have therefore | firmentering the transaction would have fallen neither
been into transactions | within K-COH (which excludes orders
renumbered) inits ownname, executedina firm's own name) nor within
MIFIDPRU evenifitisnot K-DTF (which, under our original rule in
121R dealingonown MIFIDPRU 4.11.4R, applies only to a firm
o account that deals on own account).
MIFIDPRU o . )
129R Our original intention here was to mirror
the baseline approach to K-DTF and
MIFIDPRU K-COH. The definition of DTF, as consulted
1.2.12G upon in CP20/24, was always intended to
MIFIDPRU TP capture transactions entered into by the
6.9G firm when dealing on own account and
MIFIDPRU transactions that the firm entersintoinits
9 Annex 1R own name (whether it is technically dealing
(MIFO03 on own account or not) when executing
template orders on behalf of clients. We have
amended) therefore amended MIFIDPRU 4.11.4R
MIFIDPRU sothatafirmis nolongerrequiredto be
9 Annex 2G dealing on own accountin order for the
(MIFO03 K-DTF requirement to apply. Instead, the
reporting new MIFIDPRU 4.11.5R makes it clear that
guidance K-DTF applies either when the firm deals
amended) on own account or when it executes orders

its own name on behalf of a client.
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Main Rule
Reference

Connected
Rules also
being
Amended

Purpose of
Amendment

Explanation

In order to be an SNIMIFIDPRU
investment firm, a firm must not have

any DTF. Originally, when the scope of
DTF was limited in the proposed rules to
transactions arising from dealing on own
account, this condition was satisfied by the
requirementin MIFIDPRU 1.2.1R thatan
SNI firm must not have permission to deal
on own account. However, since we have
now clarified that DTF can arise where a
firm executes orders on behalf of a client
inthe firms' own name, we have added

a specific new condition to MIFIDPRU
1.2.1R(9) to state that a firm must have
average DTF of zero to be SNI.

We have also updated the metrics
captured on the MIFOO3 return to include
the value of average DTF to allow us

to monitor this condition. The related
reporting guidance for MIFO03 has also
been updated to reflect these changes to
the underlying reporting template.

We have also made a small consequential
update to the guidance in MIFIDPRU

TP 6.9G. This makes it clear that for the
purposes of the transitional rules on
determining SNI status. the FCA expects
that a firm should know whether it has
enteredinto one or more transactionsin
its own name or by dealing on own account
in the relevant period (9 months, excluding
the most recent 3 months) immediately
preceding the IFPR go-live date. Therefore,
we do not consider that a firm needs
specific transitional arrangements to
determine if that conditionis met.
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MIFIDPRU
4.9.13R
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MIFIDPRU
4.15.10R

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

Connected
Rules also
being
Amended

MIFIDPRU TP
4.3G

Purpose of
Amendment

Amendment of
rules forinitial
calculation

of K-factor
requirements
whenafirm
first starts new
activities

Explanation

Our original proposals in CPs 20/24 and
21/7 followed the baseline approach of
stating that where a firm begins a new
activity and therefore hasno dataona
relevant K-factor, the FCA would specify
the missing data points to be used based
on the firm's business projections at the
time that it applied for authorisation. A
respondent to CP21/7 asked how the
FCA would specify the missing data
points for these purposes, particularly

in circumstances where the firm might
commence business without having
relevant projections (e.g. when acquiring a
business line from another entity).

We are now amending the rules for K-AUM,
K-CMH, K-ASA, K-COH and K-DTF to state
that where a firm begins a new activity, it
should use the alternative methodology
specified in MIFIDPRU TP 4.11R(1) to
determineits K-factor requirement for
that activity until it has sufficient observed
data to apply the standard calculation.
This willmean that the FCA willnot need

to specify missing data points and it will

be clear to the firm at the outset how this
should be calculated.

Thereferencein MIFIDPRU TP 4.3G to the
transitional calculation not being relevant to
firms starting new business has also been
deletedtoreflect the revised approach.

21.

MIFIDPRU
4.10.19R

MIFIDPRU
4.15.4R

MIFIDPRU
4.10.21G

MIFIDPRU
4.155G[

(Newly
inserted
provision. All
subsequent
provisionsin
MIFIDPRU 4.15
have been
renumbered)

MIFIDPRU
Schedule 1

Amendment to
rules for COH
andDTF to
clarify how to
treatamounts
denominatedin
foreign currency
forthe purposes
of the average
calculations

Arespondent to CP21/7 asked us to
clarify how amounts denominated in
foreign currencies should be treated when
measuring COH.

In CP20/24, we included a provisionin the
K-AUM calculation rules to explain how to
convert foreign currency amounts into the
firm's functional currency for the purposes
of measuring AUM. This reflected the
specific approach in the baseline for AUM.
We consider that an equivalent approach
should apply under both the K-COH

and K-DTF calculations and therefore

have amended the relevant calculation
provisions. When measuring COH and DTF,
a firm should therefore convert any foreign
currency amounts inthe COH or DTF for
abusiness day into the firm's functional
currency at the end of that business day.
The firm should choose an appropriate
market rate for the conversion and should
record the rate chosen.

We have also updated the record keeping
schedulein MIFIDPRU Schedule 1 toreflect

these additionalrecord keepingrequirements.

145



PS21/9
Chapter 15

146

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

Connected
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Main Rule being Purpose of
Reference Amended Amendment Explanation
22. | MIFIDPRU Deletion In CP20/24, we included in a guidance
4.15.9G(2) of previous provision in what was then MIFIDPRU
guidance 4.15.8G, reflecting article 33(3) of the
provision EU IFR. That provision stated that a firm
referringto must exclude from DTF any transactions
execution of executed by the firm for the purpose of
transactionsbya | providing portfolio management services
firmwhenacting | onbehalf ofinvestment funds.
as portfolio Having considered the position in relation
manager being to the application of DTF more generally
excluded from (including the other changes to MIFIDPRU
DTF 4.11 and 4.15 summarised above), we have
decided to delete this guidance provision.
There is therefore no general exclusion
from DTF in relation to transactions that
a firm might execute in the context of
providing portfolio management to a fund
(orany other client).
23. | MIFIDPRU 4 MIFIDPRU Addition of Severalrespondents to CP21/7
Annex 12G 4.7.13G guidance table commented that they found the guidance
MIFIDPRU onrequirement table in paragraph 4.89 of the CP helpful
4.10.26G to calculate and asked if we would reproduce this as
K-AUM and guidance in MIFIDPRU. We agree that
K-COH it would be helpful to reproduce this

guidance and therefore have included a
new guidance annexin MIFIDPRU 4 Annex
12G that reproduces the relevant table
with some minor amendments. We have
also updated existing guidance provisions
in MIFIDPRU 4.7 (relating to K-AUM)

and MIFIDPRU 4.10 (relating to COH) to
cross-refer to this new guidance annex.
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Connected
Rules also
Main Rule being Purpose of
Reference Amended Amendment Explanation
MIFIDPRU 7 - Governance, ICARA and SREP
24. | MIFIDPRU MIFIDPRU Revisionof rules | We have made amendments to the
7.1.4R 7.1.6t07.1.8G | for calculating thresholds that determine whether
Glossary the thresholds anon-SNI firm has to comply with
definition of forwhentherisk, | therulesin MIFIDPRU 7.3 regarding
‘off-balance remuneration risk, remuneration and nomination
sheet items’ and nomination committees.
committee The amendments:
_reqwrements e Draw aclearer distinction between
in MIFIDPRU
72 applv to 8 on-balance sheet assets and
> 3PP . off-balance sheetitems.
non-SNIfirm

e Define off-balance sheetitems by
reference to materialin Annex 1 of the
UK CRR.

e Explain that the value of on-balance
sheet assets must be calculated
in accordance with the applicable
accounting framework.

e Explain that the value of off-balance
sheetitems must be calculated using
their fullnominal value.

e Explain how firms calculate the exposure
values in MIFIDPRU 7.1.4R(2)(a) and (b).

e Explainthat where the thresholds use an
arithmetic mean it must be calculated
using monthly data points.

e Explain what firms should do if they have
missing data points, and when the FCA
would expect this to arise.

e Clarify when firms can change the date
they use for their data points.

25. | MIFIDPRU Amendment We have amended our rules to permit
7.3.3R of rules on anon-SNIfirmtorely onagroup level

remuneration
committees

to clarify that
the individual
obligation
ofanon-SNI
firmto have a
remuneration
committee may
be satisfied

by agroup
committee
established at
the level of the
UK parent entity

remuneration committee where the
firmis part of an FCA investment firm
group to which prudential consolidation
under MIFIDPRU 2.5 applies and where
the UK parent entity has a remuneration
committee that:

e meets the composition requirements
(where they apply)

e hasthe necessary powers to comply
with the other obligations in MIFIDPRU
7.3 on behalf of the non-SNI firm, and

® has members with the appropriate
knowledge, skills and expertisein
relation to the non-SNI firm

Where these criteria are met, a firm may
rely on the group level remuneration
committee without needing to apply to us
for amodification.
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26.

Main Rule
Reference

MIFIDPRU
7.4.5G

Connected
Rules also
being
Amended

MIFIDPRU
7.4.6G(2)
(now deleted)

MIFIDPRU
7.5.4G(1)

Purpose of
Amendment

Clarification
around firms
with complex
business models

Explanation

Our original proposed textin CP21/7
detailing the obligations for the ICARA
process referred to 'large or complex’
firms. Respondents considered that the
concept of a 'large or complex firm' was
unclear and therefore that it was not
clear from the rules when a firm might

be expected to apply some of the more
detailed approaches. We have rephrased
certain provisions in MIFIDPRU 7 to

make it clearer that these references
were intended to be references to firms
that have more complex businesses or
operating models. We do not think that it
is necessary or helpful to give a technical
definition of when a business or operating
model will be more complex for these
purposes. Ultimately, thisis a question of
degree and as the complexity of the firm's
activities or operating modelincreases,
we would generally expect the analysis
under the ICARA process to become more
detailedinamanner thatis proportionate
to the increased complexity.

27.

MIFIDPRU
7.5.4G(3)
(newly
inserted
provision)

New guidance to
clarify that the
FCA mayimpose
areqguirement
onafirmto
carry out more
in-depth stress
testingor
reverse stress
testing

Under MIFIDPRU 7.5.4G(1), a firm that has
a complex business or operating model

is required to undertake more in-depth
stress testingand to carry out reverse
stress testing. In the firstinstance, a firm
will need to carry out its own analysis of
whether the complexity of its business

or operating model means that it should
undertake more this more in-depth
testing. However, this new guidance
clarifies that the FCA may also invite

a firm to apply for the imposition of a
voluntary requirement, or may exercise the
FCA's owninitiative powers to impose a
requirement, for the firm to carry out such
testing.
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28. | MIFIDPRU Clarification Respondents to CP21/7 sought clarity
7.6.8G(4) and thatafirmisnot | onwhether they were required to map
(5) (newly requiredtomap | the estimated financialimpact of every
inserted the impact of material potential harm back to one
provisions) every material or more components of their K-factor

harm back to requirementin every case.
acomponent We have added new guidance to MIFIDPRU
of the K-factor 7.6.8G to make it clear that a firmis not
requirement required to map every potential material
harm back toits K-factor requirementin
this way. It may not be possible to do so,
or it may be disproportionately complex
or otherwise impractical. In that case,
the firm can simply choose to hold an
additional amount of own funds to cover
the relevant harm without seeking to
determine whether it might already be
partly covered by the K-factor requirement.
Afirm should, however, ensure that it has
clearly documented the basis on which it
determines that any additional own funds
are orare not requiredinrelationto a
particular material harm.

29. | MIFIDPRU MIFIDPRU Removal of Feedback to CP21/7 indicated that
7.8.3G (as 7.8.4R (asnow | guidance respondents did not agree with the
originally renumbered) specifying that guidance in our original proposed
numbered— MIFIDPRU significant or MIFIDPRU 7.8.3G. That guidance stated
now deleted) 7.8.5G (asnow | complexfirms that a firm whose activities are significant

renumbered) should consider intheir nature, scale or complexity should

reviewing

their ICARA
processes more
regularly, such as
on ahalf-yearly
basis

consider whether it is appropriate to review
the adequacy of the ICARA process more
regularly than annually.

Inlight of the feedback received, we

have decided to remove this guidance
provision and related provisions around
the submission of MIFOQ7 reports more
regularly than annually. Therefore, a firm
will only be expected to carry out a formal
review of its ICARA process on an annual
basis, unless there is a material changein
the firm's business or operating model, in
which case the ICARA process willneed to
be reviewed again to take into account the
impact of that change.

However, the ICARA process itselfis an
ongoing risk management process within
the firm. Therefore, although a formal
ICARA review is normally required only
annually, a firm must ensure thatitis
meeting the overall financial adequacy rule
on an ongoing basis and has an ongoing
risk management framework.
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30. | MIFIDPRU Addition of In CP21/7, we confirmed that an
7.9.4G guidance that investment firm group will not normally be

the FCA may, required to operate an ICARA process on

in exceptional a consolidated basis, evenifthe group is

circumstances, subject to prudential consolidation under

directan MIFIDPRU 2.5.

investmentfirm | \we are adding guidance to confirm that

grouptooperate | 5ithough the default position remains

a consolidated that an investment firm group is not

ICARA process required to operate a consolidated ICARA
process, the FCA may nonetheless
impose arequirement on a UK parent
entity to operate an ICARA process
on a consolidated basis in exceptional
circumstances. This could include where
the individual (or, where applicable, group)
ICARA process does not adequately
capture material risks that arise within
the context of the group as a whole. The
guidance also clarifies that the FCA may
exclude entities from the scope of the
consolidated situation, in which case the
consolidated ICARA process should also
exclude such entities.

31. | MIFIDPRU Clarification We have amended the guidance in
7.10.9G(4) that the FCA MIFIDPRU 7.10, which explains the FCA's

may impose a
requirement
onaparent
undertaking by
reference to the
status of the
group as awhole

approach to the SREP and prudential
supervision, to make it clear that the FCA
may impose a requirement on a parent
undertaking by reference to the status of
the investment firm group as a whole. This
was already implicit in the guidance, but
we have stated this expressly to give firms
greater clarity. The FCA may therefore
impose requirements on individual firms
or relevant parent undertakings or may
impose a consolidated requirement on a
parent undertaking by reference to the
consolidated situation of the group.
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MIFIDPRU 10 -requirements for clearing firms
32. | MIFIDPRU Insertion of Amendment of Onerespondent to CP21/7 argued that
10.4.2R new MIFIDPRU | rulesrelating our proposed rules for calculating the
10.4.3R and to capital capital requirement for a clearing firm's
MIFIDPRU requirementfor | pre-funded exposurestoa CCP's default
10.4.4G (with aclearing firm's fund were too punitive. The respondent

consequential
renumbering
of existing
provisions as
MIFIDPRU
10.4.5G and
10.4.6G)

pre-funded
exposurestoa
CCP default fund

argued that an 8% risk weight (as originally
proposed in MIFIDPRU 10.4.2R) was
excessive, given that the risk weight for
creditinstitutions and investment firms
was only 1.6% and an authorised CCP
should not be seen as riskier than those
entities. The respondent also pointed to
the C-factors applied under current article
308 of UK CRR and to the C-factor that
would apply under the Basel lll SA-CRR for
comparison.

We have amended MIFIDPRU 10.4.2R

to modify the calculation of the capital
requirement resulting from the pre-funded
exposure to the CCP default fund.

We have amended the applicable risk
factor. This now varies, depending on
whether the CCPis an authorised CCP
(i.e.including arecognised CCP) or not.
Foranon-authorised CCP, the risk factor
remains 8%. For an authorised CCP, the
risk factor depends upon whether the
CCP publishes a C-factor relating toits
default fund or not in accordance with
national rules implementing the Basel Il or
Basel lll requirements (see BCBS 227 and
BCBS 282). If the CCP publishes a relevant
C-factor, then the value of the C-factor
must be used. If the CCP publishes a
C-factor for the purposes of both BCBS
227 (i.e. Baselll, asreflectedin current

UK CRR) and BCBS 282 (i.e. Basel Ill), the
C-factor for BCBS 282 must be used
(andin the case of default funds relating
to derivatives, this willmean applying

the Basel lll SA-CCR -MIFDPRU 10.4.4G
clarifies this point). If the authorised CCP
does not publish a C-factor for any reason,
then a default risk factor of 1.6% will apply
instead. In addition, the applicable alpha
for the purposes of MIFIDPRU 4.14.7R (as
cross-applied by MIFIDPRU 10.4.2R(1))
has beenreducedto 1 (from the standard
1.2in MIFIDPRU 4.14.17R). This is because
we do not believe it to be necessary in
this context, especially when combined
with the use of the C-factor and the
methodology by which this is calculated.




PS21/9
Chapter 15

152

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

Main Rule
Reference

Connected
Rules also
being
Amended

Purpose of
Amendment

Explanation

MIFIDPRU TP 2 - Transitional provisions for own funds requirements

33.

MIFIDPRU TP
2.7R

MIFIDPRU TP
2.14R

Extending

the existing
own funds
transitionals for
former IFPRU
and BIPRU firms
to apply to CPMI
firms

As originally drafted in CP20/24 and PS1,
the transitional provisionin MIFIDPRU TP
2.7R applies to former IFPRU and BIPRU
firms, but excluded CPMI firms. This was
because we addressed our intended
approach to CPMI firmsin CP21/7.

Inresponses to CP21/7, we were asked
whether there should be transitional
arrangements available for CPMI firms
onthe same basis as for other MIFIDPRU
investment firms, given that we confirmed
our intention to treat CPMIs as MIFIDPRU
investment firms. We did not include an
own funds transitional provision for CPMls
in CP21/7, but hadintended to do so. We
have therefore amended MIFIDPRU TP
2.7R so that CPMls are nolonger excluded
fromits scope. This means that CPMI
firms (which will be either former BIPRU
firms or former IFPRU firms, depending
on their precise activities) can benefit
from the transitional arrangements for
their K-factor requirements and fixed
overheads requirements in MIFIDPRU
TP2.7R.

We have also amended MIFIDPRU TP
2.14R to extend the permanent minimum
capital requirement (PMR) transitional

that would apply to a former IFPRU 125K
firm to apply to a CPMI firm that would
have a MIFIDPRU PMR of £150K. We do
not thinkitis necessary to provide a PMR
transitional for CPMls that become subject
toaPMRof £75Kon 1 January 2022. This is
because CPMIs have a parallel base capital
requirement of EUR 125K under IPRU-INV
11.3 and therefore this would be expected
to be significantly higher than the £75K
MIFIDPRU PMRinany case.

34.

MIFIDPRU TP
2.19R

Clarification
that certain
transitional
requirements
couldbe
disapplied due
toachangein
alimitation or
reguirement
and notjusta
permission

The original provision in MIFIDPRU TP
2.19R provided that certain own funds
transitionals relating to the permanent
minimum capital requirement (PMR) cease
to apply if a firm varies its permissions on
or after 1 January 2022 in a manner that
means that there would be anincrease
inits standard PMR under MIFIDPRU. We
have amended this provision so that it also
includes any change to the limitations or
requirements applicable to the firm that
would have that effect.
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35. | MIFIDPRU TP Amendment of The transitional provisionin MIFIDPRU
2.20R the own funds TP 2.20R applies a fixed transitional
transitional requirement to local firms that applies
provision for in place of their entire own funds
local firms to requirement under MIFIDPRU for 5 years.
clarify thatitis We have now clarified that this transitional
disappliedifthe relief will cease to apply if the firm varies its
firmvariesits permissions, limitations or requirements
permissions, onor after 1 January 2022 in a manner
limitations or that, if that variation had occurred before
requirementsin 1 January 2022, would have resulted in the
away thatwould | firm ceasingto be classified as a local firm.
have resultedin This ensures that alocal firm cannot vary
itceasingtobea | itsactivities onorafter 1 January 2022 to
localfirmifithad | undertake awider range of business and
occurred before | stillrely onits fixed alternative transitional
1 January 2022 requirement.
36. | MIFIDPRU TP Clarification of Respondents to CP21/7 sought
2.24R theinteraction clarification of whether the component of
MIFIDPRU between the the basic liquid assets requirement, which
225G fixed overheads is based upon one third of the amount
(Newly requirement ofalﬂrm's FOR, was calculated on the
inserted (FOR) and basis of the full value of the standard FOR
- the basic orthe FOR as capped by the own funds
provisions. . " o :
) liquid assets transitional provisions (where applicable).
The previous ;
MIFIDPRU requirement We have therefore added a new rule and
TP 2.24R Whenthe FOR a guidance provision to MIFIDPRU TP2
onwards IS capp.eld by to clarify that where a firmis subject to a
have been atra.ngtlona\ reduced FOR under one of the own funds
renumbered provision transitional provisions, the component of
afterwards) the basic liquid assets requirement that is

derived from the FOR should be calculated
by reference to the reduced FOR. Any
amount for the component of the basic
liquid asset requirement due to client
guarantees should be added to this.

MIFIDPRU TP 9 - Transitional provisions for IFPRU waivers on risk, remuneration and nomination
committees

37.

MIFIDPRU TP
9.5R

Correction of
drafting error

The MIFIDPRU provisions in the second
and third rows of column B of the table in
MIFIDPRU TP 9.5R were the wrong way
around, so we have rectified this.
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vidual capital guidance and individual liquidity guidance transitional provisions

38.

MIFIDPRU
TP 10

Transitional
provisions

for existing
pre-1January
2022 individual
capital guidance
andindividual
liquidity
guidance
issuedto IFPRU
investment
firms, BIPRU
firms and their
groups

Respondents to CP21/7 asked us to

clarify our approach to existing individual
capital guidance (ICG) and individual
liquidity guidance (ILG). In particular, they
wanted to understand whether, and if so,
how, ICG and ILG would be relevant when
transitioning to the ICARA process and the
other requirements in the new MIFIDPRU
rulebook.

We have included a new transitional annex,
MIFIDPRU TP 10, which explains how firms
should use their existing ICG and/or ILG to
calculate a transitional requirement that
will set a 'floor' for the purposes of their
own funds threshold requirement and/or
liquid assets threshold requirement under
MIFIDPRU.

The transitional rules will require any firm
thatis subject to an existing ICG and/

or ILG to submitits first MIFOO7 (ICARA
assessment questionnaire) by no later than
31 March 2023. From 1 January 2022 until 6
months after the firm has submitted its first
MIFOO07, it will be subject to the transitional
'floor' set by reference to the ICG and/

or ILG. Ourintentionis that following the
submission of the first MIFOO7 reports, the
FCA willhave 6 months to review the firm's
conclusions under the new regime and
determine whether the firm's assessment
ofits new own funds threshold requirement
and/or liquid assets threshold requirement
is reasonable. Once the FCA has
communicated the outcome of its review
to the firm, or 6 months after the date on
which the firm submitted the MIFOO7 return
(if earlier), the transitional ‘floor' will cease to
apply. This will ensure that all existing ICGs
and ILGs will cease to be relevant by no later
than 30 September 2023.

Where a firmis part of a group thatis
subject to a consolidated ICG or ILG, the
rules require the UK parent entity of the
relevant group to allocate the resources
required by guidance between the entities
forming part of that group on areasonable
basis. The UK parent entity must record
its basis for this allocation. The individual
FCA investment firms within the group
must then apply the transitional 'floor' by
reference to their individual allocation.




PS21/9
Chapter 15

Financial Conduct Authority
Implementation of Investment Firms Prudential Regime

Main Rule
Reference

Connected
Rules also
being
Amended

Purpose of
Amendment

Explanation

In each case, the transitional requirement
is a'floor'and so does not limit the

own funds threshold requirement and/

or liquid assets threshold requirement

if the overall financial adequacy rule
would otherwise require the firm to hold
a higher amount. In addition, it does

not limit any requirement that applies
under the own funds requirement in
MIFIDPRU 4 (as limited by any own funds
transitional, where applicable). This means
that notwithstanding the transitional
requirement, the firm may need to hold
additional own funds and/or liquid assets
during the transitional period.

Rem

uneration-SYSC 19G

39.

SYSC
19G.1.1R

SYSC
19G.1.2G

SYSC
19G.1.3R
SYSC
19G.1.4R

SYSC
19G.1.7G

Amendment
of rules on
calculating
the thresholds
according
towhichthe
standard or
extended
remuneration
requirements
under SYSC 19G

apply

We have made amendments to the
thresholds that determine whether a
non-SNIfirm has to comply with the
extended remuneration requirementsin
SYSC19G.

The amendments:

e Draw aclearer distinction between
on-balance sheet assets and
off-balance sheetitems.

e Define off-balance sheetitems by
reference to materialin Annex 1 of the
UK CRR.

e Explainthat the value of on-balance
sheet assets must be calculated
in accordance with the applicable
accounting framework.

e Explain that the value of off-balance
sheetitems must be calculated using
their fullnominal value.

e Explain how firms calculate the exposure
valuesin SYSC 19G.1.1R(2)(a) and (b).

e Explainthat where the thresholds use an
arithmetic mean it must be calculated
using monthly data points.

e Explain what firms should do if they have
missing data points, and when the FCA
would expect this to arise.

40.

SYSC
19G.1.14R

SYSC
19G.1.15G

Clarification of
how thresholds
should be
calculated by
CPMI firms

We have added a guidance provision

to clarify that CPMI firms should use
their total on-balance sheet assets and
off-balance sheetitems (not those based
only on their MiFID business).
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41. | SYSC SYSC Clarification We have made a number of amendments
19G.1.18R 19G.1.19G, of how SYSC to clarify how the rules in SYSC 19G apply
SYSC 19G applies on a consolidated basis.
19G.59R toagroup to We have clarified in the MIFIDPRU
and SYSC which prudential | Remuneration Code that the extended
19G.5.10G(3) consolidation remuneration requirements do not apply
under MIFIDPRU | 5 5 consolidated basis. This means
2.5 applies that an entity within a consolidation
group is subject to the rules on pay-out
ininstruments, deferral, retention and
pay-out of discretionary pension benefits
only ifit exceeds the thresholds, and not
solely because another entity in the group
exceeds the thresholds.
We have included rules to make clear that
the rulesin MIFIDPRU 2.5.21Rand 2.5.22G
for determining whether a consolidation
groupis treated as an SNI or non-SNI firm
also determine that question under SYSC
19G.
42. | SYSC SYSC Clarification We have restructured and simplified some
19G.1.20R 19G.1.21G of how SYSC of these provisions to clarify what a firm
to SYSC 19G applies should do where it is subject to multiple
19G.1.23G when provisions remuneration requirements, for example
under multiple the MIFIDPRU Remuneration Code and
remuneration another remuneration code. These
codes apply to provisions explain that in the rare cases
the same firm where a firm cannot comply with both
requirements, it must comply with the
stricter of those differing requirements.
We have also clarified that a firm must
consider which requirement s the stricter
on a provision by provision basis.
43. | SYSC Clarification We have added a guidance provision to
19G.1.25G that SYSC remind firms that the code applies to each
19G applies by performance period, regardless of its
reference to length.
performance
periods,
whatever the
frequency of the
performance
period
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44. | SYSC SYSC Clarification We have clarified that:
19G.1.27R 19G.1.28R ofhowthe * the MIFIDPRU Remuneration Code
requirementsin applies to carried interest, and
_SYSC 1_96 apply e carriedinterest must be valued at the
inrelationto ; i
o time of its award.
carried interest
arrangements We have added a new rule which means
that the requirements on pay-outin
instruments, deferral, retention and
ex-postrisk adjustment do not apply to
carriedinterest arrangements where:

e thevalue of the carriedinterestis
determined by the performance of the
fundin which the carried interest is held,

e the period between award and payment
of the carriedinterestis at least 4 years,
and

e there are provisions for the forfeiture
or cancellation of carried interest that
include at least situations in which the
MRT participatedin or was responsible
for conduct whichresulted in significant
losses to the firm, and situations in which
the MRT failed to meet appropriate
standards of fitness and propriety.

45. | SYSC Guidance We have included a guidance provision
19G.1.29G that SYSC explaining that SYSC 19G contains
19G contains minimum requirements, but that it is good
minimum practice for firms to consider whether
requirements, going beyond SYSC 19G would contribute
butitis good to sound risk management or a healthy
practice for firm culture.
firms to consider
whether going
beyond them
46. | SYSC SYSC 4.9G, We have amended all relevant provisions
19G.1.30R SYSC torefer to '‘performance periods' instead
19G.5.11R, of 'performance years'. This means thata
SYSC firm with quarterly performance periods
19G.5.12G, should apply the new code from the
SYSC beginning of its next performance period
19G.6.7R(1) beginning on or after 1 January 2022.
(b)(ii), SYSC
19G.6.9G(2),
SYSC
19G.6.19R,
SYSCTP 10
47. | SYSC Guidance We have included a guidance provision
19G.2.3G relating to reminding firms that in line with their

documenting
remuneration
policies and
practices

record-keeping requirementsin SYSC 9
they should ensure remuneration policies,
practices and procedures (including
performance assessment processes and
decisions) are clear and documented.
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48. | SYSC SYSC Clarification of We have:
19G.3.4R 19G.3.5G therequirement | o amended the rule to clarify that the
ff)r non-SNI independent internal review relates
ﬂrms to conduct to the operation of the remuneration
an |lndependent policy and practices, and whether they
review of ‘ comply with the policy framework
remuneration and procedures laid down by the
arrangements management body inits supervisory
function,

e added guidance to provide more detail
of what we would expect the review to
include,

e removed the reference to the internal
audit function, and

e clarifiedin guidance that the review may
be outsourced in whole orin part.

49. | SYSC Amendment of The final sentence of this provision
19G.3.8G drafting error contained a drafting error which we have
rectified.
50. | SYSC Guidance on We have amended the guidance to clarify
19G.4.3G whenreturns that we would consider the returns on
made on a co-investment arrangement to be
co-investment remuneration only where the investment
arrangements was made using a loan provided by the firm
may constitute or amember of the group to which the firm
remuneration belongs and that loan:
under SYSC19G | o \yas not provided to the individual on
commercial terms, or

e hadnot been repaidin full by the time

the return on the investment was paid.
51. | SYSC Clarification of We have clarified in this guidance provision
19G.4.4G(3) the guidanceon | thatwe would expect ‘areasonable
when and how portion' of the profit share of a partner,
to categorise ormemberofan LLP, to be considered
partners' or remuneration where that partner or
LLP members’ member works full-time for the firm.
profit shares as
remuneration
52. | SYSC Guidance on We have added guidance to highlight
19G.4.10G settingratiosof | thatfirms should consider all potential

variable to fixed
remuneration

scenarios when setting ratios of variable to
fixed remuneration, including that the firm
exceedsits financial objectives.
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53. | SYSC SYSC Clarification of We have made amendments to the
19G.4.11R 19G.4.12G when severance | provisions on severance pay to:
pay may be e Make clear that when settingits variable
excluded from to fixed remuneration ratio, a non-SNI
the assessment firm must consider the situation in which
ofwhether the maximum possible severance pay is
variable _ awarded to an individual.
remUﬂ.eratl.Oﬂ e Explain that when assessing whether
complies with : Lo
) an award of variable remunerationis
the variable ) ) ) '
) consistent with the relevant ratio a firm
to fixed X
) can exclude the difference between the
remuneration ) o
. maximum severance pay foreseeninits
ratio set by the ) .
firm remuneration policy and any amount
itis obligedto pay as a result of alegal
obligation that has arisen after the date
onwhich the firm adopted the relevant
version of its remuneration policy.
54. | SYSC Glossary Amendment We have added a provision which clarifies
19G.5.7R definition of torulesonthe that the UK parent entity of a consolidation
‘material risk levels at which group is responsible for identifying as
taker’ material risk material risk takers staff members who
takers must be have a materialimpact on:
ide.ntified.an.d e the risk profile of the investment firm
which entity is group as awhole, or
ible f
.reSpo.ns.lb eror e therisk profile of, or assets managed by,
identifying them o )
any other entity in the group to which
the MIFIDPRU Remuneration Code
applies on an individual basis.
We have also amended the Glossary
definition of ‘material risk taker' to reflect
the effect of this provision.
55. | SYSC Guidance on We have included a guidance provision
19G.5.13G good practice explaining that we think it is good practice

inrelating

to potential
extension of
rules for material
risk takers to
other staff

for a firm to consider whether it should
also apply the rules that apply to material
risk takers to other members of staff.
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56. | SYSC SYSC Clarification We have replaced the references to
19G.6.2R 19G.6.3G that variable extraordinary public support with
remuneration ‘exceptional government intervention’ to
can be paidto ensure alignment with SYSC 19D.
members of the | \e have amended the relevant rule in the
management MIFIDPRU Remuneration Code to provide
body of a firm that an FCA investment firm benefiting
that benefits from exceptional government intervention
fromexceptional | myst not pay variable remuneration to
government members of its management body ‘unless
intelr\-/ention if this is justified’.
Jus.tlfled' and We have also added a guidance provision
guidance on : : .
when this might vvhlch setsout ourAV|evv thatit maylbe
justified to pay variable remuneration
be the case
to amember of the management body
who was not in office at the time the
exceptional government intervention was
required.
57. | SYSC Amendment We have clarified the provisions to
19G.6.4G(2) to guidance on reflect our intention to require non-SNI
assessment of firms to take alonger-term approach
performance to assessing performance. As the rules
aspartofa explain, this should include setting some
multi-year aspects of the assessment process
framework in a multi-year framework, deferring
variable remuneration over a period which
reflects the firm's business cycle or the
redemption policy of the funds managed,
and/or using appropriate ex-ante and
ex-post adjustments.
58. | SYSC Clarification of Feedback from respondents suggested
19G.6.6G guidance on that some had not appreciated that the
financial and guidance provision referring to equal
non-financial weight between financial and non-financial
criteria criteria explicitly recognises that a 50/50
splitis not always appropriate. To make this
clearer, we have amended the guidance
to say that equal weighting 'may be
appropriate' for some firms, rather than
‘will be appropriate’ for some firms.
59. | SYSC Clarification of We have added guidance to clarify that
19G.6.11G(2) the criteria that an FCAinvestment firm may (but does
may be attached | nothave to)link a retention award to
toretention performance criteria which have been
awards definedin advance. This can further
strengthen the alignment of risk and
reward.
60. | SYSC Amendment We have amended the rules to make clear
19G.6.13R(2) of ruleson that the duration of the retention, deferral,
application vesting and ex-post risk adjustment
of variable arrangements must be 'no shorter’ than

remuneration
reguirements to
buy-out awards

the duration applied, and remaining, under
the previous contract of employment.
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61. | SYSC Clarification We have made a minor addition to this rule
19G.6.19R(4) that 'non-cash to confirmthat 'non-cash instruments
instruments which reflect the instruments of the
whichreflectthe | portfolios managed'alsoincludes those
instruments of which are settled in cash. This is because
the portfolios they achieve the objective of reflecting the
managed' may credit quality of the firm or fund managed.
be settledin
cash
62. | SYSC Addition of a We have amended the rules to make
19G.6.20R rule to clarify the | clearthat shares andinstruments
circumstances issued by a parent entity may be used as
in which shares variable remuneration, subject to their
andinstruments | value movinginline with the value of an
issued by a equivalent ownership interestinthe FCA
parent entity investment firmitself.
may be used
as variable
remuneration
63. | SYSC Amendment We have amended the provision to
19G.6.26G(2) of guidance to emphasise that it may be appropriate
clarify when (rather than it being an expectationin all
itmay be instances) to apply a deferral period longer
appropriate for than 3 years to the most senior material
senior material risk takers. We have retained the example
risk takers to of members of the management body.
be subject
to adeferral
period thatis
longer than the
minimum period
64. | SYSC Amendment to Following stakeholder feedback, we have
19G.6.29R permit payment | amended our rules to permit material risk
toamaterialrisk | takerstoaccrueinterest and dividends
taker of interest | duringthe deferral period, but firms are
or dividends on not permitted to pay them out until the
aninstrument point of vesting. Accrual of dividends or
thatis subjectto | interestduring the deferral period will
deferral only be possible if the interest rate or
dividend appliedis not higher than that
which is applied to ordinary holders of the
instruments.
65. | SYSC SYSC Addition of We have added guidance to clarify that
19G.6.33G(1) 19G.6.33G(2) guidance to anon-SNI firm subject to the extended
clarify that some | remuneration requirements mustinclude
firms must inits remuneration policy the possibility of
include in-year applyingin-year adjustments, malus and
adjustments, clawback to the variable remuneration of
malus and material risk takers. Where performance

clawback in their
remuneration
policies

adjustmentis required, the appropriate
tool or tools should then be applied.
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Connected
Rules also
Main Rule being Purpose of
Reference Amended Amendment Explanation
66. | SYSCTP 10 Amendment We have amended these provisions
of transitional and added further guidance to make
provisions to clearer that SYSC 19G only applies to
clarify how SYSC | performance or services in performance
19G applies periods beginning on or after 1 January
during the 2022. Thisis the case irrespective of when
transition to the remunerationis awarded or paid out.
the MIFIDPRU

regime and the
extent to which
requirements
under previous
remuneration
codes might
continue to
apply for aninitial
period
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Annex 1
List of non-confidential respondents

Adempi Associates LLP

Alternative Credit Council (ACC)

Alternative Investment Management Association (AIMA)
Ashmore Group plc

Association of Consulting Actuaries

The Association of Professional Compliance Consultants
Baillie Gifford & Co.

Bankhall Ltd

The Bank of New York Mellon

BlackRock Inc

Brewin Dolphin Limited

British Private Equity and Venture Capital Association (BVCA)
Capital Group

Capitaplc

Cardano Risk Management Ltd

The City of London Law Society

Confederation of British Industry

Daiwa Capital Markets Europe Ltd

Ellis Wilson Limited

The European Association of Independent Research Providers
FIA European Principal Traders Association (FIAEPTA)
Fidelity International

Futures Industry Association (FIA)

Hargreaves Lansdown
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ICE Futures Europe

ICI Global

The IFA Corporation Limited

The Investment Association

Interactive Investor

JP Morgan

Lane Clarke & Peacock LLP

Lincoln Pension Limited

Macfarlanes LLP

Managed Funds Association

Mainspring Nominees Ltd

Man Group Ltd

Natwest Trustee and Depositary Services
Ninety One

Personal Investment Management & Financial Advice Association (PIMFA)
Pillar 4

Sanlam Private Wealth (UK) LTD

The Society of Pension Professionals
Schroders Investment Management Limited
SMBC Nikko Capital Markets Limited
Wells Fargo

XTX Markets Ltd
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Annex 2
Abbreviations used in this paper

Abbreviation Description

AIFM Alternative Investment Fund Manager

AIFMD Alternative Investment Fund Management Directive

ASA Assets safeguarded and administered

AUM Assets under management

BCBS Basel Committee of Banking Supervisors

BIPRU Prudential sourcebook for banks, building societies and investment
firms

BRRD Bank Recovery and Resolution Directive

CASS Client assets sourcebook

CBA Cost benefit analysis

CCP Central counterparty

CMAR Client Money and Assets Return

COH Client orders handled

CpP Consultation paper

CPM Collective Portfolio Management firm

CPMI Collective Portfolio Management Investment firm

CRD Capital Requirements Directive

CRR Capital Requirements Regulation

EBA European Banking Authority

EMPS Energy market participants

ESMA European Securities and Markets Authority

EU Furopean Union
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Abbreviation Description
EV Exposure value
FCA Financial Conduct Authority
FICOD Financial Conglomerates Directive
FOR Fixed overheads requirement
FS Act Financial Services Act 2021
FS Bill Financial Services Bill
FS Register FS Register
FSMA Financial Services and Markets Act
GEN General Provisions sourcebook
GENRPU General Prudential sourcebook
ICAAP Internal capital adequacy assessment process
ICARA Internal Capital Adequacy and Risk Assessment
ICG Individual Capital Guidance
IFD Investment Firm Directive
IFPR Investment firm prudential regime
IFPRU Prudential sourcebook for investment firms
IFR Investment Firm Regulation
ILAA Internal Liquidity Adequacy Assessment
ILG Individual Liquidity Guidance
IPRU-INV Interim prudential sourcebook for investment business

K-factor requirement related to the activity of administering and

K-ASA safeguarding assets

K-AUM K-factor requirement related to the activity of managing assets
K-CMH K-factor requirement related to the activity of holding client money
K-CON K-factor requirement based on concentration risk
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Abbreviation

Description

K-COH K-factor requirement related to the activity of handling client orders

K-DTF K-factor requirement related to the daily trading flow

K-NPR K-factor requirement related to market risk

K-TCD K—factor requirement related to the risk from the default of a trading
firm counterparty

KFR K-factor requirement

LLP Limited Liability Partnership

MiFID Markets in Financial Instruments Directive

MIFIDPRU New Prudential sourcebook for FCA investment firms

MIPRU Prudential sourcebgok for Mortgage and Home Finance firms and
Insurance Intermediaries

MMF Money Market Fund

MRT Material Risk Taker

MTF Multilateral Trading Facility

NAV Net Asset Value

OFAR Overall financial adequacy rule

OMPS Oil market participants

OTF Organised Trading Facility

PERG The Perimeter Guidance Manual

PMR Permanent minimum requirement

PRA Prudential Regulation Authority

PS Policy Statement

QCCP Qualifying central counterparty

QMMF Qualifying money market fund

RPS Remuneration Policy Statement

SM&CR Senior Managers & Certification Regime
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Abbreviation

Description

SMF Senior management function

SMR Senior Managers Regime

SNI Small and non-interconnected investment firm
SREP Supervisory review and evaluation process
SUP Supervision sourcebook

SYSC Systems and controls sourcebook

TCD Trading counterparty default

TP Transitional provision

TTCA Title transfer collateral arrangement

UCITS Undertakings for Collective Investments In Transferable Securities
UK United Kingdom
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INVESTMENT FIRMS PRUDENTIAL REGIME INSTRUMENT 2021

Powers exercised

A. The Financial Conduct Authority (“the FCA”) makes this instrument in the exercise

of the following powers and related provisions in the Financial Services and Markets
Act 2000 (“the Act”):

(1) section 137A (The FCA’s general rules);

(2) section 137T (General supplementary powers);

3) section 138C (Evidential provisions);

(4) section 138D (Actions for damages);

(%) section 139A (Power of the FCA to give guidance);

(6) section 143D (Duty to make rules applying to parent undertakings);

(7) section 143E (Powers to make rules applying to parent undertakings); and
(8) paragraph 23 of Schedule 1ZA (Fees).

B. The rule-making provisions listed above are specified for the purposes of section
138G(2) (Rule-making instruments) of the Act.

Commencement
C. The following parts of this instrument come into force on 1 December 2021:
(1) Part 2 of Annex B; and
(2) solely for the purpose of enabling a person to comply with the rules in Part 2
of Annex B to this instrument, the provisions in Annex A and Part 1 of Annex
B.
D. This instrument comes into force for all remaining purposes on 1 January 2022.

Amendments to the FCA Handbook

E. The modules of the FCA’s Handbook of rules and guidance listed in column (1)
below are amended in accordance with the Annexes to this instrument listed in

column (2).
@) 2)
Glossary of definitions Annex A
Senior Management Arrangements, Systems and Controls Annex C
sourcebook (SYSC)
Supervision manual (SUP) Annex D
F. The FCA confirms and remakes in the Glossary of definitions any defined expressions

used in the modules of the FCA’s Handbook of rules and guidance referred to in
paragraph E or G where the defined expressions relate to UK legislation that has been
amended since those defined expressions were last made.
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Making the Prudential sourcebook for MiFID Investment Firms (MIFIDPRU)

G. The FCA makes the rules and gives the guidance in Annex B to this instrument.

H. The Prudential sourcebook for MiFID Investment Firms (MIFIDPRU) is added to the
Prudential Standards block within the Handbook, immediately after the Prudential
sourcebook for Insurers (INSPRU).

Notes

L In the annexes to this instrument, the “notes” (indicated by “Note:” or “Editor’s
note:”) are included for the convenience of readers, but do not form part of the
legislative text.

Citation

J. This instrument may be cited as the Investment Firms Prudential Regime Instrument
2021.

K. The sourcebook in Annex B to this instrument may be cited as the Prudential
sourcebook for MiFID Investment Firms (or MIFIDPRU).

By order of the Board

[date]
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Annex A

Amendments to the Glossary of definitions

In this Annex, underlining indicates new text and striking through indicates deleted text, unless

otherwise stated.

Insert the following new definitions in the appropriate alphabetical position. The text is not

underlined.

ASA

assets safeguarded
and administered

assets under
management

AUM

average ASA

average AUM

average CMH

average COH

average DTF

basic liquid assets
requirement

assets safeguarded and administered.

(in MIFIDPRU) the value of assets, as calculated in accordance
with the rules in MIFIDPRU 4.9 (K-ASA requirement), belonging
to a client that a firm holds in the course of MiFID business,
irrespective of whether those assets appear on the firm’s own
balance sheet or are deposited into accounts opened with third
parties.

(in MIFIDPRU) the value of assets, as calculated in accordance
with the rules in MIFIDPRU 4.7 (K-AUM requirement), that a
firm manages for its clients under the following arrangements,
where the arrangements constitute MiFID business:

(1) discretionary portfolio management; and

(2) non-discretionary arrangements constituting investment
advice of an ongoing nature.

assets under management.

the rolling average of a firm s ASA calculated in accordance with
MIFIDPRU 4.9.8R.

the rolling average of a firm s AUM calculated in accordance with
MIFIDPRU 4.7.5R.

the rolling average of a firm s CMH calculated in accordance with
MIFIDPRU 4.8.13R.

the rolling average of a firm s COH calculated in accordance with
MIFIDPRU 4.10.19R.

the rolling average of a firm’s DTF calculated in accordance with
MIFIDPRU 4.15.4R.

the requirement in MIFIDPRU 6.2.1R for a MIFIDPRU investment
firm to hold a minimum amount of core liquid assets.
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business unit

cash trade

clearing margin
given

client money held

client orders
handled

CMG
CMH
CMV
COH

commodity and

emission allowance

dealer

FCA 2021/XX

(in SYSC 19G) a separate organisational or legal entity, business
line or geographical location within a firm.

(in MIFIDPRU) an order relating to the purchase or sale of a
financial instrument that is:

(1) referred to in paragraphs 1 to 3 of Part 1 of Schedule 2 to
the Regulated Activities Order; or

2) an exchange-traded option.

the total margin required by a clearing member or CCP, where the
execution and settlement of transactions of a MIFIDPRU
investment firm'’s dealing on own account take place under the
responsibility of a clearing member or CCP.

(in MIFIDPRU) the amount of MiFID client money that a firm
holds.

(in MIFIDPRU) the value of orders, as calculated in accordance
with the rules in MIFIDPRU 4.10 (K-COH requirement), that a
firm handles for clients when providing the following services,
where the services constitute MiFID business:

(1) reception and transmission of cl/ient orders; and
2) execution of orders on behalf of clients.
clearing margin given.

client money held.

current market value.

client orders handled.

a MIFIDPRU investment firm the main business of which consists
exclusively of the provision of investment services and/or activities
in relation to:

(1) commodity derivatives or commodity derivative contracts
referred to in paragraphs 5, 6, 7, 9 and 10 of Part 1 of
Schedule 2 to the Regulated Activities Order;

(2) derivatives of emission allowances referred to in
paragraph 4 of Part 1 of Schedule 2 to the Regulated
Activities Order; or

(3) emission allowances referred to in paragraph 11 of Part 1
of Schedule 2 to the Regulated Activities Order.
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CON own funds
requirement

concentration risk

concentration risk
soft limit

connected
undertaking

convertible
instrument

core liquid asset

daily trading flow

derivatives trade

DTF

early warning
indicator

eligible instrument
EV

EVE

exposure value

FCA 2021/XX

the own funds requirement calculated in accordance with
MIFIDPRU 5.7.2R, which relates to a concentrated exposure to a
client or group of connected clients.

the risks arising from the strength or extent of a firm’s
relationships with, or direct exposure to, a single client or
group of connected clients.

the limit specified in MIFIDPRU 5.5.1R on the exposure
value a firm has to a client or a group of connected clients,
above which a firm is required to calculate the K-CON
requirement.

has the meaning in MIFIDPRU 2.4.6R.

(in SYSC 19G) an instrument the terms of which require the
principal amount of that instrument to be converted into an
instrument that qualifies as common equity tier I capital if a trigger
event occurs.

has the meaning in MIFIDPRU 6.3 (Core liquid assets).

the daily value of transactions that a MIFIDPRU investment firm
enters through:

(1) dealing on own account; or
2) the execution of orders on behalf of clients in the firm’s
own name.

(in MIFIDPRU) an order relating to the purchase or sale of a
financial instrument that is not a cash trade.

daily trading flow.
an amount of own funds equal to:
(1) 110% of a firm’s own funds threshold requirement; or

(2) another amount specified by the F'CA in a requirement
imposed on a firm.

(in SYSC 19G) an instrument falling within SYSC 19G.6.19R.
(in MIFIDPRU 5) the exposure value.
(in MIFIDPRU 5) the exposure value excess.

(in MIFIDPRU 5) the value of a firm’s exposure to a client or
group of connected clients, calculated in accordance with
MIFIDPRU 5.4.
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excess

financial entity

GCT parent
undertaking
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(in MIFIDPRU 5) the value by which a firm’s exposure to a client
or group of connected clients exceeds the concentration risk soft
limit, calculated in accordance with MIFIDPRU 5.5.3R.

(in MIFIDPRU) any of the following:

(1) a MIFIDPRU investment firm (including a collective
portfolio management investment firm),

2) a collective portfolio management firm;

3) an entity established in a third country that is subject to
an assets under management-based financial resources
requirement that is similar to the K-AUM requirement,

4) an insurance undertaking where the following conditions
are met:

(a) the insurance undertaking forms part of the same
financial conglomerate as the firm that is applying
the definition of a financial entity for the purposes
of MIFIDPRU 4; and

(b) the F'CA is the coordinator for the financial
conglomerate in (a); or

(5) an undertaking (“A”) where the following conditions are
met:

(a) A forms part of the same investment firm group as
the firm that is applying the definition of a
financial entity for the purposes of MIFIDPRU 4
(“B");

(b)  the investment firm group in (a) is subject to
prudential consolidation under MIFIDPRU 2.5,

and

(©) both A and B are included within the consolidated
situation of the UK parent entity of the investment

firm group in (a).
a relevant financial undertaking that:
(1) 1s a parent undertaking; and
(2) either:
(a) is an authorised person; or

(b)  satisfies both of the following conditions:
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(1) it is incorporated in, or has its principal
place of business in, the UK; and

(i) it has a MIFIDPRU investment firm as a
subsidiary.

group capital test the requirement in MIFIDPRU 2.6.5R.

group ICARA an ICARA process operated by an investment firm group in
process accordance with MIFIDPRU 7.9.5R.

ICARA document has the meaning in MIFIDPRU 7.8.7R, which, in summary, is the
documentation used to record the firm’s review of the adequacy of
its ICARA process under MIFIDPRU 7.8.2R.

ICARA process has the meaning in MIFIDPRU 7.4.9R, which, in summary, is the
systems, controls and procedures set out in MIFIDPRU 7.4.9R(1)
to (3) operated by a MIFIDPRU investment firm to:

(1) identify, monitor and, if proportionate, reduce all material
potential harms that may result from the ongoing
operation of, or winding down of, the firm s business; and

2) assess whether the firm should hold additional own funds
and/or liquid assets to address material potential harms.

indirect clearing as defined in article 1(b) of the EMIR L2 Regulation.
arrangements

indirect clearing a client or an indirect client of a clearing member where that client
firm or indirect client provides indirect clearing arrangements.

investment advice of  either of the following:

an ongoing nature
(1) the recurring provision of investment advice; or

(2) investment advice given in the context of the continuous
or periodic assessment and monitoring or review of a
client portfolio of financial instruments, including of the
investments undertaken by the client on the basis of a
contractual arrangement.

investment firm (1) (in MIFIDPRU 2.4 and any provision that refers to a
group group to which MIFIDPRU 2.5 applies) a group of
undertakings that:

(a) consists of a parent undertaking (including an
undertaking that is deemed to be a parent
undertaking for the purposes of MIFIDPRU 2.5)
that is incorporated in the UK or has its principal
place of business in the UK (or, in the case of a UK
parent investment firm, has its registered office, or
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if it has no registered office, its head office in the

UK) and:

(1) the subsidiaries and connected
undertakings of that parent undertaking;
and

(11)  the connected undertakings of the
subsidiaries of that parent undertaking;

(b) includes at least one MIFIDPRU investment firm;
and

(©) does not include a subsidiary which is a UK credit
institution.

(2) (in any provision that refers to a group to which
MIFIDPRU 2.6 applies) a group of undertakings that:

(a) consists of a parent undertaking that is
incorporated in the UK or has its principal place of
business in the UK (or, in the case of a UK parent
investment firm, has its registered office, or if it has
no registered office, its head office in the UK) and
its:

(1) subsidiaries; and

(i)  connected undertakings in which it holds a
participation in accordance with
MIFIDPRU 2.4.15R;

(b) includes at least one MIFIDPRU investment firm;
and

(©) does not include a subsidiary which is a UK credit
institution.

investment holding  a financial institution that satisfies all of the following conditions:
company

(1) its subsidiaries are exclusively or mainly investment firms
or financial institutions;

2) at least one of its subsidiaries is a MIFIDPRU investment
firm; and
3) its subsidiaries do not include a UK credit institution.
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For the purposes of this definition, the subsidiaries of a financial
institution are “mainly” investment firms or financial institutions

where:

(a) more than 50% of the financial institution’s equity,
consolidated assets, capital deployed, revenues, expenses,
personnel or customers are associated with subsidiaries
that are investment firms or financial institutions; or

(b) the group containing the financial institution and its

subsidiaries has been structured in an artificial manner to
avoid exceeding the threshold in (a).

K-ASA requirement  the part of the K-factor requirement calculated on the basis of the
ASA of a MIFIDPRU investment firm in accordance with
MIFIDPRU 4.9 (K-ASA requirement).

K-AUM requirement the part of the K-factor requirement calculated on the basis of the
AUM of a MIFIDPRU investment firm in accordance with
MIFIDPRU 4.7 (K-AUM requirement).

K-CMG permission  a permission granted to a MIFIDPRU investment firm in
accordance with MIFIDPRU 4.13.9R allowing the firm to calculate
a K-CMG requirement in respect of a portfolio.

K-CMG requirement the part of the K-factor requirement calculated in accordance with
MIFIDPRU 4.13 in relation to portfolios for which the firm has
been granted a K-CMG permission.

K-CMH requirement the part of the K-factor requirement calculated on the basis of the
CMH of a MIFIDPRU investment firm in accordance with
MIFIDPRU 4.8 (K-CMH requirement).

K-COH requirement the part of the K-factor requirement calculated on the basis of the
COH of a MIFIDPRU investment firm in accordance with
MIFIDPRU 4.10 (K-COH requirement).

K-CON requirement the part of the K-factor requirement that accounts for
concentration risk in the trading book of a MIFIDPRU investment
firm, calculated in accordance with MIFIDPRU 5.7.

K-DTF requirement  the part of the K-factor requirement calculated on the basis of the
DTF of a MIFIDPRU investment firm in accordance with
MIFIDPRU 4.15.

K-NPR requirement  the part of the K-factor requirement calculated on the basis of the
NPR of a MIFIDPRU investment firm in accordance with
MIFIDPRU 4.12 where the firm is dealing on own account
(whether on its own behalf or on behalf of its clients) and the
relevant positions do not form part of a portfolio for which the firm
has been granted a K-CMG permission.
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K-factor metric

K-factor
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liquid assets
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the part of the K-factor requirement calculated in accordance with
MIFIDPRU 4.14 that is based on the transactions listed in
MIFIDPRU 4.14.3R and not otherwise excluded by MIFIDPRU
4.14.5R or MIFIDPRU 4.14.6R, where those transactions are:

(1)

)

recorded in the trading book of a firm dealing on own
account (whether or itself or on behalf of a client); or

in the case of transactions specified in MIFIDPRU
4.14.3R(7), undertaken by a firm that has the necessary
permissions to deal on own account.

any of the following:

(1)
2)
3)
(4)
)
(6)

average ASA,
average AUM,;
average CMH,;
average COH,
average DTF; or

TM (which, in summary, is part of the formula in
MIFIDPRU 4.13.5R that is used to calculate the K-CMG
requirement).

any of the following:

(1)
2)
3)
(4)
()
(6)
(7)
(8)
©)

ASA;
AUM,
CMG;
CMH,
COH;
CON;
DTF;
NPR; and

TCD.

the part of the own funds requirement calculated in accordance
with MIFIDPRU 4.6.

core liquid assets and non-core liquid assets.
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liquid assets the amount of /iquid assets that a firm needs to hold to comply with
threshold the overall financial adequacy rule.
requirement
liquid assets wind- an amount of /iquid assets that is equal to:
down trigger
(1) a firm’s basic liquid assets requirement; or
(2) another amount specified by the F'CA in a requirement

imposed on a firm.

majority common a relationship between an undertaking (““A’’) and another
management undertaking (“B”) where:
(1) A and B are not connected by virtue of being a parent

undertaking and subsidiary undertaking in accordance
with section 1162 (read together with Schedule 7) of the
Companies Act 2006; and

(2) the administrative, management or supervisory bodies of
A and B consist, for the major part, of the same persons in
office during the financial year in respect of which it is
being decided whether such a relationship exists.

Market Making RTS Part 1 (FCA) of the UK version of Regulation (EU) 2017/578 of 13
June 2016 supplementing Directive 2014/65/EU of the European
Parliament and of the Council on markets in financial instruments
with regard to regulatory technical standards specifying the
requirements on market making agreements and schemes, which is
part of UK law by virtue of the EUWA.

material risk taker (in SYSC 19G) has the meaning in SYSC 19G.5.1R and (where
SYSC 19G applies on a consolidated basis) SYSC 19G.5.7R(2).

Market Risk Model  Part 1 (FCA) of the UK version of Regulation (EU) No 529/2014

Extensions and of 12 March 2014 supplementing Regulation (EU) No 575/2013 of

Changes RTS the European Parliament and of the Council with regard to
regulatory technical standards for assessing the materiality of
extensions and changes of the Internal Ratings Based Approach
and the Advanced Measurement Approach, which is part of UK
law by virtue of the EUWA.

MIFID client money (in MIFIDPRU) money that a firm receives from, or holds for or on
behalf of, a client in the course of, or in connection with, its MiFID
business. For the purposes of MIFIDPRU, this includes:

(1) where that money has been deposited into a client bank
account (including any amounts of the firm’s own money
or other money received in that account as a result of
applying prudent segregation, alternative approach
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mandatory prudent segregation or clearing arrangement
mandatory prudent segregation);

2) where a firm has placed that money in a qualifying money
market fund in accordance with CASS 7.13.3R(4);

3) any amount of that money that a firm has allowed a third
party to hold in accordance with CASS 7.14.

MIFIDPRU the Prudential sourcebook for MiFID Investment Firms.

MIFIDPRU-eligible (in MIFIDPRU 5):

institution
(1) a MIFIDPRU investment firm,

(2) a UK credit institution;

3) a UK designated investment firm;

4) a MIFIDPRU-eligible third country investment firm; or
(5) a MIFIDPRU-eligible third country credit institution.

MIFIDPRU-eligible an investment firm that satisfies the following conditions:

third country
investment firm (1) its registered office or, if it has no registered office, its

head office is outside the UK;

(2) it is authorised by a third country competent authority in
the state or territory in which the investment firm’s head
office is located; and

3) the investment firm is subject to prudential supervisory
and regulatory requirements in that state or territory that
are comparable to those applied in the UK.

MIFIDPRU-eligible a credit institution that satisfies the following conditions:

third country credit
institution (1) its registered office or, if it has no registered office, its

head office is outside the UK;

(2) it is authorised by a third country competent authority in
the state or territory in which the credit institution’s head
office is located; and

3) the credit institution is subject to prudential supervisory
and regulatory requirements in that state or territory that
are comparable to those applied in the UK.

MIFIDPRU an FCA investment firm as defined in section 143 A of the 4ct.

investment firm In summary, this means an investment firm that meets the

following conditions:
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(1) it is an authorised person;
(2) it is not a designated investment firm,
3) it has its registered office or, if it has no registered office,

its head office in the UK;

4) it is not a person who is excluded from the definition of an
“investment firm” in article 3(1) of the Regulated
Activities Order by paragraphs (a) or (b) of that definition;
and

(5) it is not an investment firm that has a Part 44 permission
to carry on regulated activities as an exempt investment
firm within the meaning of regulation 8 of the Financial
Services and Markets Act 2000 (Markets in Financial
Instruments) Regulations 2017.

MIFIDPRU as set out in SYSC 19G (MIFIDPRU Remuneration Code).
Remuneration Code
net position risk the value of the following positions of a MIFIDPRU investment
firm:
(1) trading book positions; and
(2) positions other than trading book positions where such
positions give rise to foreign exchange risk or commodity
risk.
non-core liquid has the meaning in MIFIDPRU 7.7.8R, which is any of the
asset following, except to the extent excluded by MIFIDPRU 7.7.8R(2):
(1) short-term deposits at a credit institution that does not

have a Part 44 permission in the UK to accept deposits;

(2) assets representing claims on, or guaranteed by,
multilateral development banks or international
organisations;

3) assets representing claims on or guaranteed by any third

country central bank or government;

4) financial instruments; and

(5) any other instrument eligible as collateral against the
margin requirement of an authorised central
counterparty.

Non-Delta Risk of Part 1 (FCA) of the UK version of Regulation (EU) No 528/2014
Options RTS 12 March 2014 supplementing Regulation (EU) No 575/2013 of
the European Parliament and of the Council with regard to
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regulatory technical standards for non-delta risk of options in the
standardised market risk approach, which is part of UK law by

virtue of the EUWA.
non-financial sector  an entity that is not a financial sector entity.
entity
non-segregated (in MIFIDPRU) an account that is not a segregated account.
account

non-SNI MIFIDPRU a MIFIDPRU investment firm that is not an SNI MIFIDPRU
investment firm investment firm.

NPR net position risk.

off-balance sheet the items listed in Annex 1 of the UK CRR.

items

OFR (in MIFIDPRU 5) the own funds requirement for exposures to a
client or group of connected clients calculated in accordance with
MIFIDPRU 5.7.3R(2).

OFRE (in MIFIDPRU 5) the own funds requirement for the excess

calculated in accordance with MIFIDPRU 5.7.3R(1).

own funds threshold the amount of own funds that a firm needs to hold to comply with

requirement the overall financial adequacy rule.
own funds the requirement for a MIFIDPRU investment firm to maintain a
requirement minimum level of own funds specified in MIFIDPRU 4.3.
own funds wind- an amount of own funds that is equal to:
down trigger
(1) the firm’s fixed overheads requirement; or
(2) another amount specified by the F'CA in a requirement
applied to the firm.

permanent minimum  the part of the own funds requirement calculated in accordance
capital requirement ~ with MIFIDPRU 4.4.

ortfolio in relation to the K-CMG requirement or a K-CMG permission
porif q p

either:

(1) all the trading book positions attributable to a specific

trading desk within the firm; or

(2) a subset of the positions in (1) that share identified
common characteristics and risks.

any of the following:
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(a) proprietary positions and positions arising from client
servicing and market making;

(b) positions intended to be resold in the short term;

(©) positions intended to benefit from actual or expected
short-term price differences between buying and selling
prices or from other price or interest rate variations.

(in MIFIDPRU 4 and IPRU(INV) 11) relevant expenditure as
calculated under MIFIDPRU 4.5.3R.

any of the following:

(1) an investment firm,

(2) a credit institution,

3) a financial institution;

4) an ancillary services undertaking; or

(5) a tied agent.

(for the purposes of the group capital test) an undertaking (“A”) in
relation to which all of the following conditions are satisfied:

(1) A is a GCT parent undertaking;
(2) A is part of an investment firm group;

3) A is the parent undertaking of one or both of the
following;

(a) an undertaking established in a third country
(‘GB’)); Or

(b) an undertaking incorporated in, or with its
principal place of business in, the UK (“C”);

4) where (3)(a) applies, B:
(a) is a parent undertaking; and

(b)  would be a relevant financial undertaking if B
were established in the UK

(5) where (3)(b) applies, C:
(a) is a relevant financial undertaking;

(b)  is a parent undertaking; and
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(c) is not a GCT parent undertaking;
(6) A does not have a subsidiary that:
(a) is a GCT parent undertaking; and
(b) is a parent undertaking of:
(1) where (3)(a) applies, B; and
(1))  where (3)(b) applies, C.

segregated account  (in MIFIDPRU) an arrangement which satisfies the conditions in
MIFIDPRU 4.8.8R.

short-term MMF a regulated money market fund that meets the definition of a
“short-term MMF” in article 2(14) of the Money Market Funds
Regulation.

SNI MIFIDPRU a MIFIDPRU investment firm that is classified as an SN/

investment firm MIFIDPRU investment firm in accordance with MIFIDPRU 1.2.

TCD trading counterparty default.

TCD own funds the own funds requirement calculated in accordance with

requirement MIFIDPRU 4.14.7R that applies to the transactions specified in
MIFIDPRU 4.14.1R(2).

third country an overseas firm that would be a MIFIDPRU investment firm if it:

MIFIDPRU

investment firm (1) were incorporated in, or had its principal place of

business in, the United Kingdom:;
2) carried on all its business in the United Kingdom; and

3) had obtained the authorisations necessary under the Act to
carry on its business.

threshold either of the following in relation to a MIFIDPRU investment firm:
requirement

(1) the liquid assets threshold requirement; or

(2) the own funds threshold requirement.
trade receivables receivables from trade debtors (including fees or commissions).

trading counterparty the exposures in the trading book ot a MIFIDPRU investment firm

default in instruments and transactions specified in MIFIDPRU 4.14.3R,
and not otherwise excluded by MIFIDPRU 4.14.5R or MIFIDPRU
4.14.6R, giving rise to the risk of trading counterparty default.

trading desk an identified group of individuals established by a firm for the joint
management of one or more portfolios of trading book positions in
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accordance with a well-defined and consistent business strategy,
operating under the same risk management structure.

UK-authorised a credit institution with a Part 44 permission to accept deposits.
credit institution

UK credit institution  a credit institution that meets the definition of “CRR firm” under
article 4(1)(2A) of the UK CRR.

UK investment an investment holding company that is incorporated in the UK or
holding company that has its principal place of business in the UK.

UK mixed-activity a mixed-activity holding company that is incorporated in the UK or
holding company that has its principal place of business in the UK.

UK mixed financial  a mixed financial holding company that is incorporated in the UK
holding company or that has its principal place of business in the UK.

UK parent entity any of the following:
(1) a UK parent investment firm;
(2) a UK parent investment holding company; or

3) a UK parent mixed financial holding company.

UK parent a MIFIDPRU investment firm that:
investment firm
(1) is part of an investment firm group;
2) holds a participation in or has a subsidiary that is:

(a) a MIFIDPRU investment firm;
(b)  adesignated investment firm; or
(©) a financial institution; and

3) is not a subsidiary of:
(a) a MIFIDPRU investment firm; or

(b)  aninvestment holding company or mixed financial
holding company that is incorporated in the UK or
that has its principal place of business in the UK.

UK parent an investment holding company incorporated in the UK or that has
investment holding  its principal place of business in the UK that:
company

(1) is part of an investment firm group; and

(2) is not a subsidiary of:
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(a) a MIFIDPRU investment firm; or

(b) an investment holding company or mixed financial
holding company that is incorporated in the UK or
that has its principal place of business in the UK.

UK parent mixed a mixed financial holding company incorporated in the UK or that
financial holding has its principal place of business in the UK that:
company

(1) is part of an investment firm group; and

(2) is not a subsidiary of:
(a) a MIFIDPRU investment firm; or

(b) an investment holding company or mixed financial
holding company that is incorporated in the UK or
that has its principal place of business in the UK.

wind-down trigger  either of the following in relation to a MIFIDPRU investment firm:
(1) the liquid assets wind-down trigger; or
(2) the own funds wind-down trigger.

write-down (in SYSC 19G) an instrument the terms of which require the
instrument principal amount of that instrument to be written down on the
occurrence of a trigger event.

Amend the following definitions as shown.

additional tier 1 @) (in MIFIDPRU) as defined in article 61 of the UK CRR,
capital as applied and modified by MIFIDPRU 3.4.
2) (except in MIFIDPRU) as defined in article 61 of the UK
CRR.
additional tier 1 @) (in relation to an instrument issued by a MIFIDPRU
instrument investment firm) a capital instrument that qualifies as an

additional tier 1 capital instrument under article 52 of the
UK CRR as applied and modified by the requirements in
MIFIDPRU 3.4.

2) (in any other case) a capital instrument that qualifies as an
additional tier 1 capital instrument under article 52 of the
UK CRR.

central counterparty  forthepurpese-of BIPRU13(Thecaletulationof counterpartyrisk
I cor b ial derivatives. ios i
i i an entity that
legally interposes itself between counterparties to contracts traded
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within one or more financial markets, becoming the buyer to every
seller and the seller to every buyer.

clearing member @) (in MIFIDPRU) a clearing member as defined in article
2(14) of EMIR.

2) (except in MIFIDPRU) in relation to an authorised
central counterparty, as defined in article 2(14) of EMIR.

client

(B) in the FCA Handbook:

(1) (except in PROF, in MIFIDPRU 5, in
relation to a credit-related regulated
activity, in relation to a home finance
transaction and in relation to insurance
risk transformation and activities directly
arising from insurance risk
transformation) has the meaning given
in COBS 3.2, that is (in summary and
without prejudice to the detailed effect
of COBS 3.2) a person to whom
a firm provides, intends to provide or has
provided a service in the course of
carrying on a regulated activity, or in the
case of MiFID or equivalent third
country business, an ancillary service:

(2A) (in MIFIDPRU 5) a counterparty of the
investment firm.

client money

(2A)  (in MIFIDPRU, FEES, CASS 6, CASS 7, CASS 7A and
CASS 10 and, in so far as it relates to matters covered by
CASS 6, CASS 7, COBS or GENPRU and IPRU(INV) 11)
subject to the client money rules, money of any currency:

common equity tier I (1) (in MIFIDPRU) as defined in article 50 of the UK CRR,
capital as applied and modified by MIFIDPRU 3.3.

2) (except in MIFIDPRU) as defined in article 50 of the UK
CRR.
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common platform (a) a BIPRUHfirm MIFIDPRU investment firm; or
firm

(aa) a bank; or

(ab) a building society; or

(ac) a designated investment firm; or

(ad) aAFPREvestieni-Afirn—or | deleted ]

(b) an-exempt-CAD firm;-or [deleted]

(c) m%%%mﬁeﬁmﬁeﬂ

[3 b

deleted]

(d) a dormant account fund operator.

consolidated basis has the meaning iy article 448 ol the UK CRR. means on the

basis of the consolidated situation.

b

consolidated @) (in relation to a group to which the UK CRR applies) has
situation the meaning in article 4(1)(47) of the UK CRR.
2) (other than in (1)) the situation that results from applying

the requirements in MIFIDPRU 3. 4,5, 8 and 9 in
accordance with MIFIDPRU 2.5 to a UK parent entity as
if that undertaking, together with all the investment firms,
financial institutions, ancillary services undertakings and
tied agents in the investment firm group that are its
subsidiaries or connected undertakings or connected
undertakings of its subsidiaries, formed a single
MIFIDPRU investment firm.

For the purpose of this definition, the terms investment
firm, financial institution, ancillary services undertaking
and ftied agent also apply to undertakings established in
other countries that, if established in the UK, would
satisfy the definitions of those terms.

control (1) (except in &and-2A) (2), (2A) and (2B))

(2B) (in MIFIDPRU 5) the relationship between a parent
undertaking and a subsidiary undertaking, as defined in
section 1162 of the Companies Act 2006, or the
accounting standards to which an undertaking is subject
under section 403(1) of the Companies Act 2006, or a
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similar relationship between a natural or legal person and
an undertaking.

3) (except in 2yand-2A) (2), (2A) and (2B)) ...

4 (except in (2)-and(2A) (2). (2A) and (2B)) ...

®)) (except in 2yand-2A) (2), (2A) and (2B)) ...

control functions @8] (except in 2) has the meaning in article 3 of the Material
Risk Takers Regulation 2020.

2) (in SYSC 19G) a function (including, but not limited to, a
risk management function, compliance function and
internal audit function) that is independent from the
business units it controls and that is responsible for
providing an objective assessment of the firm s risks, and
for reviewing and reporting on those risks.

convertible (for the purposes of BfPRE-andHPRY MIFIDPRU) a security
which gives the investor the right to convert the security into a
share at an agreed price or on an agreed basis.

current market value forthe-purpese-of BIPRUI35(CCR standardised-method)the
] | el colio of . i 4] )

are-tsed-in-computing-ewrrent-marketvedue: the net market value
of the portfolio of transactions or securities legs subject to netting
in accordance with MIFIDPRU 4.14.28R (Netting), where both

positive and negative market values are used in computing CMV.

data element A discrete fact or individual piece of information relating to a
particular field within a data item required to be submitted to the
appropriate regulator by a firm, er other regulated entity or parent

undertaking.

data items One or more related data elements that are grouped together into a
prescribed format and required to be submitted by:

@0) a firm or other regulated entity under SUP 16 or
provisions referred to in SUP 16; or

2) a MIFIDPRU investment firm or a parent undertaking
under MIFIDPRU 9.
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(in HPREL S¥YSCHIA- PR RemunerationCode)
and SYSC 19D (Dual-regulated firms Remuneration
Code) and SYSC 19G (MIFIDPRU Remuneration Code))

has the meaning in article 4(1)(73) of the UK CRR.

fexeeptin{(2)) has the meaning in article 4(1)(20) of the
UK CRR.

banks-ofother-countries- [deleted]
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ot »
Eletle. a*t*;eles 116.3!3 E.Sesfe.a and IEf) (Definitions)-of the

{exceptin-(2)-and-subjeetto(4)) (except in (5)) has the
meaning in article 4(1)(26) of the UK CRR.

the UK-CRR- [deleted]

(for the purposes of MIFIDPRU) an undertaking that
fulfils the following conditions:

(a) it is a financial holding company, a mixed
financial holding company, an investment holding
company, an authorised payment institution or an
asset management company, AIFM or any other
undertaking the principal activity of which is to
acquire holdings or to pursue one or more of the
activities listed in points 2 to 12, point 15 and the
final paragraph of the Annex 1 activities; and

(b) it is not:

(1) a UK credit institution;

(ii) a MIFIDPRU investment firm;

(ii1)  a pure industrial holding company; or

(iv)  an insurance holding company or mixed-
activity insurance holding company, as
defined in the PRA Rulebook.

{exceptin IPRUINTY and for the purposes ol GENPRU

(except GENPRU 3-and-BIPRU(exeept BIPRU 12 the
£y o] . Leulateds

fixed overheads requirement). |deleted]

(in IPRU(INYV)) the part of the own funds requirement

calculated in accordance with IPRU(INV) 11.3.3R (Fixed
overheads requirement).
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3 (in MIFIDPRU) the part of the own funds requirement
calculated in accordance with MIFIDPRU 4.5 (Fixed
overheads requirement).

group of connected  has-the-meaninggiventoitimarticle 413N of the UK CRR-

clients (in MIFIDPRU 5) has the meaning in MIFIDPRU 5.1.12R to
5.1.16R.

initial capital

(4) Gnthe-ecase-of a BIPRU firm)capital resonrecesneladed
gect . P ) e
) i,l 7 bl (T | g] i
preferenee-shares): [deleted]

5) [deleted]

(6) (for-the purposes-of-the-definttionof dealinsonown
calli ithin (3 4y » el gi'
accordance with (3} and paragraphs (3) and (4) of the
definttion-of capital resources- [deleted]

(7) (in /PRU(INV) 13) the initial capital of a firm calculated
in accordance with /PRU(INV) 13.1A.6R.

() (foran IFPRU investment firmy the amount ol own funds
X .
Leulated | E}E.}1¥UI el
Regulations(Own-funds)-
PNoterarticle 28(1H-of CRDP} [deleted]

9) (for-the purpose-of the- definitionof dealingenown
. )
. ) / ]
I E}O];E}I el X Lot :
funds): [deleted]
(10) (for a MIFIDPRU investment firm) the amount of own

funds that is required for authorisation as a MIFIDPRU
investment firm in accordance with MIFIDPRU 4.2.1R).

institution (1) (except in (2)) has the meaning in article 4(1)(3) of the
UK CRR.

(2) (for the purposes of GENPRU-and-BIPRU MIFIDPRU)
incladesa-CAD-investinentfirm a UK credit institution or

a UK designated investment firm.
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long settlement a transaction where a counterparty undertakes to deliver a security,

transaction a commodity, or a foreign currency amount against cash, other
ERD financial instruments, or commodities, or vice versa, at a
settlement or delivery date thatis-econtractuallyspeeifted-as-mere
than-the-lower-of specified by contract that is later than the market
standard for this particular type of transaction and or five business
days after the date on which the person enters into the transaction,
whichever is earlier.

(Note: Part 1 of A 11 of the Bankine Consolidation Direeti

Definitions)]
managerial a (except in SYSC 19G) has the meaning in article 2 of
responsibility the Material Risk Takers Regulation 2020.

2) (in SYSC 19G) a situation in which a staff member heads
a business unit or a control function and is directly
accountable to the management body as a whole, to a
member of the management body or to senior

management.

margin lending for-the-purpese-of BIPRU 13 (Thecaleulation-of counterpartyrisk
transaction exposure values for financial dervatives. securitics [iancing

has the meaning in point (10) of article 3 of the SFTR.

mixed-activity @) (in SYSC 12) has the meaning given to the definition of
holding company “mixed activity holding company” in article 4(1)(22) of
the UK CRR-;

2) (in MIFIDPRU) a parent undertaking that satisfies the
following conditions:

(a) its subsidiaries include at least one MIFIDPRU
investment firm; and

(b) it is not a financial holding company, an
investment holding company. a credit institution,
an investment firm or a mixed financial holding

company.

[€)) (in SUP 16) means both (1) and (2).

netting set tfor-the purpoese-of BIPRU 13 (Thecaleulation-of counterpartyrisk
| o b ial derivatives. ios i
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(in MIFIDPRU) a group of transactions with a single counterparty

that satisfies the conditions in MIFIDPRU 4.14.28R.

overall financial &+ - GENPRU and BIPRUY-GENPRU1226R
adequacy rule Reguirementforcertainfirms-to-haveadequate finanetal
resourees).

resourees).

@) (for a dormant account fund operator) GENPRU 1.2.26R
as in force at 31 December 2015, which requires that a
firm must at all times maintain overall financial resources,
including capital resources and liquidity resources, which
are adequate, both as to amount and quality, to ensure that
there is no significant risk that its liabilities cannot be met
as they fall due.

(2) the requirement in MIFIDPRU 7.4.7R(1) (Overall
financial adequacy rule), which is the obligation for a
MIFIDPRU investment firm to hold own funds and liquid
assets which are adequate, both as to their amount and
quality, to ensure that:

(a) it is able to remain financially viable throughout
the economic cycle, with the ability to address
any material potential harm that may result from
its ongoing activities; and

(b) its business can be wound down in an orderly
manner, minimising harm to consumers or to
other market participants.

own funds (1) (in GENPRU (exeept GENPRU 3 (Cross sector groups)
| BIPRU BIPRU 12 (Liquidi Jards)
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ind I bed i  cles 56-t0-67-of the Banki
ConsolidationDirective: [deleted]

@A) i EPRUGNY)—1) has-4 . icle 4(1)(118) of
the UK-CRR- [deleted]

BAy  GatPRUANI) I3y theownfunds-ofa-firm-ealeulated-in
iy e that | D5
deleted]

(4A) (in MIFIDPRU) has the meaning in MIFIDPRU 3.2.1R.

(%) (except in (1) to ¢ (4A)) has the meaning in article
4(1)(118) of the CRR, as it applied on 31 December 2021.

own funds @8] (in relation to an instrument issued by a MIFIDPRU

instruments investment firm) capital instruments that qualify as
common equity tier 1 instruments, additional tier 1
instruments or tier 2 instruments.

2) (in relation to a parent undertaking to which the group
capital test applies) as defined in MIFIDPRU 2.6.2R.

3) (in any other case) has the meaning in article 4(1)(119) of
the UK CRR.

parent undertaking (1)

(c) (forthe-purpeses-of BHPREHexeept BHRE
12 GENPRU (except GENPRL3)
and-ANSPREastheyv-apphy-onaconsolidated
basis-and-for the purposes of SYSC 12 (Group
risk systems and controls requirement)-and-S¥S€E
+9€ Remuneration-Codefor BIPRU-firms)-and
in relation to whether an undertaking is a parent
undertaking) an undertaking which has the
following relationship to
another undertaking ("S"):

(1) a relationship described in (a) other
than (a)(vii); or
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(i1) it effectively exercises a dominant
influence over S;

and so that (adv) does not apply for the purpose
includi EIH?IE P -

(for the purposes of GENPRU 3;B+PRUA2TEFPRLL
SESEPOAJEPRU Remuneration-Code) and SYSC 19D

(Dual-regulated firms Remuneration Code)) has the
meaning in article 4(1)(15) of the UK CRR but so that
article 4(1)(15)(b) applies for the purpose of GENPRU 3.

[Note: article 2(9) of the Financial Groups Directive]
(for the purposes of MIFIDPRU, SYSC 19G (MIFIDPRU

Remuneration Code) and otherwise in relation to an
investment firm group):

(a) an undertaking which is a parent undertaking
under section 1162 of the Companies Act 2006,
taken with Schedule 7 to that Act; or

(b) (for the purposes of MIFIDPRU 2.5):

(1)  an undertaking referred to in (a); and

(i1) an undertaking that is deemed to be a parent
undertaking in accordance with MIFIDPRU
2.4; or

(©) (for the purposes of MIFIDPRU 2.6):

(1)  an undertaking referred to in (a); and

(i1) an undertaking that is deemed to be a parent
undertaking in accordance with MIFIDPRU

2.4.15R(2).

| lidated basis):
@ be defined ’
to:
or

Page 28 of 590


https://www.handbook.fca.org.uk/handbook/SYSC/19A/#D1

FCA 2021/XX

widerteddng:
| ludine the c tortekine i
el ine: [deleted]
(2) texeeptin(H has the meaning in article 4(1)(35) of the
UK CRR.
repurchase
transaction

has the meaning in article 3(9) of the SFTR.
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el : W

commodities lending Mﬁala%ger—ﬁ&ee&m%efp&ﬁyh&aﬂsfefs—seeaﬂ&es—%eemmedmes

or borrowing
transaction

securities financing
transaction

subsidiary

Supervisory review
and evaluation
process

a transaction that falls within the definition in article 3(7) of the

SFTR.

(1B)  (in CASS and MIFIDPRU) a securities financing
transaction as defined in article 3(11) of the SF'TR.

(2) (in relation to MiFID business, other than for the purposes
of MIFIDPRU, SYSC 19G (MIFIDPRU Remuneration
Code) and the definition of an investment firm group) a
subsidiary undertaking within the meaning of article
2(10) and article 22 of the Accounting Directive,
including any subsidiary of a subsidiary undertaking of an
ultimate parent undertaking.

3) for-the purpose-of H-PRU Y has-the- meaning inarticle
4HE6)refthe LK-CRR- (for the purposes of MIFIDPRU,
SYSC 19G (MIFIDPRU Remuneration Code) and in the

definition of an investment firm group) an undertaking
which is a subsidiary undertaking under section 1162 of
the Companies Act 2006, read with Schedule 7 to that
Act.

(1) the appropriate regulator’s assessment of the adequacy
of certain firms’ capital, as more fully described

BIPRU22.9G-(BIPRUfirms)and INSPRU 7.1.91G to
INSPRU 7.1.99G (insurers).

(2) the €A sassessment-of the-adequaey-of an H-PRU
i ; ital i :
EEFEUE.QJEE i i | ) L ;
(in MIFIDPRU) the FCA'’s assessment of the adequacy of
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a MIFIDPRU investment firm’s own funds and liquid
assets. as described in MIFIDRU 7.10.

tier 2 capital @8] (in MIFIDPRU) as defined in article 71 of the UK CRR,
as applied and modified by MIFIDPRU 3.5.

2) (except in MIFIDPRU) as defined in article 71 of the UK
CRR.

trading book (1) [deleted]
@) in BIPRU and GENPRU.in relati BIPRU. firm) ]

. hoi abili ble to]
hedged- [deleted]

3) ) ) )
El BIPRLL | | ing in (2 j.]
referencesto-afirnmreplaced-by-onesto-aperson:
deleted]

) ) ) . .
lE | . icle 4(1)(86) of the LK ;RRJ. )
deleted]

(%) (in DTR) has the meaning in article 4.1(86) of UK CRR.

6) (in MIFIDPRU) all positions in financial instruments and
commodities held by a MIFIDPRU investment firm that
are:

(a) positions held with trading intent; or

(b) held to hedge positions held with trading intent.

UK CRR (except where stated otherwise) the UK version of Regulation of
the European Parliament and the Council on prudential
requirements for credit institutions and investment firms
(Regulation (EU) No 575/2013) and amending Regulation (EU)
No 648/2012, which is part of UK law by virtue of the EUWA,
read together with any CRR rules as defined in section 144A of
the Act.

Delete the following definitions. The text is not shown struck through.

Page 31 of 590



FCA 2021/XX

deal on own account (1) (for the purposes of GENPRU and BIPRU) has the meaning
in BIPRU 1.1.23 R (Meaning of dealing on own account)
which is in summary the service referred to in paragraph 3 of
Part 3 of Schedule 2 to the Regulated Activities Order, subject
to the adjustments in BIPRU 1.1.23R(2) and BIPRU
1.1.23R(3).

(2) (other than in GENPRU and BIPRU) has the meaning in
IFPRU 1.1.12 R (Meaning of dealing on own account) which
is, in summary, the service referred to in paragraph 3 of Part 3
of Schedule 2 to the Regulated Activities Order, subject to the
adjustments in /FPRU 1.1.12R(2) and /FPRU 1.1.12R(3).

own funds

. as defined in article 92 (Own funds requirements) of the UK CRR.
requirements
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Annex B

Prudential sourcebook for MiFID Investment Firms (MIFIDPRU)

In this Annex, all the text is new and is not underlined.

Part 1: Comes into force on 1 January 2022

Prudential sourcebook for MiFID Investment Firms (MIFIDPRU)

1

1.1

1.1.1

1.1.2

Application

Application and purpose

Application

G

There is no overall application provision for MIFIDPRU. Each chapter
or section has its own application statement. However, MIFIDPRU
broadly applies to the following:

(1) MIFIDPRU investment firms;
(2) UK parent entities; and

3) parent undertakings in an investment firm group that are
incorporated in, or have their principal place of business in, the
United Kingdom.

(1) The definition of a MIFIDPRU investment firm includes a
collective portfolio management investment firm. This means
that a collective portfolio management investment firm must
comply with the rules in MIFIDPRU, except to the extent that
a provision of MIFIDPRU otherwise provides.

(2) A collective portfolio management investment firm 1is also
subject to the prudential requirements in /PRU-INV 11
(Collective Portfolio Management Firms and Collective
Portfolio Management Investment Firms). These firms should
refer to IPRU-INV 11.6 for further guidance on how the
requirements in MIFIDPRU interact with the requirements in
IPRU-INV 11.

3) As explained in MIFIDPRU 1.1.5G, many requirements in
MIFIDPRU apply only in relation to the MiFID business of a
firm and therefore will not apply to the collective portfolio
management activities carried on by a collective portfolio

management investment firm. However, some requirements in
MIFIDPRU apply to the firm as a whole.
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Application to overseas firms

G

MIFIDPRU does not directly apply to an undertaking which is not
incorporated in, and does not have its principal place of business in, the
United Kingdom. However, MIFIDPRU imposes some obligations on
UK parent entities and responsible UK parents relating to undertakings
established in a third country that form part of the same investment
firm group. MIFIDPRU 2 (Levels of application) contains additional
guidance on the application of MIFIDPRU to investment firm groups.

(1) This guidance provision applies to a third country MIFIDPRU
investment firm. It is without prejudice to the FCA s general
approach to authorising overseas firms.

(2) The FCA will not normally give a Part 44 permission to a
third country MIFIDPRU investment firm unless the FCA is
satisfied that the applicant will be subject to prudential
regulation by a regulatory body in its home jurisdiction and the
regulatory requirements are broadly equivalent to the
requirements that would apply under MIFIDPRU.

3) When conducting the assessment in (2), the FCA will take into
account the following non-exhaustive list of factors:

(a) whether the requirements of the jurisdiction are likely
to achieve similar prudential outcomes to MIFIDPRU;

(b) how the overseas regulatory body supervises and
enforces those requirements in practice;

(©) the broader legal framework applicable to the applicant
in the jurisdiction; and

(d) whether there are adequate arrangements in place
between the F'CA and the overseas regulatory body to
facilitate any necessary supervisory cooperation.

4) The FCA considers that the approach described in (2) and (3) is
consistent with the following:

(a) The requirements in the threshold conditions including,
in particular, the effective supervision threshold
condition described in COND 2.3, the appropriate
resources threshold condition described in COND 2.4
and the suitability threshold condition described in
COND 2.5.

(b)  The need for the F'CA to be able to apply effective
supervision to a third country MIFIDPRU investment
firm to ensure appropriate protection for consumers or
potential consumers. This relies on cooperation
between the F'CA and the overseas regulatory body that
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supervises that third country MIFIDPRU investment
firm and on the F'CA being able to place appropriate
reliance on the supervision applied by that overseas

regulatory body.

If a third country MIFIDPRU investment firm is not subject to
prudential regulation by a regulatory body in its home
jurisdiction which is broadly equivalent to the requirements
that would apply under MIFIDPRU, the FCA will normally
expect it to establish a subsidiary in the United Kingdom. That
subsidiary would need to be authorised as a MIFIDPRU
investment firm and would then be directly subject to the
requirements in MIFIDPRU. The subsidiary would need to
demonstrate that it meets the threshold conditions to obtain
authorisation.

Although a third country MIFIDPRU investment firm that is
granted a Part 44 permission is not subject to MIFIDPRU, it
must still comply with the requirements in the threshold
conditions and Principles on an ongoing basis. This includes
the obligation under Principle 11 (Relations with regulators) to
inform the F'CA of anything of which the FCA would
reasonably expect notice, which may include interactions
between the firm and its overseas regulatory body.

The purpose of MIFIDPRU is to set out the detailed prudential
requirements that apply to a MIFIDPRU investment firm. MIFIDPRU
does not apply to a designated investment firm, which is subject to
prudential regulation by the PRA. Generally, the rules in MIFIDPRU
are intended to cover the MiFID business undertaken by a firm, but
certain requirements apply to a firm as a whole.

(5)
(6)
Purpose
G
G

Tied agents

G

The requirements in MIFIDPRU expand upon the basic requirements
under the appropriate resources threshold condition in COND 2.4 and
the requirement in Principle 4 for a firm to maintain adequate financial
resources.

(1

Certain provisions of MIFIDPRU refer to, or apply in relation
to, tied agents. The definition of a tied agent refers to a person
who, on behalf of an investment firm (including a third country
investment firm):

(a) promotes investment services or ancillary services to
clients or prospective clients;
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(b) receives and transmits instructions or orders from the
client in respect of investment services or financial
instruments;

(©) places financial instruments; or

(d)  provides advice to clients or prospective clients in
respect of investment services or financial instruments.

(2) The references in MIFIDPRU to tied agents do not include
appointed representatives that do not meet the definition of a
tied agent (for example, because the relevant appointed
representative does not carry on its activities in relation to the
MiFID business of its principal firm). However, a firm’s
potential responsibility for appointed representatives (whether
or not they are also tied agents) will be a relevant factor for a
firm’s ICARA process under MIFIDPRU 7 (Governance and
risk management).

Voluntary application of stricter requirements

R

No provision in MIFIDPRU prevents a firm from:

(1) holding own funds (or components of own funds) or liquid
assets that exceed those required by MIFIDPRU; or

(2) applying other measures that are stricter than those required by
MIFIDPRU.
(1) If a firm applies stricter measures than those required under

MIFIDPRU in accordance with MIFIDPRU 1.1.8R, the firm
must still ensure that it meets the basic requirements of
MIFIDPRU. This is illustrated by the following two examples:

(a) Example 1: A firm decides to hold own funds of 0.03%
of its average AUM, rather than 0.02% as required
under MIFIDPRU 4.7.5R. This would be a stricter
measure that still met the basic requirements of
MIFIDPRU and therefore would be permitted under
MIFIDPRU 1.1.8R.

(b) Example 2: A firm decides to hold a significant amount
of additional own funds instead of applying the
deductions from its common equity tier I capital
required under MIFIDPRU 3.3.6R. This is on the basis
that the additional own funds far exceed the estimated
value of the required deductions and the firm considers
that the deduction calculations are too onerous. While
the firm may consider that holding these additional own
funds 1is a stricter measure, this approach would not
meet the basic requirements of MIFIDPRU, which
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require the firm to calculate and apply the deductions.
In addition, the failure to apply the correct deductions
to common equity tier 1 capital may result in the firm
incorrectly applying the concentration risk
requirements and limits in MIFIDPRU 5. This approach
would therefore not be permitted under MIFIDPRU
1.1.8R because it does not meet the basic requirements
of MIFIDPRU.

(2) If a firm wishes to apply a stricter measure but is unsure of
whether that measure would meet the basic requirements of
MIFIDPRU, it should discuss the proposal with the FCA
before applying the measure.

SNI MIFIDPRU investment firms

Basic conditions for classification as an SNI MIFIDPRU investment firm

R

A MIFIDPRU investment firm is an SNI MIFIDPRU investment firm if
it satisfies the following conditions:

(1) its average AUM, as calculated in accordance with MIFIDPRU
4.7.5R is less than £1.2 billion;

(2) its average COH, as calculated in accordance with MIFIDPRU
4.10.19R is less than:

(a) £100 million per day for cash trades; and
(b) £1 billion per day for derivatives trades;

3) its average ASA, as calculated in accordance with MIFIDPRU
4.9.8R is zero;

(4) its average CMH, as calculated in accordance with MIFIDPRU
4.8.13R 1is zero;

%) it does not have permission to deal on own account;
(6) its on- and off-balance sheet total is less than £100 million;
(7) its total annual gross revenue from investment services and/or

activities 1s less than £30 million, calculated as an average on
the basis of the annual figures from the two-year period
immediately preceding the given financial year;

(8) it has not been classified as a non-SNI MIFIDPRU investment
firm due to the effect of MIFIDPRU 10.2 (Categorisation of
clearing firms as non-SNI MIFIDPRU investment firms); and

9) its average DTF, as calculated in accordance with MIFIDPRU
4.15.4R, is zero.
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The definitions of 4S4 and CMH relate to client assets and client
money that are held in the course of MiFID business. As a result, a firm
may hold client assets or client money in the course of business other
than MiFID business (provided that it has the necessary permissions to
do so) and still meet the conditions to be classified as an SN/
MIFIDPRU investment firm. When determining whether client assets
or client money are to be treated as held in the course of MiFID
business for these purposes, MIFIDPRU investment firms should refer
to the rules and guidance in MIFIDPRU 4.8 (K-CMH requirement)
and 4.9 (K-ASA requirement).

Additional provisions relating to the calculation of conditions to be classified
as an SNI MIFIDPRU investment firm

R

Notwithstanding the calculation methodologies in MIFIDPRU 4, the
firm must use the following for the purposes of the conditions in
MIFIDPRU 1.2.1R:

(1) end-of-day values to calculate:
(a) its average AUM under MIFIDPRU 1.2.1R(1);
(b) its average COH under MIFIDPRU 1.2.1R(2);
(c) its average ASA under MIFIDPRU 1.2.1R(3);

(2) intra-day values to assess its average CMH under MIFIDPRU
1.2.1R(4).

(1) By way of derogation from MIFIDPRU 1.2.1R, a firm may use
the alternative approach in (2) to measure:

(a) its average AUM for the purposes of MIFIDPRU
1.2.1R(1); and/or

(b) its average COH for the purposes of MIFIDPRU
1.2.1R(2).

(2) The alternative approach is to apply the methodologies in
MIFIDPRU 4 for measuring average AUM and average COH,
but with the following modifications:

(a) the measurement must be performed over the
immediately preceding 12 months; and

(b)  the exclusion of the 3 most recently monthly values
does not apply.

3) If a firm uses the derogation in (1), it must:
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(a) notify the FCA by submitting the form in MIFIDPRU 1
Annex 1R via the online notification and application
system; and

(b) apply the alternative approach for a continuous period
of at least 12 months from the date specified in the
firm’s notice in (a).

4) If a firm ceases