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1.1

1.2

1.3

1.4

1 Summary

Why we are consulting

We are seeking views on the first tranche of our proposed rules to introduce the

UK Investment Firm Prudential Regime (IFPR), a new prudential regime for UK firms
authorised under the Markets in Financial Instruments Directive (MiFID). This is the first
in a programme of Consultation Papers (CPs) and Policy Statements (PSs) that we will
issue to introduce the regime, subject to progress and amendments to the Financial
Services Bill (FS Bill), on 1 January 2022.

The new regime will streamline and simplify the prudential requirements for solo-
regulated investment firms in the UK (FCA investment firms). In line with FCA
objectives and our Mission, it will refocus prudential requirements and expectations
away from risks the firm faces, to also consider and look to mitigate the potential for
harm the firm can pose to consumers and markets.

The new regime represents a major change for FCA investment firms. It is critical
that firms adequately prepare for the regime. We are keen to receive feedback from
stakeholders through this and later consultations. Your feedback will allow us to draft
final rules that achieve our and Parliamentary objectives for the regime, but that are
also workable for FCA investment firms.

Who this applies to

The draft rules will apply to:

o 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 benefit from the
current exemptions 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

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 Collective Portfolio Management Investment (CPMI)
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1.5 We will explain how our draft rules will apply to CPMI firms in a subsequent consultation,
but these firms may wish to provide feedback on our proposals in this Consultation
Paper (CP) to help inform our future work in this area.

1.6 Our proposals on capital requirements for the activities of trading firms may also be
of broader interest to exchanges, central counterparties and clearing members. We

would welcome feedback from these entities.

1.7 Prudential Regulation Authority (PRA) designated investment firms may also be
impacted and so we also welcome comments on our proposals from these firms.

The wider context of this consultation

1.8 This CP follows the Discussion Paper '‘DP20/2: Prudential Requirements for MIFID
Investment Firms' we issued in June 2020. That set out our initial views on introducing
the IFPR, as well as technical details on the European Union's (EU) Investment Firm
Directive (IFD) and the Investment Firm Regulation (IFR). It requested feedback to
support our development of a UK version of the EU's proposed regime. We have taken
this feedback into account when developing this, and subsequent consultations.

1.9 The EU IFD and IFR came into force on 26 December 2019 and will enter into effect
on 26 June 2021. When the UK was a member of the EU, we strongly advocated
introducing such a regime, and we were heavily involved in policy discussions on
creating the regime that took place through the EU and European Banking Authority
(EBA) papers and consultations.

1.10 We support the aims of the IFD/IFR. We propose that the IFPR will achieve the same
overall outcomes. We believe that this is consistent with our statutory objectives and
our Mission. However, as we are introducing the regime after the UK has exited the EU,
we believe itis right that we also consider what amendments are appropriate to account
for the specifics of the UK market, and our duties to have regard to certain factors,
including those set outin the Government's recently introduced FS Bill. We explainin
more detail how we approach the new duties in the FS Billin Chapter 9 of this CP.

1.11 This CPis the firstin a series of consultations on the IFPR. We plan to publish two
further consultationsin 2021. After each one, we will produce a PS and near-final rules.

1.12 As set outin the consultation map (see Table 1), our approach is to stagger the
topics on which we consult. We are consulting earlier on those topics that we think
investment firms require the most time to prepare for. This approach has the benefit
of allowing firms to absorb and respond to our proposals in a more manageable way.


https://www.fca.org.uk/publication/discussion/dp20-2.pdf
https://www.fca.org.uk/publication/discussion/dp20-2.pdf
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Table 1: Our consulatation map*

CP1-December 2020 CP2 -start Q2 2021 CP3 -start Q3 2021
MIFIDPRU1: Application MIFIDPRU1: Application MIFIDPRUS8 —Disclosure & ESG
(aspects of) (remainder)

MIFIDPRUZ2: Prudential MIFIDPRU4 —Own funds OTHER - Consequential
consolidation and the group requirements (remainder) amendments to Handbook and
capital test CRRtechnical standards
MIFIDPRU3 - Own funds MIFIDPRUG6 - Liquidity OTHER - Approach to existing
resources BRRD and FICOD provisions
MIFIDPRU4 - Own funds MIFIDPRU7 - Risk Mngt & OTHER -Final overall application
requirements (aspects of) Governance, ICARA and SREP provisions

MIFIDPRUS — Concentrationrisk | MIFIDPRU9 —Regulatory
reporting (remainder)

MIFIDPRU9 - Regulatory OTHER -Remuneration
reporting (aspects of) requirements

OTHER —Interaction between
MIFIDPRU and other prudential
sourcebooks

OTHER —Permissions and
application forms

* Please note that this is a provisional plan and subject to change based on feedback received to this CP,

progress of the FS Bill, and other factors.

By the time we publish our second PS next summer, we intend that stakeholders will
have seen near-final rules setting out the key points of the new regime. We intend for
the third consultation and the subsequent PS to address final points of the regime,
consequential amendments to the Handbook, and any gaps or issues identified
through our consultation process.

A consequence of this approach is that in this and the next consultation, our cost-
benefit analysis (CBA) and our approach to our new accountability measures as set out
in the FS Bill will only cover the draft rules we are publishing in that consultation. We
intend in the third consultation to present our view on the impact of our rules and the
basis on which we have drafted them over all three consultations.

Equality and diversity considerations

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

Overall, we do not consider that the proposals have a differential impact on any group
sharing one of the characteristics protected under the Equality Act 2010. But we will
continue to consider the equality and diversity implications of the proposals during the
consultation period, and will revisit them when making the final rules.

In the meantime, we welcome your feedback to this CP.
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What we want to change

There are approximately 3,200 FCA investment firms in the UK. Many people will
have products with investment firms, ranging from workplace or personal pensions
and investment ISAs to those who use a platform to trade stocks themselves or who
use spreadbetters. This means it is important that FCA investment firms minimise
the harm they could cause for consumers. This could be directly, such as a portfolio
manager incorrectly carrying out its mandate, or a platform being unavailable for
customers to manage their stocks. Or it could be indirectly, such as a proprietary
trader who makes an error with a trade and affects market prices or liquidity.

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 FCA
investment firms, to their clients and the markets in which they operate.

By contrast, the IFPR considers the harm an FCA investment firm can cause to others
based on the activities that the firm carries out. It also considers the amount of capital
and liquid assets the FCA investment 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, simplifying the current approach. 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.

Specific changes to the existing prudential regime for FCA investment
firms

Categorisation of investment firms

We are proposing that all the current definitions of FCA investment firms, such

as BIPRU, IFPRU, exempt-CAD, will cease to exist. There will instead be two

broad categories of FCA investment firm. Firms will either be a 'small and non-
interconnected’ (SNI) investment firm, or they will not. The prudential requirements

in the IFPR are designed to scale with the size and complexity of the firm.

More detailis provided in Chapter 2 of this CP.

Prudential consolidation

We are proposing that prudential consolidation will apply to investment firm groups,
except if the FCA has granted permission to a group to use the alternative of the group
capital test. How requirements should be calculated on a consolidated basis will differ
from the current regime.

We are proposing to introduce a group capital test for FCA investment firm groups
that do not wish to be subject to prudential consolidation and meet certain specified
conditions. This is to ensure that parent entities hold appropriate amounts of capital to
support their investments in subsidiaries.

More detailis provided in Chapter 3 of this CP.

I
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Own funds

1.27 We are proposing that the own funds of FCA investment firms should be made up
solely of common equity tier 1 capital, additional tier 1 capital and tier 2 capital. We
believe that using this higher quality of capital for all FCA investment firms will lead to
them being more resilient and having an increased capacity to absorb losses.

1.28 More detail is provided in Chapter 4 of this CP.

Own funds requirements

1.29 We are proposing to introduce a new permanent minimum requirement as one of
the floors below which its own funds must not fall. This will be based on the activities
that an FCA investment firm undertakes. We are also proposing to increase the initial
capital that required for a firm to become authorised as an FCA investment firm. This
will be to the same level and quality of capital as for its ongoing permanent minimum
requirement once authorised.

1.30 We are proposing to introduce a new approach to calculating capital requirements —
'‘K-factors'. This is a capital calculation based on the activities that an FCA investment
firm undertakes. In this CP, we are providing more information on the K-factors that will
only apply to FCA investment firms with permission to deal in investments as principal.
We are setting out our rules for these K-factors first as they are generally the more
complex to calculate.

1.31 More detail is provided in Chapter 5 of this CP.

1.32 Chapter 6 sets out the transitional provisions we are proposing to put in place to allow
FCA investment firms time to move towards their new own funds requirements.

Concentration risk monitoring and related own funds requirements

1.33 We are proposing new monitoring requirements for general concentration risk that will
apply to all FCA investment firms. This includes the entities with which FCA investment
firms place their client assets and their own cash. Non-SNI firms will also be required to
report on this general concentration risk.

1.34 For FCAinvestment firms that trade in their own name we are introducing K-CON. This
is an additional K-factor for assessing concentration risk that could lead to an increased
own funds requirement.

1.35 We also set out rules on maximum levels of concentration risk permitted for trading
book exposures.

1.36 See Chapter 7 of this CP for more detail.

Reporting requirements

1.37 Through the IFPR, FCA investment firms will be required to assess and hold financial
resources against the potential for harm that they present to markets and consumers.
We will need different information from FCA investment firms to support this, and
we are proposing an appropriate and proportionate data collection to capture this
information. We are also intending to remove reporting requirements that are no
longer necessary or appropriate.

1.38 The reporting on remuneration requirements will be included in our second
consultation, along with our proposals for the new remuneration regime.
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See Chapter 8 of this CP for more detail.

Currency

Respondents to DP20/2 asked us to provide clarity on the functional currency of
various requirements now covered by this CP. For all the changes proposed above
which have fixed amounts, we use the absolute amounts used in the IFR but in Sterling.

Outcome we are seeking

The three consultations we plan to publish will each address different topicsin the
proposed regime. Across the consultations, the outcomes we are seeking are as follows:

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 FCA investment firms, and better protect consumers and
markets from the harm these may pose.

e« AllFCAinvestment firms are subject to meaningful and consistent prudential
requirements, not just those subject to the current CRR regime. This will help
reduce the potential harm to consumers and markets, and ensure a more level
playing field between FCA investment firms.

o FCAinvestment 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).

Next steps

We want your feedback on our proposed rules and other issues discussed in this

CP. Please send your answers to the questions in this CP by Friday 5 February

2021 using one of the methods in the "How to respond’ section on page 2. We are
particularly interested in any suggestions for making the IFPR work better for different
business models.

We plan to publish two further consultations in 2021, as set outin Table 1 above.
Following each consultation, we will consider your feedback, and publish a PS and
near final rules. The final rules will be published once the FS Bill has passed through
Parliament and all the consultations are complete.

I
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2 Categorisation of investment firms

In this chapter, we set out the criteria that we are proposing an FCA investment firm
needs to meet to be treated as an SNI. FCA investment firms that meet these criteria
will be able to use additional proportionality in the IFPR. We also cover procedures for
transitioning between the SNI and non-SNI categories.

The proposed rules are in MIFIDPRU 1.

Small and non-interconnected FCA investment firms (SNIs)

The IFPR already contains some proportionality as the prudential requirements scale
with the size and complexity of the firm. However, in line with our regulatory principles,
we also believe that the smallest and least complex FCA investment firms should be
provided additional proportionality. This additional proportionality is not just related to
the calculation of prudential requirements, but also applies to other areas of the IFPR
such as disclosure and remuneration. Further details on the differences in requirements
will be included in the relevant chapters of this and subsequent consultations.

To qualify as an SNI, an FCA investment firm:

 must not carry out activities that have the greatest potential to cause harm toits
customers or to the markets in which it operates, and

e mustnot carry out any activities on such a scale that would cause significant harm
to customers or to the markets in which it operates

Activities with the potential to cause particular harm to traded markets
We consider that an FCA investment firm that has permission to deal on its own
account, whether for itself or on behalf of clients, has the potential to cause particular
harm to traded markets. We proposed that these firms cannot be considered an

SNI. We believe that, for this activity, using permissions is the simplest way of making
the distinction.

This willinclude FCA investment firms that are currently able to take advantage of
the matched principal exemption and organised trading facility (OTFs) that are not
restricted from conducting the activities set out in MAR 5A.3.5R (dealing on own
account and matched principal trading).

Operational failure by these FCA investment firms can cause harm to markets. Such
failures can also affect the firm's own balance sheet and, potentially, its viability, if
miscalculations are large enough.

Scale of activities

The larger the FCA investment firm, the greater the potential harm that any
operational failure will have and the larger the number of customers that could be
adversely affected.
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To take account of the scale of activities the FCA investment firm carries out, we are
proposing quantitative thresholds. This will prevent those FCA investment firms with
potential to cause greater harm from being able to take advantage of the less onerous
requirements. We are also proposing balance sheet and revenue thresholds to account
for firms that do not exceed the other thresholds but, due to the overall combination
of activities, have the potential to cause consumer detriment if they had to wind down.

Table 2 shows the quantitative thresholds that we are proposing an FCA investment
firm must be below to be considered an SNI.

Table 2: 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

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 the firm undertakes. 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.

These thresholds are in addition to the requirement that the FCA investment firm
must not be permitted to deal on own account and (with the exception of the client
money and client assets thresholds) should be assessed on a group basis, taking
account of the MiFID activities of the following types of firm:

e FCAinvestment firms

o designated investment firms

o collective portfolio management investment firms

o third-country investment firms, but only for the investment services and activities
they carry onin the UK

Gross revenues that are generated within the group may be excluded where this would
lead to double counting.



<o

CP20/24
Chapter 2

2.12

2.13

Search Q ‘(z " V]

Financial Conduct Authority
Anew UK prudential regime for MiFID investment firms

Figure 1 shows how an individual FCA investment firm can determine if itis an SNI.

Figure 1: SNI or non-SNI investment firm

Investment firm authorised under MiFID and subject to IFPR requirements

Does the FCA investment firm have permission to undertake MiFID
activities (3) and/or (6)?

(o N

Does the FCA investment firm hold client money and/or safeguard client assets
in the course of its MiFID business?

(o N

Does the FCA investment firm have assets under management (AUM) > £1.2b??

(e N

Does the FCA investment firm handle client orders > £100m/day (cash trades),
or 2 £1b/day (derivatives)?*

Is the FCA investment firm's on- and off-balance sheet total > £100m?*
Is the FCA investment firm's total annual gross revenue from its investment m >
services and activities > £30m??

o)

NS Ue JOU ST w4

! These metrics are assessed on a combined/group basis.

2 Small and non-interconnected FCA investment firm.

Our proposal for transition from non-SNI to SNI FCA investment firm
A non-SNI FCA investment firm can become an SNI FCA investment firm if it:

e meets all the requirements for being an SNI FCA investment firm, and

e continues to meet all the requirements for being an SNI FCA investment firm for a
continuous 6-month period, and

e hasnotified us that it has met all the conditions for being an SNI FCA investment
firm for a continuous 6-month period

The more proportionate remuneration, governance and risk management
requirements will apply once all the above criteria have been met.

11
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Our proposal for transition from SNI to non-SNI FCA investment firm
A firm will no longer be an SNI FCA investment firm 3 months after the date on which
the relevant threshold was first exceeded if it no longer meets the:

e assetsunder management threshold, or

e either or both of the client orders handled threshold, or
e theon-and off-balance sheet threshold, or

e the total annual gross revenue threshold

An SNI FCA investment firm that no longer meets any of the other criteria for being
an SNIFCA investment firm will immediately become a non-SNI FCA investment firm.
An FCA investment firm must notify us immediately if it no longer meets any of the
SNIthresholds.

If an SNI FCA investment firm no longer meets the SNI thresholds (ie, it becomes

a non-SNI firm), it must comply with the remuneration, governance and risk
management provisions in full within 12 months. We will be consulting on which
remuneration, governance and risk management provisions will be dis-applied for SNI
FCAinvestment firms.

Q1: Do you agree that FCA investment firms with permission
to deal on own account and/or underwrite or place
financial instruments on a firm commitment basis (as
indicated by a permission to deal as principal in financial
instruments) should not be considered an SNI? If not,
please include in your response what you consider to be a
suitable quantitative threshold for these activities.

Q2: Do you agree with the quantitative thresholds, as set
out in Figure 1, that we are proposing? If not, please
include in your response what you consider to be suitable
quantitative thresholds.

Q3: Do you think that any other criteria should be considered
for determining if an FCA investment firm can be an SNI?
Please provide examples and thresholds as appropriate.

I
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3  Prudential consolidation and the group
capital test

In this chapter, we cover our proposed prudential requirements for FCA investment
firm groups.

For prudential consolidation, this section explains:

the scope of application of prudential consolidation for FCA investment firms
how prudential consolidation interacts under the IFPR and the UK CRR

what the consolidated situation means

* how we treat tied agents included in the consolidated situation

the main obligations for prudential consolidation

methods of consolidation

proportional consolidation of participations

the UK parent as an SNI or non-SNI when applying prudential consolidation
consolidated own funds and consolidated own funds requirements

how to apply:

— the consolidated fixed overheads requirement
— the consolidated permanent minimum capital requirement
= the consolidated K-factor requirement

consolidated liquidity requirements
other requirements that apply on a consolidated basis

For the group capital test, this section explains:
* how the group capital test is applied
e what an application for permission to use the group capital test should contain

o atransitional arrangement for the temporary use of the group capital test

Other requirements apply to investment holding companies, mixed financial holding
companies and mixed activity holding companies.

The proposed rules for all these requirements are in MIFIDPRU 2.

Scope of application of prudential consolidation

Under our proposed rules, prudential consolidation will apply where there is an
investment firm group, except where the FCA has granted permission to that group to
use the alternative of the group capital test.

An FCA investment firm group will comprise a UK parent undertaking and its relevant
subsidiaries, where at least one entity is an FCA investment firm. The FCA investment
firm may be the parent or a subsidiary entity. An investment holding company or a
mixed financial holding company may also be the UK parent.

13
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In the form in which it was introduced to Parliament, the FS Bill would give the FCA the
power to make rules which apply directly to unregulated parent undertakings which are
either incorporated in the UK or have a place of business in the UK. For the purposes
of our rules on prudential consolidation, we consider that it is necessary to include a
parent undertaking only where it is:

e incorporatedinthe UK, or
o hasits registered office (or if it has no registered office, its head office) in the UK

This will ensure that parent undertakings structured as bodies corporate, partnerships
or unincorporated associations are included in the scope of consolidation where they
have sufficient territorial connection to the UK.

The general definition of an FCA investment firm group also includes connected
undertakings that are not subsidiaries. If one of the subsidiaries or connected
undertakings is a UK credit institution then the group will not be an FCA investment
firm group.

Arelevant subsidiary and a connected undertaking is any of the following:

e aninvestmentfirm

o afinancial institution

e anancillary services undertaking
e atiedagent

The responsibility for complying with prudential consolidation (or the group capital
test) will rest with the parent entity, whether or not it is an authorised firm.

The types of relationship which may result in an entity being in scope
The following sections outline our proposals for where an entity should be considered
a subsidiary or a connected undertaking.

Subsidiary
A subsidiary undertaking is defined in section 1162 of the Companies Act 2006. This
includes:

e where one entity holds a majority of voting rights in another entity

e where one entity is a shareholder of the other entity and can appoint or remove a
majority of its board of directors

* anentity over which another entity has the power to exercise, or exercises,
dominant influence or control

e where two entities are managed on a unified basis

The definition of a subsidiary includes subsidiaries of subsidiaries.

Connected undertaking

To explain this, consider two entities. An entity (CU) will be a connected undertaking
of another entity (P1) and P1 will be a parent undertaking, where any of the following

relationships apply:

e P1andCU share majority common management

I
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o P1exercises significant influence over CU (without participation or capital ties).
Indicators of this may be:

= the ability to make appointments to the management body

= being part of the policy-making process of CU, including on distributions

= material transactions between P1 and CU

= exchange of management between P1 and CU

= havingrights that could affect the management of decision-making of CU

= havinginstruments that when converted increase P1's voting power or
decrease another party's voting power over CU

e« P1andCU have been placed under single management (other than for a contract,
clauses in memoranda or articles of association). The following are indicators that
this may exist:

= P1land CU are controlled by:
= the same natural person
= the same group of natural persons
= anentity or the same group of entities that do not otherwise belong to the

FCA investment firm group

= anentity or group of entities that are not established in the UK

= The majority of the management bodies of P1 and CU have been appointed by
the same natural person or the same group of natural persons, even if the same
people are not appointed to each management body

o P1holds aparticipation in CU. The following are indicators of this:

= P1 hasdirect or indirect ownership of 20% or more of the voting rights in CU
= P1hasrightsin the capital of CU which create a durable link that is intended to
contribute to the activities of CU

o CUisasubsidiary of a different parent undertaking (P2) and:

= P2 andP1 share majority common management, or
= P2 andP1 have been placed under single management (other than for a
contract, clauses in memoranda or articles of association)

If there is an FCA investment firm group, all other relevant financial undertakings
need to be identified that may form part of the group. These may be subsidiaries or
connected undertakings.

How prudential consolidation interacts under the IFPR and the
UK CRR

As previously stated, an FCA investment firm group cannot include a UK credit
institution. Prudential consolidation for a group that includes a UK credit institution is
set outinthe UK CRR and the PRA Rulebook.

Aninvestment firm group may be subject to consolidation under both the UK CRR

and the IFPR if the group contains a PRA-designated investment firm and an FCA
investment firm. These different prudential consolidations have different consolidated
requirements, as each focuses on different types of risk or harm. This means that the
group must satisfy both sets of consolidated requirements.

I
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What the consolidated situation means

3.20 The application of prudential consolidation to an FCA investment firm group is based
on the consolidated situation of a UK parent.

3.21 The consolidated situation is the result of treating the UK parent, along with all of the
relevant entities within the investment firm group, as if it were a single FCA investment firm.

3.22 The relevant entities in the FCA investment firm group include:
e investment firms
o financial institutions
e ancillary services undertakings

o tiedagents

3.23 A firm established outside the UK will also be a relevant entity where, were it
established in the UK, it would meet the definition of one of those terms.

How we treat tied agents included in the consolidated situation

3.24 If a tied agent forms part of the consolidated situation of a UK parent (for example,
as a subsidiary), we propose that the relevant activities and expenditure of that tied
agent must be included to calculate the consolidated fixed overheads requirement
(consolidated FOR) and the consolidated K-factor requirement (consolidated KFR). It
does not matter whether the activities carried on by the tied agent are undertaken,
or the expenses are incurred, on behalf of another entity included within the FCA
investment firm group, or on behalf of a third-party thatis not included in the FCA
investment firm group.

3.25 Itis possible that a tied agentis included in the consolidated situation and incurs
expenses and/or provides activities on behalf of an FCA investment firm that is also
in the consolidation situation. If so, the tied agent's contribution to the consolidated
FOR and the consolidated KFR may be adjusted. This is to avoid double counting of
any amounts already included through the contribution of the FCA investment firm.
The FCAinvestment firm is required to capture the amount of such expenditure
and/or activities as part of calculating its fixed overheads requirement and K-factor
requirement on an individual basis.

The main obligations for prudential consolidation

3.26 We propose that a UK parent to which consolidation applies must comply, on the basis
of its consolidated situation, with obligations in these areas:

e composition of own funds
o own funds requirements

e concentration risk

e liquidity

o disclosure

e reporting
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3.28

3.29

3.30

3.31

3.32

3.33

It must also ensure that any subsidiaries that are not FCA investment firms have in
place the necessary arrangements, processes and mechanisms so that the UK parent
may comply with the consolidated requirements.

Methods of consolidation

The default consolidation method is that the UK parent carries out a full consolidation
of all the relevant entities that form part of its investment firm group.

However, if an entity forms part of an FCA investment firm group due to being a
participation, proportional consolidation may be appropriate (see below).

A UK parent may make an application to the FCA to apply an alternative method of
consolidation (to full consolidation) in other cases. The FCA would generally expect any
alternative method of consolidation to be proportional consolidation or consolidation
of an appropriate alternative fixed percentage of the relevant metrics that are
attributable to the relevant subsidiary or connected undertaking.

Proportional consolidation of participations

Under our proposals, a UK parent may only apply proportional consolidation when
including an entity which is a participation within its consolidated situation where
certain conditions are met, including:

o the parent'sliability is limited to the share of capital that it holds in the participation

o theliability of other shareholders or members of the participation is clearly
established by means of a legally binding and enforceable contract. This does not
result in the parent undertaking bearing losses disproportionately to its share in the
capital of the participation, and there are no other agreements or arrangements
that undermine this

e any participating undertakings that do not form part of the same FCA investment
firm group are either subject to prudential supervision, or can reasonably be
expected to have sufficient resources to fund any contribution for which they may
be liable if the entity in which the participation is held is recapitalised

o the solvency of the participating undertakings is satisfactory and can be expected
toremain so

o before applying proportional consolidation, the UK parent has notified the FCA that
itintends to do so

If the conditions are not met, full consolidation should be applied.

If proportional consolidation is allowed, the relevant proportion would be the
proportion of capital or voting rights that is held in the participation.
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The UK parent as an SNI or non-SNI when applying prudential
consolidation

It is possible that a UK parent could be considered as an SNl when applying the relevant
requirements on a consolidated basis. Under our proposals, this could only happen if:

e none of the FCA investment firms in the investment firm group are non-SNls
(including on a combined basis, where that approach is required for assessing any
of the criteria for being an SNI), and

o the UK parent satisfies all the criteria for being an SNI, when applied on the basis of
the consolidated situation

In all other situations, the UK parent must apply the requirements to its consolidated
situation as if it were a non-SNI FCA investment firm.

See Chapter 2 of this CP for the proposed criteria for being an SNI.

If any entity included in the consolidated situation is dealing on own account, the UK
parent will apply the consolidated requirements as if it were a non-SNI.

When calculating the contribution of a CPMI firm to the consolidated situation, the

UK parent would be required to include only amounts that are attributable to the
investment services and/or activities that CPMI firm undertakes.

Consolidated own funds and consolidated own funds requirement

Under our proposals, the total consolidated own funds requirement of an FCA
investment firm group must be met with consolidated own funds.

Consolidated own funds must satisfy the proposed requirements for own funds

of an FCA investment firm as set out in Chapter 4 of this CP; the deductions

from consolidated own funds must be applied as in that chapter as it applies on a
consolidated basis. These proposals include treating minority interests and additional
‘Tier 1'and 'Tier 2' own funds instruments issued by subsidiaries as set out in Title Il
of Part Two of the UK CRR to a UK parent entity, but modified to reflect the general
application of the IFPR.

The consolidated own funds requirement of an FCA investment firm group will be the
highest of:

o the consolidated fixed overheads requirement (consolidated fixed overhead
requirement FOR)

e the consolidated permanent minimum capital requirement (consolidated PMR), or

o ifthe UK parent entity is treated as a non-SNI FCA investment firm, the
consolidated K-factor requirement (consolidated KFR)

Consolidated fixed overheads requirement (consolidated FOR)
We would expect a UK parent to use audited consolidated annual financial statements
after the distribution of profits, as the basis for arriving at the total of its fixed
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overheads. It may use unaudited consolidated annual financial statements if audited
financial statements are not available.

3.43 If neither of those are available, the consolidated fixed overheads are calculated as the
sum of:

o the fixed overheads of the UK parent

o thetotal fixed overheads of each entity that is fully consolidated, and

« therelevant proportion of the fixed overheads of each entity that is consolidated
on a proportional basis

3.44 To arrive at the total, the above sum can be adjusted to avoid double counting
expenses between entities included.

3.45 Our proposed rules will require the UK parent to include any fixed expenses incurred by
athird party, such as a tied agent, on behalf of itself or of any other entity included in
the consolidated situation.

3.46 The UK parent will then calculate its consolidated FOR following the same approach an
investment firm uses to calculate the FOR on an individual basis. We will consult on our
proposals for the FOR as part of a subsequent consultation.

Consolidated permanent minimum capital requirement (consolidated PMR)
3.47 Generally, the consolidated PMR is calculated as the sum of:

o theindividual PMRs of each FCA investment firm, and

o where relevant, the base own funds requirement or initial capital requirement of
any other relevant financial undertaking that forms part of the FCA investment firm
group. This includes any third-country entity that would be an FCA investment firm
if it were established in the UK; the amount to be included should be what would
apply if it were established in the UK.

3.48 If an entity is subject to proportional consolidation, the relevant proportion of the
amount should be included.

3.49 See Chapter 5 of this CP for the levels of PMR.

Consolidated K-factor requirement (consolidated KFR)

3.50 Our proposed rules require that, generally, the consolidated K-factor requirement
should be calculated on the basis of the ‘consolidated situation' of a UK parent, ie as if
all the entities in the investment firm group formed a single FCA investment firm.

3.51 As is the case when calculating the K-factor requirement on an individual investment
firm basis, the K-factor metrics that are relevant to the consolidated situation will
depend on the investment services and/or activities (or equivalent activities in the
case of a third-country entity) that relevant entities in the FCA investment firm group
undertake. The consolidated K-factor requirement should be calculated using the
relevant proposals (see Chapter 5) applicable to those K-factor metrics, but on the
basis of the consolidated situation.



Search Q °<§B i

CP20/24 Financial Conduct Authority
Chapter 3 Anew UK prudential regime for MiFID investment firms

3.52 The total consolidated K-factor requirement amount will be the sum of the amounts
for each relevant K-factor that is relevant to the consolidated situation of the FCA
investment firm group.

Consolidated K-AUM, K-COH and K-DTF requirements

3.53 To calculate consolidated K-AUM, K-COH, and K-DTF requirements, a UK parent must apply
the rules for the metrics AUM, COH and DTF that willapply on an individual FCA investment
firm basis. We will set out our proposals for AUM and COH in our next consultation.

3.54 The consolidated AUM, COH or DTF is the sum of the amount of the relevant metric
of each FCA investment firm included in the consolidated situation. This will include
any amount that would be attributable to a third-country entity if that entity were
established in the UK.

3.55 If an entity is subject to proportional consolidation, the relevant proportion of the
metric should be used.

3.56 Where the consolidated metric includes transactions between two or more entities
included in the consolidation situation, it may be adjusted to avoid double counting
these amounts.

Consolidated K-CMH and K-ASA requirements

3.57 To calculate consolidated K-CMH and consolidated K-ASA requirements, we propose
that a UK parent must apply the rules for the metrics CMH and ASA that will apply on
an individual FCA investment firm basis. We will consult on our proposals for CMH and
ASA in a subsequent consultation.

3.58 The total CMH and ASA of the consolidated situation will comprise a contribution for
any individual FCA investment firm and a contribution for any other entity in the FCA
investment firm group. The contribution for any entity thatis not an FCA investment
firm should cover any money held that was received from clients and any assets held
that belong to clients; this is for business which would be MiFID investment business if
it were carried on in the UK by an FCA investment firm.

3.59 There may be situations where the UK parent cannot determine whether any money
or assets are held or received by an entity within the FCA investment firm group are for
business that would be treated as MiFID investment business if it were carried onin the
UK by an FCA investment firm. If so, the UK parent must treat such amounts as if they
are received or held for such business.

3.60 If the UK parent cannot determine that monies received by an entity within the FCA
investment firm group are held in an account that meets the conditions to be classified
as a segregated account, it must treat such monies as if they are non-segregated.

3.61 In some circumstances, an entity in the FCA investment firm group may invest client
money in a fund (such as a money market fund) as a means of segregating that
money. This could result in potential arbitrage of the consolidated K-ASA and K-CMH
requirements because, if the resulting units in such a fund were treated as ASA, this
would result in a lower coefficient than if they were treated as CMH. We are therefore
proposing that if an entity receives client money and subseqguently invests it in a fund
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for the purposes of segregation (rather than to achieve the investment objectives
under a mandate or a client order), that amount must be allocated to:

o ASAIf ontheinsolvency of that entity, the client would have a direct proprietary
interest in the units of the fund, or
e CMHinany other circumstance

If the UK parent cannot determine that money received by an entity in the FCA
investment firm group that has been placed into assets (for example, a money market
fund) results in the client having a direct interest in that asset, that amount must be
treated as if it were CMH (and not ASA).

Consolidated K-NPR requirement

Under our proposed rules, a UK parent entity must apply the relevant proposed rules
for calculating the K-NPR requirement on an individual FCA investment firm basis to a
position or exposure included in the consolidated situation. The exceptionis where the
UK parent entity is permitted to include that position or exposure in the calculation of
the consolidated K-CMG requirement, or where the proposed rules allow the position
or exposure to be excluded from calculation of the consolidated K-NPR requirement.

The consolidated K-NPR requirement applies to all trading book positions, and to
positions other than trading book positions where they give rise to foreign exchange
risk or commodity risk.

When calculating the consolidated K-NPR requirement, the UK parent will not be
able to automatically offset positions in one entity with those of another entity in
the consolidation group. To do so it must obtain permission from the FCA, and inits
application for permission must demonstrate to the satisfaction of the FCA that the
conditions in article 325b of the UK CRR have been met.

Consolidated K-CMG requirement

We propose that if a UK parent entity has been granted permission to calculate

a K-CMG requirement for a relevant portfolio of positions inits consolidated
situation, it will not need to include that portfolio when it calculates the consolidated
K-NPR requirement.

Either the UK parent entity or an FCA investment firm in the consolidated situation
may apply for permission to calculate a consolidated K-CMG requirement. The
application may cover portfolios of third-country entities in the consolidated situation.
When calculating a consolidated K-CMG requirement, the proposed rules as for
calculating K-CMG on an individual FCA investment firm basis will apply, except where
expressly modified.

Under our proposals, where the FCA has already granted permission to an investment
firm for a portfolio to calculate the K-CMG requirement on an individual basis, a UK
parent does not need to seek additional permission to include that portfolio when it
calculates its consolidated K-CMG.

We will not give permission for the portfolio of an FCA investment firm to use K-CMG
solely for consolidated purposes. If a portfolio of an FCA investment firm s to be
included in the consolidated K-CMG requirement, permission must have been sought
and the K-CMG applied to that portfolio on anindividual basis. This reflects the

FCA's view that the choice of whether to calculate a K-NPR requirement or a K-CMG

I
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requirement for a specific portfolio must be applied consistently on both an individual
and consolidated level.

Consolidated K-TCD requirement

We propose that, to calculate a consolidated K-TCD requirement for a UK parent, the
relevant proposed rules for calculating K-TCD on an individual FCA investment firm
basis must be applied to all transactions included in the consolidated situation.

If a transaction occurs between two counterparties that are both included in the
consolidated situation, it may be disregarded for the purposes of consolidated K-TCD.

If a transaction occurs between one or more entities in the consolidation group and
a third-party counterparty, the transaction may be netted in certain circumstances
when calculating the consolidated K-TCD requirement. Any netting agreement or
contract must cover all the entities included in the consolidated situation whose
transactions with that third-party are being netted.

Consolidated K-CON requirement
See Chapter 7 of this CP on concentration risk for our proposals on how to calculate a
K-CON requirement on an individual investment firm level.

When the UK parent entity is calculating a consolidated K-CON requirement, the
exposure value to an individual client or a group of connected clients should be
calculated using all relevant exposures in the consolidated situation. To the extent
that K-NPR or K-TCD are relevant to calculating an exposure value and K-CON, the
UK parent entity must apply the methods for calculating consolidated K-NPR and
consolidated K-TCD (outlined earlier in this chapter).

The amount of own funds used for calculating the concentration risk limits on a
consolidated basis will be the consolidated own funds of the FCA investment firm group.

Consolidated liquidity requirements

Our proposals on the consolidated liquidity requirement will require the consolidation
group to hold an amount of liquid assets equal to or greater than one third of the
amount of the consolidated FOR, plus 1.6% of the guarantees provided to clients by
entities in the consolidation group.

The required amount of consolidated liquid assets must be held by UK entities in the
consolidation group.

What will count as a liquid asset will follow in a subseguent consultation to be consulted
on as part of individual firm liquidity requirements.

Note that there is no consolidated liquidity requirement for FCA investment firm
groups that use the GCT, rather than prudential consolidation. Individual liquidity
requirements will still apply.

A UK parent may apply to be exempted from consolidated liquidity requirements.
An application to the FCA must demonstrate that all FCA investment firms in the
consolidation group meet the liquidity requirement on an individual basis. The
exemption must also be appropriate, taking into account the nature, scale and
complexity of the FCA investment firm group.
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Consolidated disclosure requirements
3.81 Our proposals for consolidated disclosure requirements will follow in a subsequent
consultation, to be consulted on alongside individual firm disclosure requirements.

Consolidated reporting requirements

3.82 We are proposing that a UK parent to which prudential consolidation applies must
comply with reporting requirements on the basis of its consolidated situation. The
same type of information will be required from an FCA investment firm group as from
an individual FCA investment firm, but for its consolidated situation. See Chapter 8 of
this CP for further information on our proposals for reporting.

Consolidated governance and remuneration requirements

3.83 Our proposals for consolidated governance and remuneration requirements will follow
in a subsequent consultation to be consulted on alongside individual firm governance
and remuneration requirements.

Application of the Individual Capital and Risk Assessment (ICARA)
process on a consolidated basis

3.84 Our proposals for how the ICARA process will work on a consolidated basis will be
consulted on alongside the ICARA process for an individual FCA investment firm in our
next consultation.

The Group Capital Test (GCT)

3.85 The group capital test (GCT) is an alternative to prudential consolidation for an FCA
investment firm group. The GCT's purpose is to ensure that a parent entity holds
sufficient regulatory capital to supportits capital investment in its subsidiaries, and
therefore to create a stable group capital structure.

3.86 We propose that to be able to use the alternative of the GCT, either the ultimate UK
parent of the investment firm group, or an investment firm in that group, must apply to
the FCA for permission. The application must satisfy the FCA that:

o theinvestment firm group has a sufficiently simple structure to justify applying the
group capital test, and

o thereis no significant risk of harm to others that means that the investment firm
group should be supervised on a consolidated basis

3.87 The GCT uses the same terms and concepts as prudential consolidation to identify an
investment firm group and its constituent parts.

3.88 The actual application of the GCT does not, however, include group entities that
are 'connected undertakings' (see under prudential consolidation above for an
explanation of what is a connected undertaking). The presence of material connected
undertakings in an FCA investment firm group means that it is therefore unlikely that
the investment firm group will have a sufficiently simple structure to justify the use of
the GCT.
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3.89 Under the GCT, we propose that a UK parent must hold enough own funds to cover
at least:

o the sum of the full book value of their holdings, subordinated claims and
instruments in subsidiaries, and
e thetotal amount of their contingent liabilities in the investment firm group

3.90 The GCT has a modified definition of 'own funds instruments'. The difference from
the definition used by an individual investment firm is that any significant investments
in common equity tier 1, additional tier 1 and tier 2 capital instruments of financial
sector entities in the investment firm group do not need to be deducted by a parent
undertaking when applying the GCT. This is to avoid any 'double counting’ of the
same amount.

3.91 The proposed rules on the required overall composition of own funds instruments
when applying the GCT are set out in MIFIDPRU 3. These are summarised in Chapter 4
of this CP.

3.92 If an investment firm group contains more than one parent entity, each parent entity

in that group must satisfy its own GCT, ie a separate GCT applies to each entity in the
group which s itself a parent.

3.93 If an investment firm group contains a parent entity that is established outside the UK,
we propose thatits parentin the UK, known as a responsible UK parent, must ensure
compliance with the GCT. This is to ensure that leverage and capital gearing are not
introduced into the investment firm group through intermediate parent undertakings
established in a third country. The responsible UK parent must either:

e ensure that the non-UK parent entity holds sufficient own funds to meet its own
GCT, or

e itself hold an additional amount of own funds in respect of (i) above as part of its
own GCT

3.94 The following diagram (Figure 2) provides an example of where a UK parent may also
be a responsible UK parent. This means where a UK parent is responsible for ensuring
that the obligations of the GCT are not otherwise avoided by introducing third-country
parent entities in the investment firm group.

3.95 In Figure 2 the solid lines linking the entities indicate whole or majority ownership
or control.
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3.96

Figure 2: Example of where a UK parent may also be a responsible UK parent for the
purposes of applying the group capital test

UK incorporated entities

GCT applies directly to A and B, as both are UK
parent undertakings.

B is also the responsible UK parent for C and D.
UK Parent A

Inv. HoldCo B

Third country incorporated entities

Tied Agent F Inv. HoldCo C

(subsidiary)

Inv. Firm D Fin.Inst G

FCAInv.FirmE

GCT applies indirectly to C and D as third country
parent undertakings, by way of the obligations
placed on the responsible UK parent (B).

Applying for permission to use the group capital test
We propose that an application for permission to use the GCT must include:

e astructure chartincluding information on each entity in the FCA investment firm
group

e anexplanation of why the group structure is sufficiently simple to justify applying
the group capital test

e anexplanation of why there are no significant risks to clients or to the market
stemming from the FCA investment firm group that would require supervision on a
consolidated basis

e calculations to show how each parent in the investment firm group would satisfy
the group capital test

o evidence that the book value of each parent's investment in a subsidiary, whether
that subsidiary forms part of the investment firm group or not, reflects fairly the
consideration paid by the parent for that subsidiary
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o calculations which demonstrate the consolidated own funds and liquid assets
requirements that would apply on the basis of the consolidated situation of the
FCA investment firm group if prudential consolidation applied instead

e anexplanation of:

= how the investment firm group would comply with the requirements for
prudential consolidation if the FCA did not grant permission to use the GCT and

= thetimeframe in which the FCA investment firm group would expect to achieve
compliance with such consolidated requirements

o anexplanation of how the UK parent entity of the FCA investment firm group would
comply with the system and control requirements for prudential consolidation

Group capital test reporting requirements
Each UK parent firm in an FCA investment firm group must report individually on how it
is meeting the GCT.

A UK responsible parent must report on behalf of any third-country parent to show
that either:

e thethird-country parent holds enough own funds for the purposes of the GCT, or
o the UKresponsible parent holds enough own funds to include the amount that
would otherwise be held by the third-country parent

The investment firm group can nominate one parent firm to report to the FCA on
behalf of the other parent firms in the group.

Transitional arrangement for temporary use of the group capital test
We propose that an FCA investment firm group can choose to apply the requirements
of the GCT, rather than those of prudential consolidation, on a temporary basis before
we have granted it permission to do so, if the following conditions are met:

o the parent of, or aninvestment firm within, the investment firm group has applied
to the FCA for permission to use the group capital test within a month of the date
on which the new IFPR rules first apply

e the management body of the applicant UK parent or FCA investment firm thinks
there is a reasonable basis to conclude the investment firm group would satisfy the
criteria to be granted permission to use the GCT

This transitional arrangement will apply for up to two years after the rules apply, or the
date specified by the FCA in the notification of its decision to the UK parent or FCA
investment firm on its application, whichever is earlier.

Holding companies

Various other requirements apply to UK investment holding companies, UK mixed
financial holding companies and UK mixed activity holding companies. This includes a
mixed activity holding company, even though this would not be part of an investment
firm group for the purposes of prudential consolidation or the GCT.
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Qualifications of directors

Clause 143K of the FS Bill provides that a UK parent must take reasonable care that the
members of its management body are of sufficiently good repute and have sufficient
knowledge, skills and experience to carry out their duties effectively. Guidance in

our proposed rules refers to this provision, but this remains subject to Parliamentary
approval of the FS Billin its current form. If this provision in the FS Bill were to be
amended, we would amend our guidance accordingly.

Additional requirements on parent firms
Under our draft rules, the FCA can require the parent of an FCA investment firm to
provide relevant information so that we can effectively supervise the authorised firm.

If the parentis a UK mixed-activity holding company, the FCA investment firm must
be able to identify, measure, monitor and control transactions between the firm, its
parent and other subsidiaries of its parent.

If the FCA identifies a breach of these requirements by a UK parent firm, we can
impose disciplinary measures on the parent firm or on the management body of the
parent firm.

Q4: Do you have any specific comments on our proposals
for the scope and methods of prudential consolidation?
Please provide evidence to support any changes. Is there
anythingrelevant to consolidation that is not covered in
our rule proposals?

Qs: Are our proposals for how to calculate the consolidated
own fund requirements (including the consolidated fixed
overheads requirement, the consolidated permanent
minimum requirement and the consolidated K-factor
requirement) clear and sufficient? If not, do you have any
specific suggestions for how to improve this?

Qé: Do you agree with our approach to the use of the group
capital test (as an alternative to prudential consolidation),
including our proposal for a transitional provision to allow
its use as part of our initial implementation of the IFPR?

I
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4 Own funds - definition and composition
of capital

In this chapter, we provide an overview of our proposals for:

o thedefinition and types or 'tiers' of capital that are eligible as regulatory capital,
known as 'own funds', including specific deductions that need to be made from
own funds

e prior permissions that are required from the FCA to count certain items as
regulatory capital

o specific rules on eligibility of own funds for FCA investment firms that are
partnerships and limited liability partnerships

o trigger eventsin the terms of additional capital instruments that may be used to
absorb losses

e the minimum proportions in which own funds must be held to meet the own funds
requirements at both individual and consolidated level

e the minimum proportions in which own funds must be held by a parent entity to
meet the group capital test

o transitional provisions for certain existing own funds permissions

Our proposed rules for own funds are in MIFIDPRU 3.

The text of the EU CRR is amended at the EU level by the EU text of the CRR2 and
then the text of the IFPR. All references to the UK CRR in this chapter are references
to the on-shored UK CRR in the form in which it would appear if it contained equivalent
amendments. The FCA expects that such amendments will largely be made to the UK
CRR by UK primary and secondary legislation. This is consistent with HM Treasury's
stated legislative approach inits 'Prudential standards in the Financial Services Bill:
June update’. The UK CRR is of particular relevance to own funds under the IFPR.

This is because the majority of the concepts used are the same, and our rules cross-
reference the relevant provisions of the UK CRR.

Definition of own funds

In general, we are proposing that the types and treatment of own funds under the
IFPR will follow the same requirements as under the UK CRR (although with some
amendments) and will comprise the following 3 classes of capital:

e Common Equity Tier 1 (or CET1) capital
e Additional Tier 1 (or AT 1) capital
o Tier 2 (or T2) capital

Our proposed definition of capital represents a change for FCA investment firms that
have not previously applied the CRR, such as '‘BIPRU Firms' and 'Exempt-CAD Firms'.
For example, the concept of 'Tier 3’ capital (short-term subordinated debt) will no

longer apply.


https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/893792/Prudential_policy_draft_policy_statement_V4.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/893792/Prudential_policy_draft_policy_statement_V4.pdf
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4.6 We have changed the way we propose to apply the detail of the rules on own funds
inthe UK CRR to FCA investment firms under MIFIDPRU. This is to simplify the
calculation of certain deductions, and to remove references to concepts that do not
existin the IFPR, including risk weighted assets.

4.7 The UK CRR contains numerous items that need to be deducted from the different
tiers of own funds. This includes the following which, under the UK CRR, have the
potential for partial deduction according to a detailed calculation, but that we propose
should be deducted in fullunder the IFPR:

o defined benefit pension fund assets on the balance sheet of the institution

o deferredtax assets that rely on future profitability

e non-significant investments in financial sector entities, as far as they relate to
holdings of capital instruments that are not held in the trading book

e significantinvestments in the CET1 instruments of financial sector entities

4.8 As intangible assets, we propose to require software assets to be deducted in full
under IFPR. We are not persuaded by general arguments that FCA investment firms
could be allowed some add-back for software assets that are prudently valued. There
is no clear prudential basis that we have identified to support this.

4.9 A qualifying holding is where an FCA investment firm has a direct or indirect holding
in an entity representing 10% or more of the capital or of the voting rights, or which
make it possible to exercise a significant influence over the management of that
entity. Under our proposals, an FCA investment firm with qualifying holdings in entities
outside the financial sector will be required (subject to a few specific exceptions) to
deduct any amount of such holdings fromits CET1 capital, where this exceeds the
following limits:

o anindividual qualifying holding in a non-financial sector entity exceeds 15% of the
FCA investment firm's own funds

o thetotal of all the qualifying holdings in non-financial sector entities exceeds 60%
of the FCA investment firm's own funds

4.10 We believe that these proposed changes to enhance the quality of regulatory capital
will result in FCA investment firms becoming more resilient, with increased capacity
to absorb losses. All FCA investment firms will now apply the same definition of
own funds.

4.11 Non-significant holdings of capital instruments of financial sector entities in the
trading book will not, however, need to be deducted. This is to avoid discouraging
market-making in capital instruments of other regulated entities.

Overview of IFPR capital tiers

4.12 Figures 3, 4, and 5 provide a visual summary of our proposals for the provisions in the
UK CRR and MIFIDPRU 3 that relate to each tier of regulatory capital. In each case,
references to the UK CRR are to the UK CRR as applied and modified by MIFIDPRU.
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Figure 3: Common equity tier 1 (CET1) capital

Common Equity Tier 1 (CET1) Items — Article 26 UK CRR

(a) Capital instruments that meet the conditions of Articles 28 or 29 of UK CRR

(b) Share premium accounts related to the instruments in (a)

(c) Retained earnings™

(d) Accumulated other comprehensive income*

(e) Otherreserves*

*  Must be available for unrestricted and immediate use to cover risks or losses as soon as these occur
The conditions set out in Articles 27 to 31 of UK CRR must also be met.

Prudential filters — Items to be excluded/deducted from own funds

(a) Article 32 —anyincrease inits equity resulting from securitised assets
(b) Article 33 —cash flow hedges and changes in the value of own liabilities
(c) Article 34 —additional value adjustments, by applying the requirements of Article 105 toits assets
measured at fair value
Prudential filters — Items not to be excluded
Article 35 —unrealised gains or losses on assets or liabilities measured at fair value, unless referred to
in Article 33

Deductions from CET1 Items — MIFIDPRU 3.3.6R

(a) Losses forthe current financial year

(b) Intangible assets —including goodwill

(c) Deferredtax assets that rely on future profitability?

(e) Defined benefit pension fund assets on the balance sheet of the firm?

(f) Holding of own CET1 instruments (direct/indirect/synthetic holdings)

(g) Holdings of CET1 instruments of financial sector entities (FSE) where there is a reciprocal cross
holding

(h) Holdings of non-significant investments in FSEs**

(i) Holdings of significant investments in FSEs®

(j) Deductions to account for holdings of third party AT1 instruments in excess of issuance of own
AT1instruments

(k) Foreseeable tax chargesrelatingto CET1 instruments

() Qualifying holdings outside the financial sector that are:
1) Forasingle entity > 15% of the firm's own funds
2) For all entities > 60% of the firm's own funds

Article 39 and Article 48 of the UK CRR do not apply
Article 41 of the UK CRR does not apply
Article 46 of the UK CRR does not apply
This does not apply where held in the trading book
5. Article 48 of the UK CRR does not apply
In addition, Article 49 does not apply

Temporary waiver from deduction from own funds and eligible liabilities — Article 79

May be granted where these are deemed to be held as part of a financial assistance operation.

|- Article 50
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Figure 4: Additional tier 1 (AT1) capital

Additional Tier 1 (AT1) Items — Article 51 UK CRR

(a) Capital instruments that meet the conditions of Article 52 of UK CRR

(b) Share premium accounts related to the instrumentsiin (a)

The conditions set out in Articles 52 to 55 of UK CRR must also be met.

NB. Article 54(1)(a) and Article 54(4)(a) of UK CRR do not apply. Instead, MIFIDPRU 3.4.3R applies. A
firm specifies the trigger events, one of which must be when the CET1 of the firm falls below 64% of
the firm's own funds requirement.

Deductions from AT1 Items — MIFIDPRU 3.4

(a) Holdings of own AT1 instruments (direct/indirect/synthetic holdings)

(b) Holdings of AT1 instruments of financial sector entities (FSE) where there is a reciprocal cross
holding

(c) Holdings of non-significant investments in FSEs™?

(d) Holdings of significantinvestmentsin FSEs

(e) Deductions to account for holdings of third party T2 instruments in excess of issuance of own
T2 instruments

(f) Foreseeable tax chargesrelatingto AT1 instruments

1. Article 60 of the UK CRR does not apply
2. Thisdoesnot apply where held in the trading book.

Temporary waiver from deduction from own funds and eligible liabilities — Article 79 UK CRR

May be granted where these are deemed to be held as part of a financial assistance operation.

AT1 capital — Article 61 UK CRR
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Figure 5: Tier 2 (T2) capital

Tier 2 (T2) Items — Article 62

(a) Capitalinstruments that meet the conditions of Article 63 of CRR

(b) Share premium accounts related to the instruments in (a)

Article 64 deals with the amortisation of T2 instruments during the final 5 years of maturity
Article 65 sets out what happens when an instrument no longer meets the T2 requirements

Deductions from T2 Items — Article 6

(a) Holdings of own T2 instruments (direct/indirect/synthetic holdings)

(b) Holdings of T2 instruments of financial sector entities (FSE) where there is a reciprocal cross
holding

(c) Holdings of non-significant investments in FSEs*?

(d) Holdings of significant investmentsin FSEs

(e) Deductions to account for holdings of eligible liabilities items in excess of issuance of own eligible
liabilities items

1. Article 70 of the UK CRR does not apply
2. Thisdoesnotaply where heldin the trading book

Temporary waiver from deduction from own funds and eligible liabilities — Article 79 UK CRR

May be granted where these are deemed to be held as part of a financial assistance operation.

T2 capital — Article 71 UK CRR

In each case, the chart is only expected to be an overview of the most relevant
proposals from MIFIDPRU that may apply, rather than an exhaustive statement of all
potentially applicable requirements and conditions. The charts are not intended to be a
substitute for detailed analysis of the proposed rules.

Prior permissions required from the FCA for CET1 capital
Under our proposed rules, FCA investment firms will require prior permission from us to:

e include interim profits or year-end profits in CET1 before the investment firm has
taken a formal decision confirming the final profit or loss for the year
o classify anissuance of capital instruments as CET1 capital

If an investment firm has already obtained permission for a previous issuance of
instruments that have been classified as CET1 capital, we do not propose that it
should be required to obtain permission for a subsequent issuance of the same form of
instruments provided that the provisions of the new instruments are substantially the
same. Sufficient notice of the issuance must also be given to the FCA.

The section below on transitional provisions for existing own funds instruments may
also be relevant.
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4.17

4.18

4.19

4.20

4.21

Investment firms that are not joint-stock companies

The detailed conditions of the UK CRR for capital instruments to qualify as CET1 are,
in general, easier to understand from the perspective of a joint-stock company issuing
share capital. However, the same conditions apply to FCA investment firms with legal
forms that are not joint-stock companies. We therefore propose to clarify our rules for
CET1 instruments of partnerships (including both general and limited partnerships)
and limited liability partnerships.

For an FCA investment firm that is a partnership or a limited liability partnership (LLP),
we propose that a partner's or member's account will meet the conditions in article
28(1)(e) (perpetual) and article 28(1)(f) (reduction or repayment) of the UK CRR where
the accountis one:

e into which capital contributed by the partners or members is paid, and

o from which, under the terms of the partnership agreement or limited liability
agreement, an amount representing capital may be withdrawn by a partner or
member (P) only if:

= Pceasestobe apartner or member and an equal amount is transferred to
another such account by Q's former partners or members or any person
replacing P as a partner or member

= the partnership or LLP is wound up or otherwise dissolved, or

= thefirm has ceased to be authorised or no longer has a Part 4A permission

Trigger events for Additional Tier 1 (AT1) capital

The purpose of AT1 is that it can be converted to CET1 to bolster an FCA investment
firm's CET1, or otherwise be written down so that it absorbs losses in the same way as
CET1 onagoing-concern basis. This is to prevent a firm from falling below the amount
needed to make up the minimum percentage of own funds required.

We want to ensure that FCA investment firms can use AT1 for its intended purpose and
to avoid any likelihood of an investment firm breaching its minimum CET1 percentage
before conversion can take place. So we are proposing that one of these trigger events
must be the firm falling below a level of CET1 that is no lower than 64% of its total own
funds requirement. This is the same as the trigger event required by the existing CRR
but expressed in a different way to reflect the structure of capital under the IFPR.

FCAinvestment firms may set the trigger level at a higher level or choose to specify
additional trigger events alongside this. The full principal amount of AT1 must be
written down or converted when a trigger event occurs.

I
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Calculating the type of own funds held to meet own funds
requirements at both individual and consolidated level

4.22 Under our proposals, an FCA investment firm must hold own funds to meet its total
own fund requirement (TOFR) in the following proportions:

e CET1256%0f TOFR
e CET1+AT1275%of TOFR, and
e CET1+AT1+T22100% of TOFR

4.23 These proportions are essentially the same as those in the UK CRR, but are expressed
in a different way.

4.24 An FCA investment firm group that is subject to prudential consolidation will need to
meet its consolidated own funds requirement by holding consolidated own funds in
at least the same proportions as the above, on the basis of its consolidated situation.
(See Chapter 3 for details on prudential consolidation).

Calculating the type of own funds held to meet the group
capital test

4.25 The proportions of own funds to be held by a UK parent when subject to the group
capital test (GCT) are different from those that will apply at individual FCA investment
firm level or under prudential consolidation. (See Chapter 3 for details on the group
capital test).

4.26 Our proposals are that when applying the GCT, a parent's CET1 capital must be at least
equal to:

e the sum of the book value of the parent's holdings of the CET1 capital of relevant
financial undertakings in the FCA investment firm group, plus

o thetotal amount of all the parent's contingent liabilities in favour of the relevant
financial undertakings in the FCA investment firm group

4.27 In addition, the sum of CET1 capital and AT1 capital of the parent must be at least
equal to the sum of:

e the minimum amounts of CET1 set out above, plus
o the sum of the book value of the parent's holdings in the AT 1 capital of the relevant
financial undertakings

4.28 And the sum of the parent's own funds instruments (CET1, AT1 and Tier 2) must be at
least equal to the total own funds requirement calculated under the GCT.

4.29 For these purposes, a 'relevant financial undertaking'is an investment firm, a financial
institution, an ancillary services undertaking, a tied agent or any equivalent entity in a
third country.

4.30 The purpose of the above is to ensure that a parent holds capital of at least the same

guality as the capital it invests in its relevant subsidiaries, but without imposing higher
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4,31

4.32

4.33

requirements than this. This will support a stable group capital structure when the
investment firm group uses the GCT.

The following is a simplified worked example of the above requirement for calculating
the minimum composition of capital when a parent is applying the GCT:

Assume a parent J' has three subsidiaries, a UK investment firm ‘B, a UK financial
institution 'C" and a third-country entity that would be an investment firm if it were
established in the UK, 'D". The table shows the amount (in £m) of the book value of J's
investments in each subsidiary, and in the different tiers of capital instruments that
this represents. le J records a book value investment of £10min CET1 and £2min AT1
instruments held in subsidiary B, of £5min CET 1in C,and of £1min CET1 and £9min
Tier2inD.

Subsidiary
Type of capital B C D Total
CET1 10 5 1 16
AT1 2 - - 2
T2 - - 9 9
Total 12 5 10 27

In this example, the parent J has a total GCT requirement of at least £27m. The total
own funds that the parent needs to hold to satisfy this amount must consist of at least
£16min CET1 capital, at least £18min total tier 1 capital (CET1 + AT1) and at least
£27min total capital (CET1 + AT1 + T2).

Transitional provisions for existing own funds instruments

We propose to introduce transitional provisions for certain own funds permissions
granted by the FCA to IFPRU investment firms before the IFPR applies. These
provisions set out where an FCA investment firm with such a permission may continue
torely onitunder the IFPR. They cover:

e including interim or year-end profits in CET1 capital before the FCA investment
firm has taken a formal decision confirming the final profit or loss for the year
(under article 26(2) UK CRR)

o classifying anissuance of capital instruments as CET1 (under article 26(2) UK CRR)

We also propose a transitional provision which sets out what an FCA investment firm
must do to determine whether any existing AT1 instruments issued under the UK CRR
would continue to be eligible for inclusion as AT1 capital under the IFPR.

Q7: Do you agree with the proposals for the definitions and
types of, and deductions from, regulatory capital that
investment firms should use to calculate their own funds?
Do you think that any additional simplification is needed?
If yes, please provide suggestions.

I
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Qs:

Qo9:

Do you agree with our proposals for trigger events for the
conversion or write-down of AT1 instruments, including
setting the minimum the same as under the UK CRR but
expressed in a different way to reflect the structure of
capital under the IFPR? If not, please let us know why and
what trigger events you think we should include?

Do you agree with our proposed transitional provisions
for existing permissions for own funds instruments (under
UK CRR)? Do you think that any additional transitional
provisions are necessary? If so, please identify what they
should be and say why.

I
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5 Ownfundsrequirements

In this chapter, we explain:

e what we are proposing should be an FCA investment firm's ongoing permanent
minimum capital requirement (PMR)

e howan FCA investment firm's PMR might change depending on the activities
carried out

o howthe PMRis reflected in the initial capital requirement (ICR) that applies to firms
seeking to be authorised as FCA investment firms, and how the PMR applies to FCA
investment firms that are currently authorised

e thedifference between the own funds requirements that apply to FCA investment
firms that meet the criteria to be small and non-interconnected FCA investment
firms (SNIs) and to those that do not meet the criteria (ie non-SNIinvestment firms)

We then outline our proposals for how to calculate each of the specific K-factors that
will only apply to FCA investment firms that trade in their own name (ie deal on own
account). This could be trading onits own behalf, or trading on behalf of its clients.

The final section of this chapter describes the transitional provisions that will allow
firms to move from their current own funds requirements to those that will apply
under the IFPR. It also sets out how firms should calculate their K-factor requirement
when the IFPR initially takes effect where this calculation relies on having historical
observations of data.

We will cover the remaining K-factors and how to calculate the fixed overheads
requirementin a subsequent consultation.

Ongoing permanent minimum capital requirement

We believe that an FCA investment firm should, at all times, operate with a minimum
level of own funds based on the MiFID investment services and activities it currently
has permission to undertake. This willbecome its PMR. Table 3 summarises the
amount of the PMR that we propose will apply to an FCA investment firm based on the
investment services and activities it carries out.

Table 3: Summary of the PMR by the investment services and activities undertaken

PMR FCA investment firm service/activity

MiFID activities undertaken include one or more of the following services or activities:

Dealing on own account
£750,000 Underwriting and/or placing on a firm commitment basis

Operatingan OTF without a limitation that prevents both matched principal trading
and dealing on own account
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PMR FCA investment firm service/activity

MiFID activities undertaken only from among the following services or activities:

Reception and transmission of orders
Execution of orders on behalf of clients

Portfolio management

£75,000
Investment advice
Placing without a firm commitment basis
And, the firm does not have permission to hold client money or securities in the course
of MiFID activities
Allother FCA investment firms, including, but not limited to, firms with permission to:
e operatean MTF
£150,000 e operate an OTF, only with a limitation that prevents it from carrying out either of the

following:

matched principal trading

dealing on own account

The activities an FCA investment firm wishes to carry out may change over time
meaning its permissions will vary. Any variations in permission may affect that FCA
investment firm's PMR. At the point that an FCA investment firm seeks to vary its
permissions, we propose to ask it to demonstrate that it can meet the PMR that
applies to the new combination of permissions.

This means, for example, that an FCA investment firm might have a PMR of £75,000.

If that FCA investment firm applies in due course to vary its permissions to be able to
hold client money in connection with one or more MiFID activities, it will then have a
PMR of £150,000. Or, if its new permissions include dealing in its own name, its PMR will
then be £750,000.

Initial capital requirement for new FCA investment firms

The ICRis the amount of capital required for an applicant firm to become authorised
as an FCA investment firm. It is based on the activities that the new firm is seeking
permission for. We are proposing that the ICR will be the same as the PMR that
would apply if the applicant firm is granted the permissions it is seeking. We are also
proposing that the ICR should be made up of capital of the same type and quality

as would be needed for the applicant firm's PMR, ie in own funds. (See Chapter 4 for
details on own funds).

Application to firms that are currently authorised to conduct MiFID
business

The IFPR will not affect the ICR of FCA investment firms that are authorised ahead
of the IFPR taking effect. Their ICR will no longer be relevant for the purposes of
their capital requirements, or any other requirements, under the IFPR. These FCA
investment firms should instead consider what their PMR will be under the IFPR and
how they will transition to that new requirement. The PMR will form one of the 'floors'
to their capital requirements.

I
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Capital requirements for SNl and non-SNI investment firms

5.10 We propose that an FCA investment firm that meets the criteria to be small and non-
interconnected (an SNI) should have an own funds requirement that is the higher of its
PMR and its fixed overheads requirement (FOR). (See Chapter 2 for further information
on the definition of an SNI). We cover how an FCA investment firm should calculate the
FORin a subsequent consultation.

5.11 We propose that an FCA investment firm that does not meet the criteria to become an
SNI=sois a'non-SNI'—should have an own funds requirement that is the highest of its
PMR, its FOR, and its K-factor requirement.

5.12 The remainder of this chapter only covers the K-factors that will apply to firms that
trade in their own name (ie have permission to deal on own account, including where
they do so on behalf of clients). We will cover the remaining K-factors in a subsequent
consultation.

K-factor capital requirements

5.13 The K-factor capital requirements are essentially a mixture of activity- and exposure-
based requirements. Which K-factors will apply to an individual FCA investment firm will
depend on the MiFID investment services and activities it undertakes.

5.14 In this section, we only cover the K-factors that will apply to FCA investment firms that
have permission to deal as principal, ie they trade in their own name, including where
they do so on behalf of clients. The remaining K-factors, that could apply to any FCA
investment firm (including those that trade in their own name) will be covered in our
next consultation.

5.15 For the avoidance of doubt, trading in own name will include, but is not limited to, FCA
investment firms that:

o trade in their own name on behalf of a client

e tradeintheir own name on a matched principal basis

e have permission to operate an OTF. For the reason set out in paragraph 2.6, an OTF
operator may deal inilliquid sovereign debt instruments and/or undertake matched
principal transactions relying on that permission, unless it has a restriction from
doing so.

5.16 The K-factors that only apply to FCA investment firms that have permission to trade in
their own name are:

e netpositionrisk (K-NPR) —a requirement based on the FCA investment firm's
market risk

e clearing margin given (K-CMG) — an alternative to K-NPR to provide for market risk
based on the margins given by the FCA investment firm to a clearing member

o daily trading flow (K-DTF) — a requirement based on the value of the FCA
investment firm'’s daily trading flow

e trading counterparty default (K-TCD) — a requirement based on the risk of a trading
counterparty failing to meet their obligations to the FCA investment firm

I
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Where applicable, these K-factors will also apply to FCA investment firm groups
that are subject to prudential consolidation (see Chapter 3 for more information on
consolidation).

We propose that calculating the further K-factor capital requirement, K-CON, will also
apply to FCA investment firms that trade in their own name. All firms, including firms
that deal on own account, should be required to undertake general concentration risk
monitoring. Our proposals relating to concentration risk and K-CON are set out in
Chapter 7.

Other K-factors may also apply to FCA investment firms that trade in their own name.
The specific K-factors will depend on any other investment services or activities it
carries out. These are K-factors for:

e individual portfolio management and on-going advice (K-AUM)
e holding client money or client assets, (K-CMH and K-ASA)
e handling client orders (K-COH).

We will provide additional detail on our proposals for the remaining K-factors in our
next consultation.

Net position risk = K-NPR

The K-factor capital requirement for net position risk, K-NPR, applies to an FCA
investment firm's trading book positions and is intended to capture market risk. It
also applies to positions not in the trading book which give rise to foreign exchange or
commodities risk.

The calculation methodology for K-NPR is also used to calculate K-CON for
concentration risk on all portfolios. See Chapter 7 for more information on calculating
K-CON.

We propose that the K-NPR requirement is to be calculated using the own funds
requirements for market risk set outin Title VI of Part Three of the UK CRR —reading
references to 'own funds requirement’ as references to 'K-NPR requirement’. This
provides for an FCA investment firm to either apply the current standardised approach
to market risk or to apply to us for permission to use the current internal models
approach.

To preserve the existing CRR market risk regime, we propose that any reference to the
UK CRRin our K-NPR rules is to the form of the UK CRR in which it stood on the day
immediately before the earlier of

a. the date on which IFPR begins to apply’ or
b. the date that the CRR2 equivalent amendments to the UK CRR take effect.

On 16 November 2021, HM Treasury, the PRA and the FCA announced the target date
for both IFPR and the CRR 2 equivalent amendment to take effectis 1 January 2022.
Our proposed rules for K-NPR in MIFIDPRU 4 also modify the basic UK CRR provisions
in certain respects and references to the UK CRR will therefore include the UK CRR
text as modified.
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Additional rules and guidance on market risk

The approach for K-NPR is essentially to carry forward the current market risk
requirements under the UK CRR. We therefore also propose to carry forward
relevant rules and guidance on market risk from our current IFPRU sourcebook (and
in some cases, appropriate parts of our BIPRU sourcebook) to calculate the K-NPR
requirement. In certain cases, we have refined the relevant provisions to clarify these
under the new regime.

The provisions we propose to carry forward are broadly those relating to:

e instruments for which no treatment is specified in the UK CRR

e standardised approach for options

e netting of a convertible

o Offsetting derivative instruments

e excluding overshootings when determining multiplication factor addends

o determining notional positions for standardised approaches when using various
products

e seeking permission to use internal models

e capturing risk when using internal models

e what we expect for the use of internal models

The UK CRR contains several provisions, eg articles 329 and 331 about options delta
and interest rate sensitivity models respectively, where permission is required. We will
address permissions and applications, including our proposals for existing permissions
for market risk, in a subsequent consultation.

Use of K-NPR where an investment firm has permission to use K-CMG
FCA investment firms do not generally have to calculate K-NPR for portfolios for
which they have been given permission to use the alternative K-factor requirement of
clearing margin given or K-CMG (see section below).

However, an FCA investment firm that has been granted permission to use K-CMG
(even for every portfolio inits trading book) may still need to calculate K-NPR for any
positions it holds outside of its trading book that give rise to foreign exchange or
commodities risk. This is because we consider it unlikely that such positions would be
eligible for a K-CMG permission.

Further, if an FCA investment firm has settled trades in a portfolio subject to K-CMG
which represent its own proprietary positions, they are unlikely to give rise to a margin
requirement on any given day when using K-CMG. (See section on K-CMG below). We
have therefore proposed that settled proprietary trades of the firm should be subject
to the standard K-NPR calculation provided:

o theclearingmember has not applied a 'haircut’ for collateral purposes
o theyare notincluded in the calculation of the margin requirement

Evenif a firm uses K-CMG for all its trading book portfolios, K-NPRis still used to calculate
K-CON for all portfolios. See Chapter 7 for more information on calculating K-CON.
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Future developments

Our proposals for the K-NPR carry forward the current approaches to calculating
market risk used in the UK CRR. We are also aware of developments to amend
international standards on market risk for banks. Therefore, in future we will have
regard to the UK CRR2 regime when reviewing our rules on K-NPR.

Clearing margin given K-factor requirement (K-CMG)

An FCA investment firm may apply to the FCA for permission to use K-CMG, instead of
K-NPR, to calculate its market risk requirement for specified portfolios.

We will define a portfolio as including either all the positions attributable to a trading
desk, or a subset of the positions of a trading desk where those positions share
common characteristics and risks. This is to accommodate the different ways in which
investment firms' trading desks are structured. The definition should not incentivise
aninvestment firm to divide trading desks artificially, which could otherwise undermine
the proper management of the risks arising from the activities of such desks. However,
if the FCA investment firm has applied for permission to use flexibility, it must justify
the choice of portfolio by referring to the common characteristics and risks of the
positions it contains. Further, it must show it has not chosen the portfolio with a view to
regulatory arbitrage.

The K-CMG requirement is calculated using the following formula:
K-CMG requirement=TM * 1.3

where TMis the third highest amount of total margin required from the investment
firm, measured each day, over the preceding three months.

We propose that for each trading day during the relevant calculation period, the FCA
investment firm must calculate the total combined margin provided to all clearing
members in aggregate for the relevant portfolios. The K-CMG requirement is then
calculated using the third highest daily aggregate amount.

Inarriving at TM, an FCA investment firm shall use the sum of:

o the amount of margin required by the margin model of the relevant clearing
member or central counterparty, plus

o thevalue of any 'haircut’ applied by the clearing member or authorised central
counterparty to positions included in the portfolio that represent settled trades
and which the clearing member or central counterparty is treating as collateral to
secure the present or future obligations of the FCA investment firm.

The relevant amount of margin is the margin required under the margin model and
not necessarily the amount of margin subsequently transferred by the investment
firm. This ensures that the firm's K-CMG requirement is not artificially reduced by
subsequent commercial negotiations that may result in the clearing member or
authorised central counterparty accepting a lower amount of margin than the model
requires on any given day.
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If a firm has settled trades in a portfolio which represent its own proprietary positions,
those positions are unlikely to give rise to a margin requirement on any given day. In
some cases, the clearing member or central counterparty may nonetheless take such
positions into account by treating them as collateral to secure the other obligations

of the trading firm. We understand that it is common to apply a 'haircut’ to the value
of such collateral which effectively reflects the risk that it will reduce in value due to
market movements. That 'haircut’ can therefore be used as a proxy for the market risk
for the settled part of the portfolio.

The K-NPR requirement will apply to the position instead if it:

* hasnotbeen taken as collateral or no 'haircut’is applied
e isnotincludedinthe margin model

We propose to permit an FCA investment firm which is a clearing member of a central
counterparty —where authorised or recognised under the on-shored EMIR regime —to
apply for permission to use K-CMG when it self-clears the relevant portfolio(s). If the
FCAinvestment firm is self-clearing, to determine the margin requirement it must use
the authorised CCP's model, not that of the firm itself. And the FCA investment firm
must meet all the other necessary criteria for permission (see below).

We also propose that FCA investment firms that are not direct clients of clearing
members should be able to apply to use K-CMG. We may grant a K-CMG permission
for a portfolio that is subject to indirect clearing if:

o allthe standard conditions for a K-CMG permission are met, and
o the FCAis satisfied that the indirect clearing arrangement does not otherwise
result in undue risk

Ultimately, the margin requirement would still be determined by reference to the
margin model of the relevant clearing member of the authorised CCP.

Permission to use K-CMG
To obtain a K-CMG permission for a portfolio, an FCA investment firm must
demonstrate to our satisfaction that all the following conditions are met:

e Thefirmis not part of a group containing a credit institution.

o Theclearing and settlement of the transactions in the relevant portfolio take place
under the responsibility of a clearing member of an authorised or recognised
central counterparty.

e The clearing member is the investment firm itself, a UK credit institution or a
designated investment firm.

o Transactions in the relevant portfolio are either centrally cleared in an authorised
or recognised central counterparty or settled on a delivery-versus-payment basis
under the responsibility of the clearing member.

o Theinvestment firmis required to provide total margin calculated on the basis of a
margin model that:

- satisfies the necessary criteria (see below), and
— is operated by the relevant clearing member or, for aninvestment firm thatis a
self-clearing firm, the authorised or recognised central counterparty
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e Therationale for the firm's choice of calculating a K-CMG requirement for the
portfolio has been clearly documented and has been approved by the firm's
management body or risk management function.

e The choice of the portfolio to be subject to a K-CMG requirement has not
been made with a view to engaging in regulatory arbitrage between the K-NPR
requirement and the K-CMG requirement in a disproportionate or prudentially
unsound manner.

The necessary criteria for the margin model are that:

o the margin requirements are sufficient to cover losses that may result from at least
99% of the exposures movements over an appropriate time horizon with at least a
two-business days' holding period and

e the margin model used by the clearing member or authorised or recognised central
counterparty to call the margin is always designed to achieve a level of prudence
similar to that required in the provisions on margin requirements in article 41 of EMIR

If the parameters of a margin model operated by a clearing member or authorised

or recognised central counterparty do not meet the criteria, those criteria will

be considered to be met if an adjustment mechanism is applied to produce an
alternative margin requirement. For this the alternative requirement must be at least
equivalent to the margin requirement that would be produced by a margin model
that meets the criteria. However, the FCA investment firm that has been granted
the K-CMG permission must be able to give us, on request, a reasonable explanation
of the adjustment it has applied. And it must continue to monitor and review the
effectiveness of the adjustment mechanism.

If the margin model of a clearing member uses parameters that are more conservative
than the minimum criteria, the output of the margin model may also be adjusted
downwards to produce margin requirements that are consistent with the minimum
criteria. Thisis to remove a regulatory incentive for clearing members or central
counterparties to otherwise reduce the robustness of their risk management and
margin models on behalf of their investment firm clients.

An FCA investment firm relying on a K-CMG permission must ensure that:

e therelevantindividuals in the investment firm responsible for its risk management
function, or for the oversight of that function, have a reasonable understanding of
the operation of the margin model

e itintegrates such understanding of the relevant margin model into its internal risk
assessment process to consider whether:

= theresulting K-CMG requirement is sufficient to cover the relevant risks to
which itis exposed

= the K-CMG permission remains appropriate to the portfolio(s) for which it was
granted

If an FCA investment firm uses suitable advice or analysis provided by an appropriate
third party, it will retain ultimate responsibility for ensuring that the relevant individuals
in the investment firm have the necessary knowledge and understanding of the
margin model.
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5.50 Once an FCA investment firm has been granted permission to use K-CMG for a given
portfolio, it must normally continue to do so for that portfolio for at least 2 years
before reverting to using the K-NPR instead.

5.51 If an FCA investment firm identifies that any of the conditions for a K-CMG permission
are no longer met, it must notify us immediately. In this case, we may revoke
permission to use K-CMG for those portfolios that no longer meet the conditions.

We also expect to review the use of K-CMG as part of any supervisory review process
onthe FCA investment firm. We will include our proposals for using f the supervisory
review process in our next consultation.

Where firms with K-CMG permission will still need to use K-NPR

5.52 Where the trade has been settled and the proprietary position of the FCA investment
firmis no longer included in the calculation of its margin requirement for that portfolio,
it should be included in K-NPR to take account of any market risk. However, this is not
required for positions that result from client servicing.

5.53 An FCA investment firm that has been granted permission to use K-CMG (even for
every portfolio inits trading book) may still need to calculate K-NPR for any positions
it holds outside its trading book that give rise to foreign exchange or commodities
risk. This is because we consider it unlikely that such positions would be eligible for a
K-CMG permission.

5.54 An FCA investment firm will still need to calculate K-NPR as part of any K-CON

calculation, even for those portfolios that have been granted permission to use K-CMG
(see Chapter 7 on concentration risk).

Trading counterparty default K-factor requirement (K-TCD)

5.55 The trading counterparty default K-factor requirement or K-TCD is designed to
capture the risk of an FCA investment firm's exposure to the default of its trading
counterparties. This component of the KFR is also used to calculate K-CON, the
K-factor for concentration risk (see Chapter 7 for information on K-CON).

5.56 We are proposing that this requirement will apply to the following types of transactions
that are recorded in the trading book of an FCA investment firm that trades in its own
name, irrespective of whether this is on behalf of itself or on behalf of a client:

o derivative contracts listed in Annex Il to the UK CRR, except:

— derivative contracts directly or indirectly cleared through a central counterparty
(provided various conditions are met)

— exchange-traded derivative contracts

= derivative contracts held for hedging a position of the firm resulting from an
activity outside the trading book

e longsettlement transactions

e repurchase transactions

e securities or commodities lending or borrowing transactions
e marginlending transactions

o any other types of securities financing transactions
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In addition, it will include the following type of transaction if carried out by an FCA
investment firm that has permission to trade in its own name (even though the firm
may not be transacting in its own name when carrying out the particular transaction):

o Granting credits or loans to an investor so that they can carry out a transaction
in one of more financial instruments where the FCA investment firm granting the
credit or loanis involved in the transaction by:

— executing the trade in the name of the investor, or
= receiving and transmitting the order without executing it

We propose that transactions with the following types of counterparties do not need
to be included when calculating K-TCD:

e central government and central banks, where the underlying exposures would
receive a 0% risk weight under article 114 of the UK CRR

o multilateral development banks listed in article 117(2) of the UK CRR

e international organisations listed in article 118 of the UK CRR

We also propose that an FCA investment firm can apply to exclude certain intra-group
transactions with other UK entities provided that various conditions are met. These
include that the counterparty is part of the same group as the investment firm and
both are subject to either prudential consolidation or the group capital test.

Calculating K-TCD

The own funds requirement for TCD =ax EV x RF x CVA
where:
a=1.2
EV =the exposure value
RF = the risk factor that applies to the counterparty type
CVA =the credit valuation adjustment
Exposure value (EV)
The exposure value will be determined according to the formula:
EV =Max (0;RC + PFE-C)
where:
RC =replacement cost
PFE = potential future exposure (this only applies to derivative contracts)

C =collateral
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Replacement Cost (RC)
We propose that the replacement cost is arrived at as follows:

» forderivative contracts, the current market value (CMV)

o forlongsettlement transactions, the settlement amount of cash to be paid or
to be received by the firm upon settlement. A receivable should be treated as a
positive amount and a payment as a negative amount

« forrepurchase transactions and securities or commodities lending or borrowing
transactions, the amount of cash lent or borrowed. Cash lent by the firm should be
treated as a positive amount and cash borrowed by the firm as a negative amount.
(However, this treatment does not apply to securities financing transactions, where
both legs of the transaction are securities)

o forsecurities financing transactions, where both legs of the transaction are
securities, the CMV of the security lent by the firm, increased by the corresponding
volatility adjustment (see under 'value of collateral’ below)

o formarginlending transactions, the book value of the asset in accordance with the
applicable accounting framework

o forcredits and loans to aninvestor so that they can carry out a transaction in one
of more financial instruments (where the investment firm is executing the trade in
the name of the investor, or receiving and transmitting the order without executing
it), the book value of the asset in accordance with the applicable accounting
framework

Potential future exposure (PFE)
The requirement to calculate potential future exposure (PFE) only applies to derivative
contracts.

We propose that an FCA investment firm must calculate the PFE for derivative
contractsin a netting set using one of two approaches:

« thehedging approach, or
o the derivative netting ratio approach

Where a single derivative contract cannot be allocated to a netting set with other
derivative contracts, it must be treated as a separate netting set.

By making such proposals we will provide certainty to FCA investment firms, including
for commodity derivative firms that currently calculate counterparty risk according to

Chapter 3 of our Interim Prudential sourcebook for Investment Firms (IPRU-INV).

Both approaches require what is known as the 'effective notional amount/, calculated
using the following formula:

The effective notional amount =N * D * SD, where:
N = the notional amount
D = the duration

SD =the supervisory delta
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Both approaches also require use of a supervisory factor, according to the relevant
asset class. We propose that the supervisory factor for each asset class is as set out in
Table 4.

Table 4: Supervisory factor for each asset class

Asset class Supervisory factor
Interestrate 0.5%

Foreign exchange 4%

Credit 1%

Equity single name 32%

Equity index 20%

Commaodity and emission allowance 18%

Other 32%

We propose that transactions relating to gold or gold derivatives must be allocated to
the foreign exchange asset class.

The detailed rules for calculating PFE under each approach, including how to determine
the notional amount, the duration and the supervisory delta, are set outin MIFIDPRU 4.

Value of collateral (C)

For transactions involving derivatives, margin lending, and credits and loans to an
investor so that they can carry out a transaction in one of more financial instruments,
the value of collateral, C, is the notional amount of collateral received by the FCA
investment firm, decreased in accordance with the relevant volatility adjustment

(see below).

For long settlement, repurchase, securities or commodities lending or borrowing,
and any other types of securities financing transactions, the value of the Cis the sum
of the CMV of the security leg and the net amount of collateral posted or received

by the FCA investment firm. If a contractual netting agreement satisfying a series

of detailed requirements covers different types of transactions, the applicable
volatility adjustments will be applied to the respective amounts calculated under
both the security leg and the collateral leg on an issuer basis within each asset class.
See Table 5 column C for the applicable volatility adjustments (volatility adjustment
other transactions).

However, for securities financing transactions where both legs of the transaction
are securities, the value of the Cis the CMV of the security borrowed by the FCA
investment firm.

If the FCA investment firm is purchasing or has lent the security, the CMV of the
security will be treated as a negative amount and be decreased to a larger negative
amount, using the relevant volatility adjustment below.

If the FCA investment firm is selling or has borrowed the security, the CMV of the
security will be treated as a positive amount and be decreased by the relevant volatility
adjustment below.
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If there is a currency mismatch between the transaction and the collateral received or
posted, an additional currency mismatch volatility adjustment of 8% will apply.

All collateral for both bilateral and cleared transactions will be subject to the volatility
adjustments set outin Table 5.

Table 5: Volatility adjustment for different types of transaction

(A) (B) (C)
Volatility adjustment:
repurchase
transactions and
securities lending
and borrowing Volatility adjustment:
Asset class transactions other transactions
Debt securitiesissued < 1lyear 0.707% 1%
by central governments
>1year<5years 2.121% 3%
or central banks
> 5years 4.243% 6%
Debt securities issued < lyear 1.414% 2%
by oth tit
y ctherentities >1year<5years 4.243% 6%
> 5years 8.485% 12%
Securitisation < lyear 2.828% 4%
iti ludi
pos! |ons_, (.exc_u ng >1year<5years 8.485% 12%
re-securitisation
positions) > 5years 16.970% 24%
Listed equities and convertibles 14.143% 20%
Other financial instruments (including re- 17.678% 25%
securitisation positions) and commodities
Gold 10.607% 15%
Cash 0% 0%

The references to years in column A of the above table are references to the remaining
maturity of the relevant security or position.

As an example of how the volatility adjustment applies in practice, take an FCA
investment firm that enters into an OTC derivative contract and receives collateral

in the form of a debt security issued by a central bank with a maturity of 6 years. The
notional value of the debt security is 100. The notional value of the collateral is required
to be decreased by the applicable volatility adjustment. Applying the table above,

the relevant volatility adjustment is 6%. The resulting value of C after the volatility
adjustment has been applied is therefore 94.

Netting
For the purposes of calculating its K-TCD requirement, we propose that an FCA
investment firm may, in the following order:

1. treat perfectly matching contracts included in a netting agreement as if they were a
single contract with a notional principal equivalent to the net receipts
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2. netothertransactions subject to novation under which all obligations between

the investment firm and its counterparty are automatically amalgamated so that
the novation legally substitutes one set single net amount for the previous gross
obligations, and

3. netothertransactions where the FCA investment firm ensures that the following

conditions have been met:

a. those transactions are covered by netting contract with the counterparty, or by
another agreement that creates a single legal obligation. That obligation would
mean that the investment firm would have either a claim to receive, or obligation
to pay, only the net sum of the positive and negative marK-to-market values of
the individual transactions if a counterparty fails to perform due to any of the
following:

i. default

ii. bankruptcy

iii. liguidation, or

iv. similar circumstances

b. the netting contract does not contain any clause that, in the event of default of a
counterparty, permits a non-defaulting counterparty to make limited payments
only, or no payments at all, to the estate of the defaulting party even if the
defaulting party is a net creditor

c. the FCAinvestment firm has obtained an independent, written and reasoned
legal opinion that, in the event of a legal challenge to the netting agreement, the
investment firm's claims and obligations would be equivalent to those referred
toin (a) above under each of the following legal regimes:

i. thelaw of the jurisdiction in which the counterparty is incorporated

ii. ifaforeign branch of a counterparty is involved, the law of the jurisdiction in
which the branch is located

iii. thelaw that governs the individual transactions included in the netting
agreement, or

iv. thelaw that governs any contract or agreement necessary to effect the
netting

Risk factor (RF)

The proposed risk factor for a counterparty is as set out in the following table:

Counterparty type Risk factor
Central governments, central banks and public sector entities | 1.6%
Creditinstitutions and investment firms 1.6%

Other counterparties 8%

Credit valuation adjustment (CVA)

The credit valuation adjustment (CVA) makes an adjustment to the mid-market
valuation of the portfolio of transactions with a counterparty to reflect the CMV of the
credit risk of the counterparty to the FCA investment firm. It does not reflect the CMV
of the credit risk of the investment firm to the counterparty.

I



<o

CP20/24

Search Q °<§ ‘'

Financial Conduct Authority

Chapter 5 Anew UK prudential regime for MiFID investment firms

5.83

5.84

5.85

5.86

5.87

5.88

5.89

5.90

5.91

The CVA for the following transactions is 1:

e transactions with certain non-financial counterparties, if they do not exceed the
clearing threshold specified in article 10(3) and (4) of EMIR

e intra-group transactions as provided for in article 3 of EMIR

e long settlement transactions

e securities financing transactions

o credits andloans to an investor so that they can carry out a transaction in one or
more financial instruments where the FCA investment firm granting the credit or
loanis involved in the transaction by:

— executing the trade in the name of the investor, or
— receiving and transmitting the order without executing it

The CVA for all other transactionsis 1.5.

The CVAis also 1.5 for securities financing transactions where we have notified an FCA
investment firm that its CVA exposures from those transactions is material.

Daily trading flow K-factor requirement (K-DTF)

The K-factor capital requirement for daily trading flow or K-DTF is designed to capture
the operational risks relating to the value of trading activity an FCA investment firm
conducts throughout each business day. This could be from systems, processes,
people and external events.

DTF measures the daily value of transactions an FCA investment firm carries out in
its own name, including on behalf of clients. It does not include the value of orders
handled for clients in the name of clients that are captured within the scope of K-COH
—client orders handled. We will provide more information on the scope and how to
calculate K-COH in a subsequent consultation.

DTF has 2 components that are to be measured separately — cash trades and
derivatives trades. The FCA investment firm will then apply the following factor to
calculate its own funds requirement:

e the cash trade component of DTF should be multiplied by 0.1%
e the derivatives trades component of DTF should be multiplied by 0.01%

The K-DTF will be the sum of the two components. It must be calculated on the first
business day of each month.

DTF will be measured as a rolling average (using the arithmetic mean) of an FCA
investment firm's daily trading flow measured over the previous 9 months, but
excluding the 3 most recent months. It will be the sum of the absolute values of each
buy and sell order.

We propose that a cash trade is an order that relates to the sale or purchase of any of
the following:

e transferable securities
e money market instruments
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e unitsin collective investment undertakings
e exchange-traded options

5.92 A derivatives trade is an order that relates to the sale or purchase of any financial
instrument other than those listed above.

5.93 For cash trades, the value of an order is the amount paid or received on the trade. For
cash trades relating to exchange traded options, the value of an order is the premium
paid for the option.

5.94 For derivatives trades that are not related to interest rates, the value of an order is the
notional amount of the contract calculated using the same method used to calculate
the notional amount for the purposes of K-TCD.

5.95 For derivatives trades that are related to interest rates, the value of an order is the
notional amount of the contract calculated using the same method used to calculate
the notional amount for the purposes of K-TCD muiltiplied by the duration. The
duration is the time to maturity in years, divided by 10.

Q1o0: Are our proposals for the PMR sufficiently clear, including
how it interacts with the ICR? If not, please explain what
else could help.

Q11: Do you agree with our approach to K-NPR, which carries
forward the current approaches to calculating market risk
used in the UK CRR, including relevant rules and guidance
from our current prudential sourcebooks?

Q12: Are the requirements relating to the application and
calculation of K-CMG sufficient, or do you have any
specific suggestions for improving them?

Q13: Do you have any specific comments on our detailed
proposals for calculating the K-TCD, including the
approach to potential future exposure?

Q14: Are our proposals for how to calculate K-DTF sufficiently
clear? And should there be the possibility of an
adjustment to calculating the coefficients for K-DTF
in periods of extreme market stress and volatility?

What specific suggestions do you have, and how could
any adjustment operate effectively in the proposed
framework for calculating K-DTF?
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6 Own funds requirements - transitional
provisions

We are proposing several transitional provisions (TPs) to help FCA investment firms
adjust to the proposed new minimum capital requirements of the IFPR. The majority
of these apply in circumstances where there might otherwise be a relatively large
increase for an individual firm compared to existing regulatory capital requirements.
We also propose a TP for firms that are only authorised as FCA investment firms
after the IFPRis introduced to ensure that they are not at a competitive disadvantage
relative to existing firms that can rely on the other transitional arrangements.

These TPs apply to the PMR, the FOR or the K-factor requirement (KFR); it is possible
to use more than one TP. Our intention is that the TPs will remain available for up to 5
years after the IFPR takes effect (except where stated otherwise). They are set outin
MIFIDPRU TP2.

In addition, we propose a TP for where an investment firm group is subject to
prudential consolidation and any FCA investment firm in that group is relying on any of
the above TPs for its individual minimum own funds requirements. This is also set out
in MIFIDPRU TP2.

We also propose a TP for calculating the K-factor requirement metrics given that their
application uses historical observations of data points (and so would otherwise stretch
back for considerable periods of time before the implementation date of the IFPR).
Thisis set outin MIFIDPRU TP 4.

To ensure that both FCA investment firms, and parent undertakings of an FCA
investment firm group where prudential consolidation applies, are able to calculate a
K-factor requirement from the first day that the IFPR takes effect, we propose a further
transitional as set outin TP 5. FCA investment firms should note that this TP imposes
obligations that apply in the month immediately before the IFPR begins to apply.

Transitional provisions for the fixed overheads requirement and
the K-factor requirement

Transitional provision for fixed overheads requirement and K-factor
requirement for current IFPRU and BIPRU firms

This TP effectively caps the FOR or KFR as calculated using MIFIDPRU at twice the
current own funds requirement of a current IFPRU or BIPRU firm (as is applied under
the UK CRR or GENPRU, as appropriate). FCA investment firms will have to recalculate
the alternative requirement regularly. Our proposal is that this recalculation should be
done at least quarterly to fit in with regulatory reporting requirements.

The FCA investment firms to which this TP applies will still have to calculate their PMR.
The PMR will be the firm's operative requirement, where it is higher than the above
transitional requirement.
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This TP does not apply to exempt-IFPRU and exempt-BIPRU commodities firms.

Transitional provision for fixed overheads requirement and K-factor
requirement for current exempt CAD firms

Our proposal aims to ensure that larger exempt CAD firms (for whom the FOR or the
KFR might bite) will have a smooth transition to the IFPR own funds requirements.

This TP caps the FOR and the KFR components of the own funds requirement of this
current type of FCA investment firm to:

e itstransitional PMR (see paragraph 6.15 below) for the first year
o 10% ofits FOR or KFR (whichever is higher) for the second year
o 25% ofits FOR or KFR (whichever is higher) for the third year

o 45% ofits or KFR (whichever is higher) for the fourth year

o 70% ofits FOR or KFR (whichever is higher) for the fifth year

The full requirement will then apply at the end of the fifth year.

For the avoidance of doubt, where the transitional PMR is higher than the capped FOR
or KFR, the PMR will continue to be the operative requirement.

Transitional provision for KFR for firms that were not MiFID
investment firms in the UK before the IFPR takes effect

We are proposing that an FCA investment firm, that was not a MiFID investment firm in
the UK immediately before the IFPR takes effect, may cap its KFR at twice its FOR. The
FOR should be recalculated during the transition period.

Transitional provisions for the permanent minimum capital
requirement

The following TPs (paragraphs 6.16 to 6.20) do not affect an FCA investment firm's
FOR or KFR. Where the FOR or KFR (modified by any relevant TP) is higher than the
transitional PMR, an FCA investment firm's own funds requirement will still be the
higher of its FOR or, if it applies, its KFR.

In addition, an FCA investment firm that applies to vary its permissions and, as a result
has a higher PMR, will no longer be able to use the transitional provisions in paragraphs
6.16 and 6.17.
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Transitional provision for the PMR for current exempt CAD firms
6.16 This TP allows firms that are exempt CAD firms immediately before the IFPR takes
effect to gradually increase their PMR, up to £75,000.

Period from start of IFPR Transitional PMR
TPyear1l £50,000
TPyear?2 £55,000
TPyear3 £60,000
TPyear4 £65,000
TPyear5 £70,000
End of year 5 onwards £75,000

Transitional provisions for the PMR for current IFPRU and BIPRU
investment firms (except those that are currently ‘matched principal’)

6.17 These two TPs allow firms that will be IFPRU or BIPRU firms (except those that use the
matched principal exemption) immediately before the IFPR takes effect to gradually
increase their PMR own funds requirement from its existing level up the full applicable
requirement under the IFPR.

Current base capital

requirement BIPRU IFPRU 50k IFPRU 125k IFPRU 730k
TPyear1 £50,000 £50,000 £125,000 £730,000
TPyear?2 £55,000 £55,000 £130,000 £735,000
TPyear3 £60,000 £60,000 £135,000 £740,000
TPyear4 £65,000 £65,000 £140,000 £745,000
TPyear5 £70,000 £70,000 £145,000 £750,000
End of year 5 onwards £75,000 £75,000 £150,000 £750,000

Transitional provisions for the PMR for ‘matched principal’ firms

6.18 The matched principal exemption will no longer exist under the IFPR. This means
that the PMR for FCA investment firms that deal on a matched principal basis will be
£750,000. Our proposed TP applies to all IFPRU and BIPRU firms that currently use the
matched principal exemption (under IFPRU 1.1.12R or BIPRU 1.1.23R).

6.19 We feel that this TP is more prudent than allowing such FCA investment firms to rely
onthe general PMR TPs as these do not provide a path to meeting the full £750,000
requirement. It would allow a gradual increase in the PMR up to £750,000 in the
following stages:

e Year 1-current base capital requirement
e Year2-£190,000
e Year 3-£330,000
e Year4-£470,000
e Year5-£610,000

6.20 The full PMR of £750,000 applies from the end of year 5 onwards.
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Transitional provision for the own funds requirement for ‘local
firms’

This TP will apply to firms that were UK MiFID investment firms before 25 December
2019 and will be 'local firms'immediately before the IFPR takes effect. Our proposalis
to allow these firms to limit their minimum own funds requirement, gradually increasing
itto £750,000 in the following stages:

e Year1-£250,000
e Year2—-£350,000
e Year 3—£450,000
e Year4-£550,000
e Year 5-£650,000

From the end of year 5 onwards, the full own funds requirements of the IFPR apply —ie
the highest of the PMR, the FOR, and the KFR.

Transitional provisions for the fixed overheads requirement and
the K-factor requirement for exempt commodities firms

Our proposal aims to allow exempt (IFPRU and BIPRU) commocodities firms to move
from their current capital requirements to their own funds requirements under the
IFPR (other than their PMR) over a period of 5 years. Instead of applying the FOR and
the KFR as calculated using MIFIDPRU, the TP caps those elements of the own funds
requirement under the IFPR to:

o its PMR for the first year

o 10% ofits FOR or KFR (whichever is higher) for the second year
o 25% ofits FOR or KFR (whichever is higher) for the third year

o 45% ofits FOR or KFR (whichever is higher) for the fourth year
o 70% ofits FOR or KFR (whichever is higher) for the fifth year

The fullamount of its FOR or KFR (whichever is higher) will apply at the end of the
fifth year

For the avoidance of doubt, where the PMR is higher than the capped FOR or KFR, the
PMR will continue to be the operative requirement.

Where an exempt commodities firm is currently subject to IPRU-INV, its own funds
should never drop below the amount of its financial resources requirement as if it
continued to be subject to IPRU-INV as it stands on the day before the IFPR takes effect.

Transitional provision for calculating the consolidated own
funds requirement

Our view is that an FCA investment firm group subject to prudential consolidation
should not be prevented from taking account of any TPs used by an individual FCA
investment firm within that group, for the purposes of determining its consolidated
own funds requirement. We propose to do this by allowing consolidation groups to
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6.28

6.29

6.30

6.31

6.32

6.33

6.34

6.35

use a transitional ‘credit’ against their consolidated own funds requirement. This
credit is based on the difference between the full MIFIDPRU requirement for each
FCA investment firm that is part of the consolidated situation (ie the requirement that
would apply if there was no transitional relief), and its transitional requirement on an
individual basis. (See Chapter 3 for details on prudential consolidation).

Consolidated FOR

To calculate the transitional provision for the consolidated FOR ('A'):

e calculate the consolidated FOR in line with MIFIDPRU 2 ('B')
e« deduct the transitional credit ('C")

To calculate C for the consolidation group, first calculate the credit available for each
FCA investment firm individually:

o calculateits FOR as it would be under the IFPR without using any TPs that would
otherwise apply ('D’)

e calculate the alternative requirement that applies in place of its individual FOR using
the relevant TP ('E")

e the credit available for that FCA investment firmis D —E

This step should be repeated for each FCA investment firm in the consolidation group.

The credit available for the consolidation group FOR is the sum of the individual credits.

If an FCA investment firm does not have a TP forits FOR, there is no credit available.
‘A’ can never be lower than the sum of:

¢ theindividual transitional FOR for each FCA investment firm for which there is an
individual TP, and
e theindividual FOR for each FCA investment firm for which there is no individual TP

Consolidated KFR

To calculate the transitional provision for the consolidated KFR ('F')

e calculate the consolidated KFR in line with MIFIDPRU 2 ('G’)
e« deductthe transitional credit ('H’)

To calculate H for the consolidation group, first calculate the credit available for each
FCA investment firm individually:

e calculateits KFR as it would be under the IFPR without using any TPs that would
otherwise apply (J')

o calculate the alternative requirement that applies in place of its individual KFR using
the relevant TP ('K')

e the credit available for that FCA investment firmis J—K

This step should be repeated for each FCA investment firm in the consolidation group.
The credit available for the consolidation group KFR is the sum of the individual credits.

I
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'F' can never be lower than the sum of:
e theindividual transitional KFR for each FCA investment firm for which there is an

individual TP, and
¢ theindividual KFR for each FCA investment firm for which there is no individual TP

K-factor metric calculations — transitional provisions

These TPs are set out in MIFIDPRU TP 4 and apply to individual FCA investment firms.

We recognise that the calculations behind some of the K-factor requirements require
varying periods of historical observations of underlying metrics. These proposed

TPs are therefore intended to aid the calculation of the K-factor requirements for
existing FCA investment firms that are undertaking the relevant activities immediately
before the IFPR takes effect. They are not relevant to FCA investment firms that

need to calculate KFRs for new activities that they start after the IFPRis in place, as
MIFIDPRU 4 specifies the use of business projections in this situation until historical
datais available.

The duration of these transitional arrangements depends on the relevant K-factor
metric. The transitional arrangements will cease to apply once a firm has (or should
have) collected sufficient historical information to perform the necessary calculations
in accordance with the standard calculation rules for the relevant K-factor metricin
MIFIDPRU 4.

These TPs only apply to collecting the metrics relevant to calculating K-AUM, K-CMH,
K-ASA, K-COH, K-DTF and K-CMG requirements. It is not relevant to its K-NPR, K-TCD
or K-CON requirements as they do not use historical data.

These TPs only apply until the FCA investment firm has, or should have, collected
enough historical data to be able to calculate the KFR in accordance with MIFIDPRU 4.
The precise time these TPs remain available will depend on the precise KFR the

FCA investment firm is calculating. For the avoidance of doubt, if a firm has suitable
observed data for certain months, it must use those data points. The TPs can only be
used for addressing missing historical data points.

We propose that an FCA investment firm may use reasonable estimates to fill any
missing historical data points when calculating a particular KFR. On request, it must
provide us with a reasonable explanation of how it has reached those estimates.

Alternatively, it can use the calculations set out in MIFIDPRU TPA4. It should use this
method where the FCA investment firm considers that it cannot reasonably estimate
the missing historical data points.

The FCA investment firm should continue to use the same method for a specific KFR
untilit has enough historical data to calculate the KFR in accordance with MIFIDPRU 4.

This means that an FCA investment firm cannot, for example, use the calculations in
TP 4 to calculate K-AUM for a few months, and then move to using estimates. The FCA
investment firm can use different methods for different KFRs. For example, it might
use reasonable estimates for AUM and the MIFIDPRU TP 4 method for COH.

I
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6.54

Due to the requirement in MIFIDPRU TP 5 for firms to begin collecting relevant KFR
data one month before MIFIDPRU begins to apply in full, all existing FCA investment
firms will have at least one month's observed data by the time the new regime begins
to apply. This will ensure that where necessary, they have a basis on which to apply the
MIFIDPRU TP 4 calculation.

Applying the TP to KFR calculations
This section does not apply to K-CMG.

An FCA investment firm must first calculate the relevant average value for the
K-factor. This is the monthly value for AUM, daily for the remaining K-factors.

This should be calculated over the number of months since the IFPR came into
force (n) excluding the most recent months (y), where (y) is the greater of:

e zero,or
e (n)minus 12 when calculating AUM

e (n)minus 6 when calculating CMH, ASA or DTF
e (n)minus 3 when calculating COH

The first month during which IFPR begins to apply is treated as month 1 for these
purposes (rather than month zero). During the first month, this calculation therefore
uses the one month's worth of advance data the firm has collected to comply with
MIFIDPRU TP 5.

Applying the TP to K-CMG calculations

An FCA investment firm must calculate the third highest amount of total margin
according to MIFIDPRU 4 over the number of months since the IFPR came into force.
Again, the first month during which IFPR begins to apply is treated as month 1 for
these purposes.

K-factor metric calculations - transitional provisions for
prudential consolidation

MIFIDPRU TP 4 also sets out a transitional provision on using the K-factor metrics if
a UK parent of an FCA investment firm group applies MIFIDPRU 4 to its consolidated
situation and the consolidation group includes:

a. an FCA investment firm to which MIFIDPRU TP 4 applies, or
b. athird-country firm to which MIFIDPRU TP 4 would apply, if it were established in the UK

A UK parent may use reasonable estimates to fill any missing historical data points
when calculating a particular KFR. It should, on request, give us a reasonable
explanation of how it has reached those estimates.

Alternatively, it can use the calculations set outin MIFIDPRU TP 4. It should use this
method where it considers that it cannot reasonably estimate the missing historical
data points.
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6.55 AllFCA investment firms in the investment firm group must use the same TP for the
K-factor metrics when calculating a specific KFR. The UK parent must then apply
the same approach to calculating a specific KFR on a consolidated basis as the FCA
investment firms have applied on an individual basis.

Applying the TP to KFR calculations for prudential consolidation
6.56 This section does not apply to K-CMG.

6.57 A UK parent to which consolidation applies must first calculate the relevant average
value for the K-factor (according to MIFIDPRU 4) on the basis of its consolidated
situation. This is the monthly value for AUM, daily for the remaining K-factors.

6.58 This should be calculated over the number of months since the IFPR came into
force (n) excluding the most recent months (y), where (y) is the greater of:

e zero,or

e (n)minus 12 when calculating AUM

e (n)minus 6 when calculating CMH, ASA or DTF
e (n)minus 3 when calculating COH

6.59 The first month during which IFPR begins to apply is treated as month 1 for these
purposes (rather than month zero). During the first month, this calculation therefore
uses the month's worth of advance data collected by the UK parent to comply with
MIFIDPRU TP 5.

Applying the TP to K-CMG calculations for prudential consolidation

6.60 A UK parent to which consolidation applies must calculate the third highest amount of
total margin (according to MIFIDPRU 4) on the basis of its consolidated situation over
the number of months since the IFPR came into force. Again, the first month during
which IFPR begins to apply is treated as month 1 for these purposes.

Advance data collection — transitional provision on collecting
K-factor metrics

6.61 We propose a transitional provision, set outin MIFIDPRU TP 5, to ensure that both
FCA investment firms, and the ultimate UK parent undertaking of an FCA investment
firm group where prudential consolidation applies, are able to calculate a K-factor
requirement from the first day that the IFPR takes effect.

6.62 MIFIDPRU TP 5 will require FCA investment firms and UK parents to begin collecting
data on the K-factor metrics one month before the MIFIDPRU sourcebook begins to
applyinfull. It requires an FCA investment firm to only collect data on K-factor metrics
that are relevant to the investment services/and or activities that it undertakes, orin the
case of a UK parent, that relevant entities within its investment firm group undertake.

6.63 UK parents should note that where the FCA investment firm group includes third-
country entities carrying on activities that would be relevant MiFID activities if they
were carried onin the UK, they will need to collect data on K-factor metrics relevant to
those entities.
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Q15:

Q1e6:

Q17:

Do you agree with our proposals for the various
transitional provisions relating to own funds
requirements? Do you agree that they cover all relevant
situations? If not, what specific suggestions do you have?

Are our suggestions for the transitional provisions for the
initial collection and use of K-factor metrics practical? Do
you have any specific suggestions for improvement?

If we did not introduce our proposed transitional
provisions on advanced data collection of the K-factor
metrics, what alternative solution would you propose?

I
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7  Concentration risk monitoring and
K-CON

7.1 In this chapter, we explain how we propose concentration risk will work in relation to the
IFPR. We set out our proposals for monitoring requirements for general concentration
risk that will apply to all FCA investment firms. There are also reporting requirements
on concentration risk for all non-SNlinvestment firms.

7.2 We also provide an overview of the various requirements that we propose will apply
to the trading book exposures of FCA investment firms that deal on own account.
This includes an additional K-factor requirement for concentration risk, known as the
K-CON.

7.3 Finally, we describe when and how the requirements of this chapter will not apply to
commodities and emissions allowance dealers.

7.4 Our proposed rules for concentration risk are set out in MIFIDPRU 5.

Monitoring and control of concentration risk

7.5 Harm can arise from more than just a concentrated trading book exposure to a client.
To mitigate the potential for harm that can arise from different types of concentrated
exposures or relationships, we propose that all FCA investment firms should monitor
and control all their sources of concentration risk, including:

e exposuresin a trading book

o assets (for example, trade debts) not recorded in a trading book
o off-balance sheetitems

o thelocation of client money

o thelocation of client assets

o thelocation of its own cash deposits

o thesources of its earnings

7.6 When we refer to the location of client money/assets/cash, we mean that FCA
investment firms should monitor and control the extent to which these assets are
concentrated at particular banks, investment firms and other entities.

7.7 We propose to require FCA investment firms to identify not just individual clients but
also groups of connected clients who may constitute a single risk because of their
interconnectedness. Our proposed rules offer a detailed definition of what a group of
connected clients means, based on the definition used in the UK CRR.
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7.8

7.9

7.10

7.11

Reporting of concentration risk

Chapter 8 onreporting sets out in more detail the information on concentration risk
that we are proposing to collect from non-SNI FCA investment firms. This includes,
where applicable, information about the FCA investment firm's exposures or positions
with its 5 largest counterparties. We propose that SNIinvestment firms will not be
subject to the reporting requirement for concentration risk, although they must still
monitor and control concentration risk.

Overview of concentration risk requirements for investment
firms that deal on own account

The concentration risk requirements described in the following sections will only
apply to the trading book exposures of an FCA investment firm that is dealing on own
account. This includes:

o FCAinvestment firms that trade in their own name but on behalf of a client

o« FCAinvestment firms that trade in their own name on a matched principal basis

e OTF operators that deal on own account on a matched principal basis or in illiquid
sovereign debt

Our proposed rules cover:

e how to calculate the value of exposure to each client or group of connected clients,
referred to as the exposure value or EV

e how to calculate the concentration risk 'soft limit' for exposure to a client or group
of connected clients

» how to calculate the value by which exposure to each client or group of connected
clients exceeds the concentration risk soft limit, referred to as the exposure value
excess or EVE

e anobligation to notify the FCA if the value of exposure to a client or group of
connected clients exceeds the concentration risk soft limit

o how to calculate a concentration risk capital requirement, the K-CON on the
amount of the EVE

e preventing avoidance of the K-CON

e 'hard’' concentration risk limits on the size of any individual exposure and the total
level of concentrated exposures

o excluding certain types of exposures from the concentration risk requirements

Calculation of exposure value (EV)

Our proposals require FCA investment firms to calculate an exposure value or EV for
each client or group of connected clients. Here 'client’ means any counterparty of the
FCA investment firm.

I
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7.12 The EVis calculated by adding together the following items:

e the positive excess of long positions over short positions in all the trading book
financial instruments issued by the client in question, using the approach for K-NPR
to calculate the net position for each instrument

o theexposure value of contracts and transactions with the client in question,
calculated using the approach for K-TCD

7.13 K-NPR and K-TCD are the K-factor requirements for net position risk and trading
counterparty default — see Chapter 5 of this CP for details of how to calculate these.

7.14 FCA investment firms that have permission to use K-CMG (the K-factor requirement
for clearing margin given) for any of their portfolios will still need to use the rules for
the K-NPR to calculate their net position for the exposures in those portfolios, for the
purpose of calculating any K-CON requirement.

7.15 The exposure to a group of connected clients must be calculated by adding together
the exposures to the clients in the group.

Concentration risk ‘soft limit’

7.16 Our proposed rules specify a concentration risk soft limit for trading book exposures
to a client or group of connected clients. If the EV to a client or group of connected
clients exceeds this limit, a further capital requirement, the K-CON, will then apply.

7.17 The concentration risk soft limit will generally be 25% of an FCA investment firm's own
funds. However, where the client is, or the group of connected clients contains, one or
more banks or investment firms, we propose that the soft limit should increase to the
lower of £150 million or 100% of the FCA investment firm's own funds.

7.18 This is provided that, for the sum of EVs to connected clients that are not banks
or investment firms, the concentration risk soft limit remains at 25% of the FCA
investment firm's own funds.

Calculating exposure value excess (EVE)

7.19 A firm that exceeds the concentration risk soft limit for a client or group of connected
clients will then be required to calculate the exposure value excess (EVE). The EVE will
be used to calculate the K-CON.

7.20 The EVE for an individual client or group of connected clients is to be calculated using
the following formula:

EVE=EV-L
where EV = the exposure value, and L = the concentration risk soft limit.
Calculating the concentration risk capital requirement - K-CON
7.21 For as long as a firm exceeds the concentration risk soft limit for one or more clients

or groups of connected clients, it must calculate the concentration risk capital
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requirement or K-CON. The key elements needed to calculate K-CON on any
concentrated exposure to a client or to a group of connected clients are the EV, EVE,
the own funds requirement (OFR) relating to that exposure, and the number of days
that the excess has persisted.

K-CON involves a 2-step calculation. The first step is an exposure-based calculation,
known as the own funds requirement for the excess (OFRE). The second involves
applying a multiplying factor to the OFRE (or applying different multiplying factors to
tranches of the OFRE) based on the length of time for which the exposure has persisted
and by how much (as a percentage of own funds) the EV exceeds the 'soft' limit.

For the purposes of the first step:

the OFRE is determined by applying the following formula:
OFRE = OFR/EV*EVE

the OFR is the total amount calculated for K-TCD and of the specific-risk
requirements for K-NPR for the relevant exposure (see Chapter 5 of this CP on
K-factor requirements). FCA investment firms should ignore any requirement for
general risk calculated as part of K-NPR, as it is only the specific risk that is relevant
in terms of concentration to the client (or issuer) in question.

if an FCA investment calculates a K-CMG requirement for a portfolio, it must
calculate the OFR using the approach specified for K-NPR instead.

the OFR for a group of connected clients is calculated by adding together the
exposures to individual clients in the group.

For the purposes of the second step:

o the OFRE has a multiplying factor applied to it, determined by the length of time the
exposure has exceeded the 'soft’ limit and by how much (as a percentage of own
funds) the EV exceeds the 'soft’ limit

e inmeasuring the length of time the exposure has exceeded the soft limits, we
propose to only include business days

Our proposed rules set out in detail how to calculate the K-CON. Below we provide two
simplified worked examples to help explain how to do this. The first example covers
where an excess has existed for 10 business days or less. The second is for where an
excess continues to exist after 10 business days, and where extra steps are involved.

Worked example 1: How to calculate the K-CON own funds requirement for an exposure
to a client that has existed for 10 business days or less

1 An FCAinvestment firm has:

a own funds of 1,000

b its concentration risk soft limit (L) is 25% of own funds
1,000x25% =250

C an exposure value (EV) of 262

d its exposure value excess (EVE) isits EV minus its soft limit (L)
EVE=262-250
EVE=12

I

65



<o

CP20/24
Chapter 7

66

Search Q °<: " V]

Financial Conduct Authority
Anew UK prudential regime for MiFID investment firms

In this example, the exposure is all due to debt securities with a specific risk of 8%. This specific
risk is taken from Table 1 in Article 336 of the UK CRR.

(Note that in practice itis possible that an exposure could be made up of different types of
positions to a client or group of connected clients, with different specific risk requirements.)

Thereis zero K-TCD to this client.
In this example, the OFR is therefore = 262 x 8% = 20.96

To calculate the own funds requirement excess (OFRE)

OFR

OFRE = *EVE

20.96 .
262

OFRE= 0.96

OFRE = 12

This exposure has persisted for less than 10 business days.

This means that to calculate the CON own funds requirement, the OFRE needs to be multiplied
by 200%
K-CON own funds requirement = 0.96 x 200% = 1.92

Worked example 2: How to calculate the K-CON own funds requirement for an exposure
to a client that has existed for more than 10 business days

1 An FCAinvestment firm has:
a own funds of 1,000
b | itsconcentration risk softlimit (L) is 25% of own funds
1,000%x 25% = 250
c | anexposure value (EV) of 780
d | itsexposure value excess (EVE)isits EV minusits soft limit (L)
EVE=780-250
EVE =530
2 In this example, the exposure is all due to debt securities with a specific risk of 8%. This specific
risk is taken from Table 1 in Article 336 of the UK CRR.
(Note thatin practice it is possible that an exposure could be made up of different types of
positions to a client or group of connected clients, with different specific risk requirements.)
Thereis zero K-TCD to this client.
In this example, the OFR s therefore = 780 x 8% = 62.4
3 To calculate the own funds requirement excess (OFRE)

OFR

OFRE = * EVE
OFRE = — % 530
OFRE= 42.4
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4 This exposure has persisted for more than 10 days.
The OFRE should be allocated to the appropriate EVE bandin the following table:

EVE as a percentage of own funds | Factor
Up to 40% 200%
From 40% to 60% 300%
From 60% to 80% 400%
From 80% to 100% 500%
From 100% to 250% 600%
Over 250% 900%

Each allocationis then multiplied by the applicable band factor.

In this example, 40% of own funds is 400, and 60% of own funds is 600.
The FCAinvestment firm's EVE is 530.

5 The proportion of the OFRE that relates to the first 400 of the EVE needs to be multiplied by

200%
The proportion of the OFRE that relates to the remaining 130 of the EVE needs to be multiplied
by 300%
CON own funds
allocating the OFRE requrement (OFRE x
EVE split by bands across the bands factor for that band)
400
a | 400(200% band) sap F424=32 32x200% =64
130
b | 130(300% band) =30 *42.4=10.4 10.4 x 300% = 31.2
6 The total K-CON requirement for this exposure is the sum of the CON requirement foraandb.
K-CON=64+31.2=95.2
Anti-avoidance procedures
7.26 Our proposals include rules to prevent FCA investment firms from deliberately
avoiding the K-CON own funds requirement.
7.27 A firm must not undertake artificial transactions to close out the exposure and create

anew exposure, or temporarily transfer the exposure to another undertaking, whether
within the same group or not.

7.28 There s also a requirement to maintain systems which ensure that any closing out or
transferin breach of the above is immediately reported to the FCA.
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Concentration risk ‘hard’ limits

Itis prudent to set a maximum level of concentration risk that the trading book
exposures of an FCA investment firms should not exceed. We are proposing that these
‘hard'’ limits be set at:

e 500% of the FCA investment firm's own funds for an EV to an individual client or
group of connected clients that has exceeded the soft limit for 10 business days or
less

e 600% of the FCA investment firm's own funds for the total of all its exposure value
excesses or EVEs that have existed for more than 10 business days

An exposure exceeding the concentration risk soft limit persists for as long as the
overall exposure exceeds the concentration risk soft limit, irrespective of whether the
constituent parts that make up that total exposure change over the duration of that
total exposure.

The 600% limit applies to the aggregate of all individual EVEs for excesses that have

persisted for more than 10 business days, irrespective of whether the individual
concentrated exposures are connected to one another.

Notification requirements

If an FCA investment firm exceeds the concentration risk soft limit for a client or group
of connected clients, it must notify us of the amount of the EVE, the name of the
individual client or the group of connected clients concerned, without delay.

If an FCA investment firm exceeds either of the two hard limits, it will also be required
to notify us without delay. This notification would include:

o the amount of the exposure or exposures that have led to the breach

e the name or names of the clients concerned

o any steps the FCA investment firm has taken or intends to take to deal with the
breach and to prevent any future occurrence

Exclusions

Our proposals provide for some specific types of exposures to be excluded from the
concentration risk requirements for dealing on own account. These are exposures:

o thathave been deducted from own funds
o thatareincurred during the ordinary course of settlement of:

— payment services
= foreign currency transactions
— securities transactions

e thatareincurredinthe provision of money transmission
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7.35

7.36

7.37

7.38

7.39

e to, or guaranteed by, the following (where they have a 0% risk weight in the UK
CRR):

= central governments

— central banks

— public sector entities

— international organisations

= multilateral development banks

We are also proposing to exclude exposures incurred by an FCA investment firm to its
parent, to other subsidiaries or connected undertakings of that parent or to its own
subsidiaries or connected undertakings. This is provided that those undertakings are
supervised:

e onaconsolidated basis in accordance with the IFPR or with UK CRR
o for compliance with the group capital test in accordance with IFPR, or
e inaccordance with comparable standards in force in a third country

Two further conditions must also be met to use the above exclusion for intra-group
exposures:

o thereisno current or foreseen material practical or legal impediment to the prompt
transfer of capital or repayment of liabilities

o therisk evaluation, measurement and control procedures of the parent include the
relevant group entity

Currently, an FCA investment firm to which the existing large exposures regime applies
is required to seek our permission to exempt certain intra-group exposures from the
limits to large exposures in the UK CRR (under article 400(2)). The conditions for this
permission are very similar to the proposed conditions for the exclusion under the
IFPR. However, firms will no longer need to apply to us for permission before they can
apply the new exclusion. We therefore expect that firms which exclude intra-group
exposures under the UK CRR will continue to be able to exclude these exposures under
the new regime, without needing to take any further action.

Exemption for commodities and emissions allowance dealers

Given the specific nature of trading in specialised commodities derivatives markets,
we propose that the concentration risk requirements (including monitoring, reporting
and limits and K-CON for trading book exposures) will not apply to commodity and
emission allowance dealers where all the following conditions are met:

e the other counterparty is a non-financial counterparty

e both counterparties have appropriate centralised risk evaluation, measurement and
control procedures

e thetransaction can be assessed as reducing risks directly relating to the
commercial activity or treasury financing activity of the non-financial counterparty
or of that group

Commodity and emission allowance dealers will have to notify us in advance that
they that wish to use this exemption and set out how their activity will meet these
conditions. They will need to update this notification annually. If there is a material
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change to the information provided, the commodity and emission allowance dealer will
have to notify us without delay.

Q18:

Q19:

Q20:

Do you have any comments on the proposal for
monitoring and control of concentration risk? Please
provide suggestions for any specific clarifications that
you feel may be helpful.

Are the proposed concentration risk requirements for
investment firms that deal on own account sufficiently
clear? For example, how to determine the soft limit for
exposures to a group of clients involving a mixture of
banks and investment firms and corporates? If not, what
improvements would you suggest?

Would you suggest any specific changes to our proposals
for commodity and emission allowance dealers?
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8 Reporting requirements

In this chapter, we set out the changes we propose to make to regulatory reporting
by introducing the IFPR. Our intention is to collect an appropriate amount of data that
will let us supervise FCA investment firms against the requirements of the IFPR.

The proposed reporting templates and instructions on how to complete them are
available on www.fca.org.uk/publication/consultation/ifpr-reporting-forms.pdf and
www.fca.org.uk/publication/consultation/ifpr-reporting-instructions.pdf.

Our proposals for calculating the values that should be reported are in:

o Chapter 4 of this CP for calculating own funds
o Chapter 5 of this CP for calculating PMR, K-NPR, K-CMG, K-DTF, and K-TCD
o Chapter 7 of this CP for calculating K-CON

Our next consultation will include:
e how we propose the FOR, the liquidity requirement and the remaining K-factors are
calculated

e remuneration reporting requirements
e anyadditional reporting that may be required for ICARA purposes

Single suite of reporting forms for all FCA investment firms

We intend to introduce a single suite of IFPR reporting forms for all FCA investment
firms. Currently, FCA investment firms complete different sets of regulatory returns
depending on which prudential sourcebook they fallunder and if they are subject to
COREP or FINREP. This is complex for FCA investment firms as a change in permissions
canresult in a completely new set of requlatory returns. Itis also complex for the FCA and
makes comparing FCA investment firms with similar business models more difficult.

We are proposing to take a proportional and risk-based approach to IFPR reporting
requirements. We will expect FCA investment firms to be able to produce additional
detail on how they have calculated the information they have provided to us if we ask
themto do so.

We are proposing that all FCA investment firms should report this information to us
guarterly. The relevant reporting reference dates will be the last business day in March,
June, September and December.

We propose to continue to require FCA investment firms to submit balance-sheet and
income statement returns. However, all FCA investment firms will use FSA029 and
FSAO30 reports in the existing format for these purposes. These returns will also be
required quarterly, but reporting reference dates will be determined by referring to the
firm's accounting reference date.

We will retire FCAOO1, FSA002 and COREP returns for FCA investment firms.
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8.9 Firms that are structures as partnerships or sole traders will also need to provide
annual solvency statements, as under the current regime.

Reporting for SNl investment firms

8.10 We are proposing that SNI FCA investment firms will generally report in accordance
with our proposals above, but with 2 exceptions:

e SNIfirms are not required to submit reports relating to general concentration risk
or the K-CON requirement (ie MIFO04 and MIF005)

o If, exceptionally, the FCA has exempted an SNI firm from complying with the liquidity
requirements under the IFPR, that firm is not required to submit the liquidity report
(ie MIFO02). We will set out our proposals on the IFPR liquidity regime, including any
relevant exemptions, in our next consultation.

Reporting on fixed overheads

8.11 We will include additional information on calculating fixed overheads and the FOR in our
next consultation. At that point, we will determine what additional detail we propose
firms to report to us on the make-up of and deductions from a firm's fixed overheads.
That consultation will highlight any changes to the reporting form.

Additional information from firms for K-factor calculations

8.12 At this stage, we are not proposing to routinely collect additional information showing
how FCA investment firms have calculated individual K-factors. We do expect that FCA
investment firms will be able to give us this information on request.

8.13 We may also ask firms with specific business models or those over a particular size to
report some additional detail regularly. Additional information required for this, orin
support of ICARA requirements, will be included in a later consultation.

Rationale for the data we are proposing to collect

8.14 To enable us to deliver our Mission and objectives, we must ensure that FCA
investment firms have adequate financial resources to allow them to wind down in an
orderly way, and to be able to put right any harm that they might cause to others. To
support this, through regulatory reporting we need to:

o know that the capital an FCA investment firm holds is of sufficient quality that it can
generally absorb losses, from whatever cause, without having an adverse effect on
customers and markets. The same applies for holding liquid assets and being able
to meet debts as they fall due

o know where an FCA investment firm is using a transitional capital requirement and
which transitional capital requirementitis

e beable to monitor changes in an FCA investment firm's activities and size over time
as these are likely to affect other requirements

e seewhat concentration risks an FCA investment firm might face fromits
counterparties —including with entities with which it has its own cash and where it
places client money and assets
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8.15

8.16

8.17

8.18

8.19

8.20

Consolidated and group reporting

If an FCA investment firmis part of a prudential consolidation group, we need to be
satisfied that the group as a whole meets the requirements. Where the group capital
test (GCT) is used, we need to be satisfied that investments in FCA investment firms
are backed by enough capital of the right quality at the holding or parent company.

If an FCA investment firm group is subject to prudential consolidation (rather than the
GCT), we are proposing that the UK parent entity for that group should submit reports
on a consolidated basis. The reports that are required will depend on whether the UK
parent entity is treated as an SNI or a non-SNI firm on a consolidated basis. We set out
the criteria to determine this in Chapter 2 of this CP. A UK parent entity that is classified
as an SNI firm on a consolidated basis will submit the same reports required from an
SNI firm on an individual basis, but those reports will cover the consolidated situation
of the group. The same approach will apply to a UK parent entity that is classified as a
non-SNI firm on a consolidated basis.

If the GCT applies to an FCA investment firm group, each parent undertaking in the UK
thatis subject to the GCT must submit a separate return explaining how it complies
with the relevant requirements. The reporting requirement for a responsible UK parent
will depend on whether that parent undertaking has decided to:

a. hold own funds instruments to meet the requirement that would apply to its third-
country subsidiary, or

b. ensure that the third-country subsidiary holds sufficient own funds instruments to
satisfy the GCT at the third-country level

In point a above, the responsible UK parent will submit a single GCT return, but will
include details of the holdings of the third-country subsidiary, as well as its own
holdings.

In point b above, the responsible UK parent will submit 2 returns —one explaining how
it complies with the GCT and another explaining how its third-country subsidiary
does so.

We propose that investment firm groups may nominate a single FCA investment firm
or UK parent entity to submit all reports required from the individual members of that
group. This optionis provided for administrative convenience, but does not relieve
individual firms in that group of their ultimate responsibility for ensuring that they
submit any reports relating to their individual position in an accurate and timely way.

Q21: Do you agree that all FCA investment firms should have
the same basic regulatory reporting forms? If not, what
changes to the regulatory reporting form do you suggest,
and to which types of investment firm should they apply?

Q22: Do you agree with the frequency of the reporting? If not,
please state what the frequency should be and explain
why.

Q23: Do you think that the instructions for completing the
regulatory forms are clear? If not, please specify where
additional detail is required and what level of additional
detail would be helpful.
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9  Ourapproach to the FS Bill
and compatibility with our
duties and principles

When we consult on new rules, the FCA must meet certain requirements under
Financial Services and Markets Act 2000 (FSMA). This CP also follows the
Government's introduction of its FS Bill on 20 October 2020. As currently drafted, the
FS Billintroduces a new Part 9C into FSMA. Part 9C includes provisions relating to the
prudential regulation of FCA investment firms.

The FCAintends to meet the new obligations set out in the FS Billahead of the
Bill cominginto force. The current draft of the FS Bill permits this, to enable the
FCA to consult stakeholders well in advance of implementing the new prudential
requirements.

The drafting of new Part 9C may change over the course of the FS Bill's passage
through Parliament. Nonetheless we believe consulting now is preferable to waiting
until the Bill comes into force. This ensures the timely introduction of the IFPR while
giving firms sufficient time to prepare for it. We will monitor the FS Bill's passage
through Parliament, and consider whether any changes to its provisions require us to
take any further steps before we introduce the new regime.

The scope of the secondary legislation that HM Treasury makes using the proposed
regulation-making powers in the Bill will affect our powers to introduce the IFPR.
Again, we will closely monitor the content of those regulations and reflect these in
subsequent consultations if needed.

In this chapter, we set out:

1. the effect of the new provisions in the FS Bill, including the duties and public
accountability requirements it sets out for us

2. how we intend to fulfil those duties through the draft rules set out in this CP

3. how our'have regard to' considerations have affected our draft rules, with a specific
focus on the new considerations set out in the FS Bill and reflecting our wider FSMA
duties

FS Bill provisions

Inthe FS Bill, as introduced to Parliament in October 2020, provisions will dis-apply the
CRR for FCA investment firms. It will give the FCA additional rule-making, information-
gathering and enforcement powers over unauthorised holding companies of FCA
investment firms. These are necessary to allow us to introduce the IFPR.

The FS Bill also sets out the duties, new 'have regard to' considerations and public
accountability requirements that we must apply in our rule-making for the IFPR.
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The FS Bill places a duty on the FCA to make rules for FCA investment firms, using our
existing rule-making powers, to impose the following prudential requirements:

o thetypesand amounts of capital and liquid assets they must hold

e the management of risks arising from the strength of firms' relationships with, or
exposure to, clients

e regulatoryreporting

e public disclosure

e governance arrangements

* remuneration policies and practices

In doing so, we should look to address the risks to:

e consumers arising from investment firms
o theintegrity of the UK financial system arising from investment firms
o which FCA investment firms are exposed

The FS Bill also imposes similar obligations to make prudential rules for authorised
parent undertakings of FCA investment firms, and (if we think such rules are necessary
or expedient to advance one of our operational objectives) for unauthorised parent
undertakings of FCA investment firms.

The rules the FCA makes to meet these new duties under the FS Bill for the IFPR are
referred to in the Bill as 'Part 9C Rules..

The FS Bill sets out that when making or amending any Part 9C rules we must have
regard to:

e anyrelevant standards set by an international body

o thelikely effect of the rules on the relative standing of the United Kingdom as a
place for internationally active investment firms to be based or to carry on activities

e any other matter specified by HM Treasury regulations

These new considerations are in addition to the FCA's existing statutory objectives,

its duty to have regard to the regulatory principles in FSMA, and to the importance of
taking action to minimise the extent to which it is possible for a business to be used for
a purpose connected with financial crime. All of which are considered in the context

of the matters set out in Chancellor's Recommendations for the Financial Conduct
Authority letter of 4th November 2019. Unlike these existing obligations, the new
considerations in the FS Bill only apply to Part 9C rules.

The FS Bill would also require us to consider, and consult HM Treasury on, the likely
effect of the rules on relevant equivalence decisions. HM Treasury is responsible for
determining what is considered a relevant equivalence decision and must notify the
FCA of these in writing. This requirement also only applies to Part 9C rules.

The FS Bill also sets out new public accountability requirements. When we consult on
our draft IFPR rules, we are required to explain:

e the provisions included to address the risks set out above
e theways in which having regard to the above new considerations has affected the rules

This is in addition to our existing consultation requirements under section 138l of FSMA.
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9.16 When we make our proposed rules to introduce the IFPR, we must also publish a
summary of the purpose of the rules and explanations and a statement on the points
above. We are also required to publish a list of the rules we consider to be Part 9C rules.

How we intend to fulfil our duties

9.17 In this section, we set out how we propose to make prudential rules to address in part
the risks and fulfil our duties, as set out above.

9.18 As set outinthe Chapter 1, we want to provide industry with sufficient time to prepare
for the introduction of this new regime. We have therefore adopted a staggered
approach to consultation where we set out now our draft rules on those areas where
we believe industry needs more time to prepare, rather than waiting until later in 2021
to release a single consultation.

9.19 A conseqguence is that — as with our CBA —we will set out in this CP how we have fulfilled
our duties and addressed the risks as required by the FS Bill provisions. But we will do
this only in the context of the chapters for the new prudential sourcebook MIFIDPRU
that we are consulting on in this CP. We will explain in later consultations how other
elements of our proposals further address our duties and the risks set out.

9.20 Our intention is that our final consultation will bring together the elements coveredin
the preceding consultations.

9.21 In this CP we set out our draft rules to introduce the following chapters, or elements of
them, of the new prudential sourcebook for MIFID investment firms:

e MIFIDPRU 1 - Application

« MIFIDPRU 2 - Prudential consolidation and the group capital test
e MIFIDPRU 3 — Own funds resources

e« MIFIDPRU 4 — Own funds requirements

o MIFIDPRU 5 - Concentration risk

o  MIFIDPRU 9 —Regulatory reporting

9.22 Below we set out how we believe our proposed rules in these chapters help us fulfil our
duties and address the risks.

MIFIDPRU 1 - Application

9.23 Our current prudential regime for FCA investment firms encompasses a wide range
of categories of firms. This is the result of our base regime being amended by various
iterations of, and exemptions from, EU prudential legislation which has culminated in
the CRR. Two notable consequences of this are that:

o theregime can be complex to understand, leading to the risk that firms
inadvertently mis-apply the rules and expose themselves and others to harm
e itisharder for the FCA to be proportionate through the application of its rules.

9.24 Our proposals look to address this by simplifying the new regime by replacing all the
existing categories of FCA investment firms with just two: SNIs, and non-SNls. SNIs

are not permitted to trade in their own name or hold client money or assets, and
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9.25

9.26

9.27

9.28

9.29

typically include smaller asset managers and advisers. We have proposed that these
SNIfirms benefit from a proportionate implementation of the regime in key areas
such as calculating capital requirements, reporting, disclosure and remuneration
requirements. The non-SNI category comprises all other FCA investment firms.

We consider that our proposals more clearly delineate between those firms that pose a
wider risk of harm to markets and clients, and apply our supervisory focus accordingly.
This allows us to better mitigate such harms.

MIFIDPRU 2 - Prudential consolidation and the group capital test

The level at which a firm holds financial resources, assesses its risks and governance,
and at which we focus our supervisory oversight, is important in determining an
individual firm or group's financial resilience. For solo-regulated firms that are part of
a group the riskis that liabilities, losses or events arising from another entity in that
group adversely affect the solo-regulated entity.

The CRR regime we currently apply to FCA investment firms looks to address these
risks through consolidated supervision requirements, meaning that at a consolidated
or group-wide level, adequate financial resources are held to cover risks across the
group. However, prudential consolidation can be complicated to apply in practice, and
it may be possible to address the risks arising from simpler group structures in a more
proportionate way.

Under the CRR regime, groups which contain exclusively limited licence firms and/
or limited activity firms may be eligible for a consolidation waiver. In practice, this
has sometimes been used to avoid a capital deficit that would otherwise occur if the
relevant group had to deduct goodwill from its consolidated financial resources. In
extremis, this can mean that the capital of requlated firms is financed by significant
amounts of debt at parent level. In turn, this can result in pressure on the regulated
entity to transfer financial resources to the parent to service that debt, with
implications for the financial resilience of the regulated firm and the wider group.

Our proposals look to address issues around group risk and consolidation, and so the
risks FCA investment firms are exposed to by virtue of their relationship with their
parent undertaking, by:

o clarifying the types of relationships that will result in an investment firm group for
prudential purposes so as to capture the types of entities that might give rise to
harm to consumers and to markets

o providing for a group capital test to ensure that an investment firm group has
a stable financial structure, but as a less complex alternative to prudential
consolidation for groups that have a sufficiently simple structure

o forgroups that are subject to consolidation, providing more practical detail on how
to capture the relevant potential risks arising across the group

e removing the existing investment firm consolidation waiver, which can lead to
financially unstable group structures. We consider it will no longer be appropriate
under the new regime, particularly due to the availability of the group capital test as
a more proportionate alternative to prudential consolidation.
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MIFIDPRU 3 - Own funds resources

9.30 The composition of capital or own funds resources used by firms to meet their capital
requirements is of critical importance to their financial resilience. A key failure of the
regime in place pre-2007/8 financial crisis was that not only did financial institutions
hold inadequate levels of capital, but that the capital held did not have adequate loss
absorbing capacity.

9.31 The Basel Committee on Banking Supervision (BCBS) subsequently set out new
standards for the quality of capital banks should hold. These standards were largely
adoptedin the CRR and so applied to investment firms subject to that regime.

9.32 Our proposals in MIFIDPRU 3 look to build on the UK CRR by making changes for FCA
investment firms to reflect their business models, and reflect changes to how capital
requirements will apply under our proposed rules. The new rules also include some
simplifications as to how a firm calculates its available capital. We are also proposing
to extend the definitions of capital from the UK CRR to all types of FCA investment
firms, including former BIPRU Firms and Exempt-CAD firms. These firms will no longer
be able to use existing definitions of capital such as Tier 3 to meet their own funds
requirements under IFPR.

9.33 As aresult, the effect of our proposed rules for own funds resources will be to:

e make them more appropriate for FCA investment firms already subject to the UK
CRR before the IFPR

e improve the financial resilience of other FCA investment firms currently not subject
to the same quality of capital requirements.

This will better address risks to consumers and the integrity of the financial system. It
will also ensure consistency across the population of FCA investment firms.

MIFIDPRU 4 - Own funds requirements

9.34 As noted above, the absence of sufficient own funds, both in absolute terms and the
quality of capital required, was a key driver of firm failure during the 2007/8 financial
crisis. In response, the CRR raised the quantum of capital held, including for the FCA
investment firms to which it applied.

9.35 However, the BCBS regime is designed to address the risks faced by deposit-taking
institutions. So, while the CRR raised the quantum of capital, how this is calculated
does not reflect the business models of investment firms.

9.36 Furthermore, other aspects of the own funds requirements for FCA investment firms
were not updated in the various legislative changes that followed the financial crisis.
Most notably, the initial capital required for authorisation has not been updated for FCA
investment firms since 1993, despite inflation and significant changes to the affected
firms in terms of size and business model.

9.37 We are proposing changes that address both these issues. By updating the initial
capital for the authorisation for FCA investment firms we are looking to ensure that
the baseline for authorisations more accurately reflects the changing nature of the
risks posed. We then propose to ensure that at least this basic minimum amountis
maintained at all times through applying a ‘permanent minimum’ capital requirement.
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In addition, all FCA investment firms will now be subject to a fixed overheads requirement.
Its aimis that any exit from the market takes place in a more orderly manner.

Further, by introducing the K-Factors methodology, larger FCA investment firms to
which it applies will also assess risks and hold capital that better reflects (than the
BCBS regime) their business model and the potential harm posed to consumers and
markets. This should help better align capital requirements to harm.

The overall effect of these various own funds requirement rules is intended to be that
in future all FCA investment firms hold, at all times, an adequate minimum level of
financial resources.

MIFIDPRU 5 - Concentration risk

Having excessive exposure to, or relationships with, a single or limited number of
counterparties or connected counterparties can put financial institutions at risk

if those counterparties runinto difficulties. Sources of concentration risk for FCA
investment firms can arise in different ways, including from a trading book, off
balance sheet items, the location of client money, assets and deposits, and sources
of earnings.

Diversification of counterparties is a key risk-mitigation strategy firms should apply.
To encourage this, and to help build up financial resilience among FCA investment
firms that have a concentration of counterparties, we are proposing rules that require
FCA investment firms to monitor and control concentration risks. To ensure that we
are proportionate to the risk posed, regulatory reporting on concentration risk will not
apply to those FCA investment firms that are SNis.

To further address the requirement set out in the FS Bill on managing risks arising
from the strength of firms’ exposure to clients, we are also proposing a further set
of requirements for FCA investment firms with a trading book: the introduction

of the K-CON K-factor. This calculates a minimum amount of own funds an FCA
investment firm is required to hold based on its exposure to individual or connected
counterparties. And we are proposing a limit on the maximum concentration

risk an FCA investment firm can have to a counterparty or group of connected
counterparties, independent of the K-CON charge they receive for it.

With the proposed concentration risk rules, we believe we are addressing risks to
individual FCA investment firms, and by better correlating capital with concentrationin
the system, the wider integrity of the financial system.

MIFIDPRU 9 - Regulatory reporting

Without access to relevant and timely data on the risk profile of FCA investment
firms, the FCA may not be able to identify trends in individual firms or groups of firms
that point to potential risks to their financial resilience. FCA supervisors may also be
unable to identify outliers among a cohort of firms that can be a prompt for further
supervisory investigation.

For FCAinvestment firms, having to produce and process excessive volumes of data
that does not typically relate to their business model can distract both them and FCA
supervisors from being able to focus on core relevant data.
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9.47 The collation of appropriate regulatory reporting data helps firms get a better
understanding of their regulatory risk profile, allowing them to identify potential risks to
their resilience and take steps to address this. The ability of an FCA investment firm to
consistently and accurate provide regulatory data can often indicate the effectiveness
of its wider data gathering, IT and operational or governance.

9.48 We are proposing a move to more targeted and business-model-specific reporting
requirements. This will remove the need for FCA investment firms to report COREP
data and substantially reduce the number of data points a firm is expected to provide.

9.49 In our view, this will improve prudential outcomes as it will:
o allow both firms and supervisors to focus on the core business model
indicators of financial resilience relevant to FCA investment firms
e reduce the unnecessary burden of reporting and analysing data of little value in

identifying and mitigating against potential harm

Our proposals will also ensure greater consistency across the FCA investment firm
population. This will facilitate greater comparability between firms.

Summary

9.50 We consider the impact of the proposals that we have set out in this CP will be to
reduce the risks to consumers, to which FCA investment firms are exposed (including
by virtue of their relationship with their parent undertaking), and to support the
integrity of the financial system.

9.51 In so doing, these proposals are part of the fulfilment of our duties under the FS Bill
to impose the following requirements on FCA investment firms and their parent
undertakings:

o thetypesand amounts of capital they must hold

e the management of risks arising from the strength of firms' relationships with, or
exposure to, clients

e regulatoryreporting

9.52 We will set out in later consultations how we will complete the fulfilment of these
duties, and our proposals to impose the other requirements on FCA investment firms
and their parent undertakings as set out in the FS Bill.

Advancing our objectives

9.53 When proposing changes to our rules, our approach is guided by advancing our
operational objectives. The proposals set out in this CP are primarily intended to
advance our objectives to enhance the integrity of the UK financial system and
promote effective competition in the interests of consumers.

9.54 We consider these proposals compatible with the FCA's strategic objective of ensuring
that the relevant markets function well. They are intended to reduce the potential
harm that an investment firm may cause to its clients or markets by better aligning
standards with their business model and source of harm. More appropriate standards
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9.55

9.56

9.57

9.58

9.59

9.60

9.61

should prevent a firm's disorderly failure, protecting consumers and improving the
stability of the financial sector overall.

The regime will also support our competition objective by treating all investment firms
in a more consistent and simpler manner. This allows for better competition between
investment firms which operate within consistent regulatory standards. A more
resilient and fairer competitive landscape should benefit consumers, particularly FCA
investment firms' clients, as they can be confident that the market operates efficiently
and that smaller firms, which may offer services more appropriate to their needs, are
financially resilient.

How we have taken account of our ‘have regard to’
considerations in developing the draft rules

When proposing changes to our rules, we are required to have regard to factors set
outin FSMA, and the recommendations in the Chancellor's Recommendations for the
Financial Conduct Authority letter. The FS Bill proposes two further considerations we
must apply for the purposes of our IFPR rule-making:

* havingregard to any relevant standards set by an international body

e havingregard to the likely effect of the rules on the relative standing of the United
Kingdom as a place for internationally active investment firms to be based or to
carry on activities

Relevant standards set by an international body (as proposed by the
FS Bill)

For the purposes of the MIFIDPRU chapters included in this CP we have only identified
one relevant standard for investment firms: IOSCO's 'Core Principle 30'. This sets out
that: 'there should be initial and ongoing capital and other prudential requirements for
market intermediaries that reflect the risks that the intermediaries undertake'.

We consider that the proposals set out in this CP are consistent with the standard. Our
proposed rules ensure that the prudential requirements set out in IFPR meet the risks
and reflect the business models of FCA investment firms. These include elements of
the rules for setting initial and ongoing capital requirements, the remainder of which
we will be set out in our next consultation.

In our next consultation, when we set out our proposed rules on remuneration and
governance, we will explain how we have had regard to the relevant international
standards that apply in these areas.

The relative standing of the UK (as proposed by the FS Bill)

The Chancellor's letter with Recommendations for the FCA (received on 4 November
2019) requires us to consider the impact of our rule-making on the UK's attractiveness
for internationally active financial institutions when developing any policy intervention.

The new 'have regard to' duty set out in the FS Bill addresses a similar issue, but places
a wider framework by requiring us to consider our 'relative standing'.
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9.62 When considering this, it is first necessary for us to establish a baseline of where the
UK stands before the proposed rules come into force.

9.63 The UKis the world's largest or second largest financial centre by most measures, and
has the highest number of domestic and international investment firms operating
in Europe. As such, we believe the UK has a strong relative standing as a place for
international investment firms to establish and conduct business. This is confirmed in
discussions we have with firms and industry bodies. They state that the deep pool of
skilled labour, deep capital markets, time zone, and strong, informed and consistent
regulatory approach are all positive drivers in this regard.

9.64 For the purposes of our IFPR rule-making, the most relevant other country or territory
where in our opinion internationally active investment firms could choose to be based
or carry on activities jurisdiction is the EU. It is the other major jurisdiction currently
introducing a prudential regime for investment firms, shares broadly the same time
zone, has deep capital markets, and a labour pool with the relevant financial services
skill set.

9.65 The EU's IFR/IFD is the baseline for the UK's IFPR. Our intention is to achieve the same
outcomes with IFPR as that of the IFR/IFD. This, in part, reflects the level of input we
had on the design of the EU's regime. This approach, we believe, will positively impact
the relative standing of the UK in the eyes of internationally active investment firms.

9.66 As we have considered aspects of the EU's regime (at least those published to date),
and the impact of its introduction in the UK, we have had regard to the specifics of the
UK market and the business models of investment firms located here. We agree with
the outcome the EU regime is looking to achieve. But we have identified areas of the
EU’'s regime that —if introduced on a line-by-line basis in the UK — could lead to less
optimal outcomes, both prudentially and on FCA investment firms' business models.

9.67 There are three areas in particular, where having regard to the UK's relative
international standing —both as a jurisdiction that places a high emphasis on
maintaining market integrity, and in terms of ease of doing business —has been our
consideration for our proposed rules.

The application of the K-CMG K-factor

e« TheEU'srules take a single view on the structure of trading desks and the clearing
arrangements that investment firms operate. This may be appropriate for many
markets. Butin our view it does not reflect the reality of how the trading desks of
UK-based investment firms operate.

o Introducing the EU's rules could require firms to change their business models and
how they approach risk management beyond that which we consider necessary
or appropriate to achieve the desired outcomes. Our approach, taking this impact
into consideration, is to propose a set of rules in MIFIDPRU 4 on the application
of K-CMG that achieve the same prudential outcomes, but in a risk-based and
proportionate way to reflect the business models of UK firms.

Our new regulatory reporting requirements

e The EBAIs still consulting onits proposals for the EU's IFR reporting requirements.
Its draft proposals envisage over 30 different types of data collection forms, and
retaining COREP.

» Aswe have considered the appropriateness of the EU's approach, we have had
regard to the value implications for FCA investment firms of maintaining such an
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approach to reporting versus the supervisory benefits to us of obtaining such
qguantities of data. The EBA may adopt a different approach, and we may iterate
our approach at a later stage. But in this CP we are proposing more proportionate
regulatory reporting requirements that are bespoke to the UK. We are also
proposing to stop collecting COREP data and to reduce duplication of other data
compared to current CRR requirements.

Our proposed treatment of intangible assets deducted from own funds

o TheEU'srules allow for the carve-out of certain eligible software from CET1
deductions. This reflects the EU's approach to the CRR2. However, in our draft
MIFIDPRU 3 rules we are proposing that all intangible assets must be deducted in
full, with no carve-out for software.

o We have considered the impact our proposed approach would have on the UK's
international standing. Taken inisolation, international firms for whom this carve-
out was substantial may view this negatively in terms of the UK's relative standing.
However, on balance, and considering our wider objectives and desire to raise
prudential standards, we do not believe the carve-out is appropriate.

Likely effect on equivalence decisions (as proposed by the FS Bill)

As part of the process of drafting the rules in this CP we have discussed with HM
Treasury the rules' likely effect on relevant equivalence decisions. We are not expected
under our new public accountability requirements to provide further detail on this.

The need to use our resources in the most efficient and economical
way

We have designed our proposals to be proportionate and ensure FCA investment firms
are clear about our expectations.

For example, our new data-gathering proposals are more targeted and business-
model specific. They remove the need for FCA investment firms to report COREP data
and substantially reduce the number of data points they are required to provide.

In our view, our proposals should allow both FCA investment firms and supervisors to
focus on the core business model indicators of financial resilience relevant to each
firm, and result in a more efficient and economic allocation of resources for both.

The principle that a burden or restriction should be proportionate to
the benefits

As we have noted throughout this CP, a key driver for our proposed rules is to address
the issue that the burden and focus of the existing regime is not fully aligned with

the harm that FCA investment firms present. This means that some groups of FCA
investment firms do not hold sufficient financial resources to mitigate their potential
for harm; others hold too much, or are subject to other burdens such as reporting
costs, that do not align with the risks they pose. This is particularly the case for smaller,
non-interconnected firms.

Through our proposed rules, and in keeping with the above principle, all FCA
investment firms will benefit from a bespoke regime that reflects their business
models. Smaller firms will also benefit from the built-in proportionality for calculating
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capital requirements and reporting requirements that we propose in this CP; and from
disclosure and remuneration requirements that we cover in later consultations.

9.74 We have included a full analysis of the costs and benefits of our proposals in Annex 2.

The desirability of sustainable growth in the economy of the United
Kingdom in the medium or long term

9.75 Given the importance of FCA investment firms to the functioning of the UK and global
economy, itisin everyone's interest that they are held to prudential standards that are
proportionate to the risks they pose to clients, other firms and the wider market.

9.76 The current prudential regime was designed for globally active systemically important
banks. This means that the current requirements are not designed to address the
specific harms that investment firms may pose, based on the different activities they
carry out.

9.77 By contrast, under the IFPR, FCA investment firms will be required to hold financial
resources proportionate to the scale and nature of the risks they pose. This should
ensure that, if an investment firm has to wind down, it can do so in an orderly manner.

9.78 Introducing a regime that supports orderly wind-down will avoid wider disruption to
the UK economy during periods of financial stress, thereby helping to drive sustainable
long-term growth.

9.79 We consider that our more targeted approach to requirements should lead to better
prudential outcomes, greater stability and overall confidence in the industry, and
therefore bring benefits to the wider economy.

The general principle that consumers should take responsibility for
their decisions

9.80 The proposals are primarily prudential and about reducing the potential that an
investment firm may cause toits clients and markets. Consumers do not typically have
any influence over these.

The responsibilities of senior management

9.81 Senior managers should understand the proposals and the impacts they may have
on their firm. We expect senior management to take responsibility for their firms'
compliance with the new reporting requirements consistent with their responsibilities
under the Senior Managers & Certification Regime.

The desirability of recognising differences in the nature of, and
objectives of, businesses carried on by different persons including
mutual societies and other kinds of business organisation

9.82 Our proposals are designed to ensure greater proportionality and alignment of
standards with firms' business models, size and the relevant risks they pose.

9.83 For example, our new differentiation between SNIand non-SNI FCA investment
firms should ensure that smaller firms are not subject to requirements that are

disproportionate to their size and the risks they pose.
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The desirability of publishing information relating to persons subject
to requirements imposed under FSMA, or requiring them to publish
information

Our proposals in this CP do not require firms to publish, or make publicly available,
confidential or commercially sensitive information.

We support public disclosure as a way to allow third parties —whether investors in the
firm, counterparties or clients —to monitor and compare the risks that investment
firms take. We believe this promotes good governance and allows investors and
counterparties to make more accurate decisions. We will consult on disclosure of
prudential data for investment firms in a later consultation.

The principle that we should exercise our functions as transparently
as possible

Our consultation processes are intended to transparently set out the thinking
behind our proposals and clearly explain what we expect to achieve. We will continue
to engage with industry and other stakeholders to obtain feedback during the
consultation process to ensure transparency and clarity in our approach.

In formulating these proposals, the FCA has had regard to the importance of taking
action intended to minimise the extent to which it is possible for a business carried on
(i) by an authorised person or a recognised investment exchange; or (i) in contravention
of the general prohibition, to be used for a purpose connected with financial crime (as
required by s. 1B(5)(b) FSMA). We do not consider this relevant to our proposals.
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Annex 1

Questions in this paper

Q1:

Q2:

Q3:

Q4:

Q5:

Q6:

Q7:

Do you agree that FCA investment firms with permission
to deal on own account and/or underwrite or place
financial instruments on a firm commitment basis (as
indicated by a permission to deal as principal in financial
instruments) should not be considered an SNI? If not,
please include in your response what you consider to be
a suitable quantitative threshold for these activities.

Do you agree with the quantitative thresholds, as set
outin Figure 1, that we are proposing? If not, please
include in your response what you consider to be
suitable quantitative thresholds.

Do you think that any other criteria should be considered
for determining if an FCA investment firm can be an SNI?
Please provide examples and thresholds as appropriate.

Do you have any specific comments on our proposals
for the scope and methods of prudential consolidation?
Please provide evidence to support any changes? Is
there anything relevant to consolidation that is not
covered in our rule proposals?

Are our proposals for how to calculate the consolidated
own fund requirements (including the consolidated fixed
overheads requirement, the consolidated permanent
minimum requirement and the consolidated K-factor
requirement) clear and sufficient? If not, do you have any
specific suggestions for how to improve this?

Do you agree with our approach towards the use of
the group capital test (as an alternative to prudential
consolidation), including our proposal for a transitional
provision to allow its use as part of our initial
implementation of the IFPR?

Do you agree with the proposals for the definitions

and types of, and deductions from, regulatory capital
that investment firms should use to calculate their own
funds? Do you think that any additional simplification is
needed? If yes, please provide suggestions.
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Qs8:

Qo:

Q10:

Q11:

Q12:

Q13:

Q14:

Q15:

Q1e6:

Q17:

Do you agree with our proposals for trigger events
for the conversion or write-down of AT1 instruments,
including setting the minimum the same as under the
UK CRR but expressed in a different way to reflect the
structure of capital under the IFPR? If not, please let
us know why and what trigger events you think there
should be instead?

Do you agree with our proposed transitional provisions
for existing permissions in respect of own funds
instruments (under UK CRR)? Do you think that any
additional transitional provisions are necessary and if so,
please identify what they should be and why?

Are our proposals for the PMR sufficiently clear, including
how it interacts with the ICR? If not, please explain what
else could help.

Do you agree with our approach to K-NPR, which carries
forward the current approaches to calculating market
risk used in the UK CRR, including relevant rules and
guidance from our current prudential sourcebooks?

Are the requirements relating to the application and
calculation of K-CMG sufficient, or do you have any
specific suggestions forimprovement?

Do you have any specific comments on our detailed
proposals for calculating the K-TCD, including the
approach to potential future exposure?

Are our proposals for how to calculate K-DTF sufficiently
clear? And should there be the possibility of an
adjustment to calculating the coefficients for K-DTF in
periods of extreme market stress and volatility? What
specific suggestions do you have, and how could any
adjustment operate effectively within the proposed
framework for calculating K-DTF?

Do you agree with our proposals for the various
transitional provisions relating to own funds
requirements and that they cover all relevant situations?
If not, what specific suggestions do you have?

Are our suggestions for the transitional provisions
for the initial collection and use of K-factor metrics
practical? Do you have any specific suggestions for
improvement?

If we did not introduce our proposed transitional
provisions on advanced data collection of the K-factor
metrics, what alternative solution would you propose?
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Q1s:

Q19:

Q20:

Q21:

Q22:

Q23:

Do you have any comments on the proposal for
monitoring and control of concentration risk? Please
provide suggestions for any specific clarifications that
you feel may be helpful.

Are the proposed concentration risk requirements for
investment firms that deal on own account sufficiently
clear? For example, how to determine the soft limit for
exposures to a group of clients involving a mixture of
banks and investment firms and corporates? If not, what
improvements would you suggest?

Would you suggest any specific changes to our proposals
for commodity and emission allowance dealers?

Do you agree that all FCA investment firms should
have the same basic regulatory reporting forms? If not,
what changes to the regulatory reporting form do you
suggest, and to which types of investment firm should

they apply?

Do you agree with the frequency of the reporting? If not,
please state what the frequency should be and explain
why.

Do you think that the instructions for completing the
regulatory forms are clear? If not, please specify where
additional detail is required and what level of additional
detail would be helpful.
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Annex 2
Cost benefit analysis

Introduction

FSMA, as amended by the Financial Services Act 2012, requires us to publish a CBA of
our proposed rules. Specifically, section 138l requires us to publish a CBA of proposed
rules, defined as 'an analysis of the costs, together with an analysis of the benefits that
will arise if the proposed rules are made”.

This analysis presents estimates of the impacts of our proposal discussed in this
consultation. We provide monetary values for the impacts where we believe it is
reasonably practicable to do so. For others, we provide estimates of outcomes in other
dimensions.

The scope of this CP and corresponding CBA focus on own funds, a subset of own
funds requirements both at a solo and consolidated level, and reporting. Subsequent
consultations will cover the remaining elements of the Investment Firm Prudential
Regime, and will include the relevant CBAs.!

This CBA has the following structure:
a. Section 1 outlines the problem and rationale for our proposed intervention.

b. Section 2 presents our baseline and key assumptions.
c. Section 3 lays out our estimates and analysis of the costs and benefits.

Problem and rationale for our proposed intervention

FCA investment firms are an important element of a well-functioning economy. They
help ensure capital is allocated efficiently and appropriately and help individuals make
the most of their savings and investments. If FCA investment firms are not financially
resilient, their failure, if it occurs in a disorderly manner, could bring disruption to clients
or the markets in which they operate. This means it is necessary for such to be held to
appropriate prudential standards.

Furthermore, decisions and choices of individual market participants can lead to
negative externalities. These are side effects on third parties, such as consumers,
other firms, the taxpayer, or the wider economy, that are not necessarily taken into
account by these market participants. This canlead to a suboptimal (low) level of
capital held. Where FCA investment firms fail, this can have knock-on effects on the
markets or the economy. However, if the prudential requirements are set too high, this

1 Additional capital requirements due to firm-specific risks may be identified by firms themselves or through the supervisory review
process. These are not addressed through our proposed methodologies as set out in our rules and are therefore not in scope. As a
result, we have not produced an estimate of the costs and benefits of any such firm-specific requirements.
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could lead to inefficient allocation of capital based on measures such return on capital
employed.

Our proposed intervention aims to achieve a better balance between avoiding the
excessive social cost from firm failure and ensuring the efficient allocation of capital.
The proposed regime is expected to generate benefits to FCA investment firms and

the market. We expect that firms subject to the proposed regime would find the new
prudential framework more appropriate and proportionate to their business model

and less burdensome than the current requirements. Prudential requirements that
better align with an FCA investment firm's business model should also help improve

the financial stability in the sector overall. This should have positive implications for
consumer protection and particularly for clients of these firms, either because it reduces
the potential for firm failure itself, or because it reduces the potential for disorderly failure
in the event that a firm does fail including restoring consumers back into the position
they should have beenin. The proposed changes should help reduce economic losses

in drawn-out insolvency proceedings or reliance on investor compensation schemes,
avoiding conseguent impacts on other firms to top-up these schemes to handle pay-
outs. Overall confidence, investor sentiment and market stability should also benefit.?

The proposed regime will be closely aligned with the new EU regime —the IFD/IFR,
while taking into consideration the specifics of the UK market. The details of the EU's
new prudential regime for investment firms can be found in our June 2021 Discussion
Paper- DP20/2.

Baseline and key assumptions

Baseline — current regulatory regime

It is necessary to establish a baseline against which to assess the costs and benefits
of an intervention to ensure that only those attributable to the intervention are
considered.

The EU's proposed rules introducing a new regime for investment firms were published
last year. As the UK is no longer a member of the EU, we are not obliged to implement
the EU's rules. We have discretion to decide whether to implement a UK domestic
regime that reflects the new EU regime for investment firms or certain parts of it. We
consider that the existing levels of regulatory requirements and the current market
conditions are an appropriate baseline, because absent our proposed rules, those
existing requirements would continue.

We will compare our proposals against the current prudential framework that either
specifies direct requirements for UK investment firms or defines the scope of the FCA's
discretion to apply other prudential requirements i.e. the on-shored CRD IV and the
CRRregimes.” Where an IFPR requirement impacts a firm in a materially different way to
these regimes, this will be set out in this analysis. Some of our proposals will be aligned
with the EU, so we will also consider the case made by the EU in making its proposals.

2 Also see EU Impact Assessment of the Review of the appropriate prudential treatment for investment firms for the rationale and
expected benefits from the proposed changes (available here: https:/ec.europa.eu/info/law/better-regulation/have-your-say/
initiatives/1307-Review-of-the-appropriate-prudential-treatment-for-investment-firms).

3 References to the "CRR" in this CBA are to the onshored version of the CRR as it is expected to apply in UK domestic law by virtue of
the European Union (Withdrawal) Act 2018 (as amended) and any related subordinate legislation.
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Scope

This CBA will only assess costs and direct benefits of proposals covered by this
consultation. The scope of this CP covers elements of the IFPR where the proposed
changes are either neutral or beneficial. In this case, the proposed rules either closely
resemble the current regime, or are not expected to require firms to make changes to
business models or incur substantial costs.

Affected firms

The IFPR will apply to around 3,200 investment firms regulated by the FCA. This is
based on the number of firms with relevant permissions on the Financial Services
Register.

We have defined three categories of investment firms: Small, Medium and Large (note
that this differs from the proposed approach to categorisation set out in Chapter 2 of
this CP and MIFIDPRU 1, and s purely for the purpose of this CBA). Two of these ((a)
and (b) below) are FCA investment firms and are covered by the IFPR:

a. Small firms —non-systemic investment firms that are either SNI (small and non-
interconnected) firms or small non-SNI firms, of which there are in total around
3,000. These firms are subject to the IFPR and capital will be driven by either the
permanent minimum capital (PMC) or fixed overhead requirement (FOR). The
K-factors® though applicable for small non-SNI firms is not expected to be greater
than the PMC or FOR. This is because some small firms will be categorised as
non-SNlinvestment firms, due only to breaching one or more of the following zero
calibrated thresholds for ASA, CMH, DTF, TCD, NPR or CMG by the smallest amount

b. Medium firms —non-systemic investment firms that are non-SNI firms of which
there are around 200. These firms are subject to the IFPR and their own funds
requirement will be the higher of permanent minimum capital (PMC), fixed overhead
requirement (FOR), and K-factor methods. For these firms, it is expected that it will
be the K-factors that drive the capital requirements.

c. Large firms —systemic investment firms of which there are 8. These firms are not
subject to the IFPR but will remain subject to the CRR/CRDIV and prudentially
regulated by the PRA. These firms, since they are not subject to the IFPR, are not
part of the CBA.

Data

We conducted this analysis of the costs and benefits of the consultation proposals

using data held by the FCA. These data include information provided through firms'
regulatory returns and the application of the FCA's standardised costs model to estimate
compliance costs as a result of the proposed intervention.” We have separately issued a
datarequest to collect data from firms to support later consultations.

4 'K-factor' concept is a capital calculation based on the activities that an investment firm undertakes. See paragraph [1.30-1.31] of
the consultation.

5 Standardised Cost Model: https:/www.fca.org.uk/publication/corporate/how-analyse-costs-benefits-policies.pdf #page=40
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Costs and Benefits

Summary of costs and benefits
In the sections below, we have assessed the implementation costs, the costs arising
from the proposed prudential rules and the expected benefits.

The following table sets out a summary of the estimated implementation costs, which
are one-off costs:

Type of cost One-off costs
Familiarisation costs and gap analysis £9.5m

Costs of changes to the firms' methodology for capital calculations £4m

Costs of making changes to the IT systems £4.5m

Costs of providing staff training/disseminating information about the new rules £1.6m
Totalimplementation cost £19.6m

The estimated total one-offimplementation costs imply average costs of around £26k
and £5k per medium and small firms respectively (as defined in paragraph 14). The
per-firm average estimated values do not represent the costs we expect each firm of

a given size to incur as a result of the proposals in this CP. Rather, these are averages
published for the purposes of transparency for our calculations of the cost of these
interventions. The size categories we have used are broad, and each encompasses
arange of firm sizes, which in turn would have a range of compliance costs above or
below the averages we have included.

In the table below we assess how FCA investment firms will be impacted by the
proposed changes to the prudential regime:

ltem Impact on firms Small Medium

(circa. 3,000 | (circa. 200
firms) firms)

Prudential Neutral-to-beneficialimpact as scope and Yes Yes

consolidation methodology match the current regime, with a new

andthe group optional derogation, the Group Capital Test, added.

capital test Removal of Investment Firm consolidation waiver is

Rules: draft expected to have animmaterialimpact on firms, in

MIFIDPRU 2 aggregate.

Definitionand Neutral-to-beneficialimpact as definition and Yes Yes

composition of composition of own funds is based on a simplified

own funds three-tiered structure using current CRR

Rules: draft reguirements.

MIFIDPRU 3

K-NPR (net Neutralimpact as the proposed rule carries across No Yes

position risk) CRR market risk requirements, and position risk

Rules: draft applies primarily to IFPRU firms.

MIFIDPRU4.12

K-CMG (clearing | New optional approach that will be beneficial to No Yes

margin given firms that choose toimplement it.

Rules: draft

MIFIDPRU4.13
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Item Impact on firms Small Medium
(circa. 3,000 | (circa.200
firms) firms)
K-TCD (trading Beneficial due to significant simplification of No Yes
counterparty requirements and reductionin scope.
default
Rules: draft
MIFIDPRU 4.14
Concentration Neutral-to-beneficial overallimpact, due to No Yes
riskincluding simplification and clarification of existing relevant
K-CON trading book CRR requirements.
Rules: draft
MIFIDPRU 5
Reporting Beneficial due to significant reductionin the Yes, Yes,
requirements number of data items to be reported. quarterly quarterly
Rules: draft
MIFIDPRU 9
and connected
amendments to
SUP16.12
20. In addition, FCA investment firms might be eligible to opt in for a transitional

arrangement (contained in the draft MIFIDPRU transitional provision annexes), or a
phase-in period, which mostly last for five years. These are designed to reduce the
immediate impact of the new prudential requirements for (potentially smaller) firms
that might find transition challenging, and should thus help to mitigate some costs in
the short term.

21. In summary, the benefits of the proposed rules assessed in this CBA are:

»  Reducingthe scope of application to make the regime more proportionate and
tailored to business models of FCA investment firms.

e Promoting consistency, transparency and market liquidity in FCA investment firm
capital instruments so maintaining or increasing the quality of capital in the system
and maintaining or potentially reducing firms' cost of capital.

» Improving financial stability and consumer protection by reducing the potential for
firm failure itself or reducing the potential for disorderly failure in the event that a
firm does fail.

e Reducing the social cost of firm failure by reducing the reliance on investor
compensation schemes, avoiding consequent impacts on other firms to top-up
these schemes to handle pay-outs.

22. We do not consider it reasonably practicably to quantify these benefits.

23. Taking all the costs and benefits in the round, we believe that our proposals in this
CP will be net-beneficial in the short to medium term. Most of the costs are one-off
implementation costs, while the benefits are ongoing and will likely build over time.

Implementation, IT and training costs

24. Implementation costs include the time and resources spent by firms familiarising
themselves with the proposals and performing a gap analysis to identify necessary
changes as a result. Firms may also incur training and I'T costs. These costs will be one-
off in nature to prepare for the introduction of the IFPR.
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25. We use standard assumptions to estimate firm compliance costs based on the
standardised costs model, of which further details can be found in the FCA publication
"How we analyse the costs and benefits of our policies”.?

26. To familiarise themselves with our proposals, we expect that all firms will read the
consultation, which contains 104 pages some of which will not be relevant to all
firms. We assume that the number of compliance staff who would need to read the
consultation will on average be 5 people at a medium firm and 2 at a small firm. We use
an average salary of a compliance function and apply these estimates to circa. 200
medium firms and circa. 3,000 small firms.

27. To meet the proposed requirements, firms are expected to conduct a gap analysis of
the amount of capital required, among other things, and compare it against the current
regime. Firms will be required to assess the actions they may need to take to eliminate
any gaps. The standardised cost model assumes it will take 2 and 1 legal or compliance
professionals at a medium and a small firm respectively to review legal text, which
contains 235 pages, and assess our proposals.

28. We estimate the total cost of familiarisation and gap analysis to be around £9.5m. This
would amount to an average cost of £14k for a medium firm and an average cost of £2k
for a small firm.

29. In addition to the costs set out above, we expect firms to incur some training costs,
although these are likely to be relatively small given the nature of the proposed
changes in this CP. For this consultation, we expect firms to disseminate information
about the new requirements to their staff, without a need for a formal training. Training
will include information given to relevant staff, ranging from informal memos and
updates via email through to oral updates. We assume that a medium firm will brief
10 employees and a small firm will brief 2 employees, comprising of compliance staff
and investment advisors. We assume that reading the briefing and acting on the
information will take a half-day for each affected employee. This would resultin the
costof £1.6m.

30. We expect that firms will need to make some changes to own funds calculations
methodologies, which would require a small project management team. The main
costs relate to the opportunity cost of staff time. Our model assumes that a medium
firm will spend 14 person days to implement this change, while a small firm will spend
3 person days. We also assume that this change will need to be reviewed by Senior
Managers at each firm. The total cost of this change is expected to be around £4.4m.

31. Finally, we expect firms will need to make some changes to their IT systems to reflect
changes to own funds calculations methodologies, even if only for simplification
purposes. Firms would also need to update their systems to comply with updated
reporting requirements. Our estimates assume that medium firms have an in-house
IT capability and will spend 8 person days to implement this change, while small firms
are likely to rely on external consultants, and spend the equivalent of 4 person days to
implement the IT change. We expect the total cost of this change to be around £4m.

32. In summary, we estimate the total one-off implementation costs to be around £19.6m.

This would amount to an average cost of £27k for a medium firm and £5k for a small
firm.

6 https:/www.fca.org.uk/publication/corporate/how-analyse-costs-benefits-policies.pdf#page=40

94


https://www.fca.org.uk/publication/corporate/how-analyse-costs-benefits-policies.pdf#page=40

<o

CP20/24
Annex 2

33.

34.

35.

36.

37.

38.

Search Q °<§ ‘'

Financial Conduct Authority
Anew UK prudential regime for MiFID investment firms

Rule-specific net costs to firms
This section covers costs and benefits that firms would incur from each of the rules
proposed in this consultation:

Prudential consolidation and the group capital test
Definition and composition of own funds

K-NPR (net position risk)

K-CMG (clearing margin given)

K-TCD (trading counterparty default)

K-CON (concentration risk)

Transitional arrangements for own funds requirements
Reporting requirements

Permanent minimum capital

O mp a0 oo

Prudential consolidation and exemptions for an investment firm group
Unlike the CRR, the proposed obligations under a prudential consolidation in IFPR
would fall directly upon parent undertakings (including an investment firm where
it is a parent undertaking), rather than the authorised entity. This means parent
undertakings, which may otherwise be unregulated, will have to meet regulatory
obligations.’

The methods of prudential consolidation match those in the CRR, including full
consolidation and, proportional consolidation. Investment firm groups will be required
to do a full consolidation unless the FCA permits the group to do a proportional
consolidation. This CBA assumes that, where proportional consolidation is currently
used thisis on the basis it is risk-based and proportionate and will continue to be case
under the IFPR.

There are currently 224 FCA investment firm groups and we expect there could be
more groups when the IFPR applies to all types of investment firms. All groups will
have parent entities that are either regulated or unregulated, and any unregulated UK
parent entities will now fall within the scope of the IFPR. Since groups typically require
there to be a parent entity that, in practice, is normally at least indirectly required to
meet consolidated requirements under the CRR, this change essentially formalises
current arrangements. Consequently, the impact on how groups are organised and
consolidated for the purpose of determining group capital should be neutral.

In addition, the IFPR introduces a new derogation —the Group Capital Test (GCT). The
purpose of the GCT is to ensure that an investment firm in a group is not exposed

to unnecessary financial strain due to its membership of that group. The GCT is

an optional alternative to prudential consolidation subject to our permission for its
use. Since this approach is optional, it follows that a firm would only apply to use it

if beneficial.

The proposed regime removes the existing investment firm consolidation waiver
(IFCW) for IFPRU and BIPRU firms. IFCWs have been used to facilitate business
combinations through acquisitions funded by capital ineligible to be included in
own funds. This resulted in consolidation deficits due to the deduction of goodwiill.
Since the FCA applied conditional IFCWs in 2013, the aggregate deficit across all

7 Prudential consolidation for investment firms will apply to an investment firm group, which must include at least one investment
firm subject to IFPR. The entities that must be consolidated include investment firms, financial institutions, ancillary services
undertakings and tied agents. Insurance undertakings are not included within scope.
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FCA investment firm groups has over time been reduced to zero. Consequently, the
removal of the IFCWs will have no impact on firms.

Definition and composition of own funds (capital)

Own funds is the amount and type of capital a firm must hold at both an entity and
consolidated group level. Eligible capital includes share capital and distributable
reserves (or their equivalent for non-joint stock entities), hybrid instruments that are
either convertible into share capital or written-down, and subordinated debt that must
be amortised over the last five years of its maturity.

Our proposals define® the amount and type of capital using the current CRR definitions
with one modification —to where hybrid capital instruments are convertible into share
capital (referred to as additional tier 1 capital or AT1), thenin the event more share
capital is required, the entire amount should be converted. This then increases the
minimum amount of the highest quality of capital to absorb losses.

Since FCA investment firms issue little or no AT1, a modification to AT1 conversion, a
feature designed to typically mitigate extreme market events, is not a material change
so will have little or noimpact on investment firms.

For other regimes, including BIPRU and IPRU-INV Chapter 3, 5, 9 and 13, the definition
and composition of capital is substantively the same ie share capital and distributable
reserves and long-term debt capital.

FCA investment firms that are not joint-stock companies funded by LLP member
capital, partnership capital and sole trader capital, can continue to treat this as eligible
capital, so there willbe no change as a result of our proposal.

Prudential filters and deductions

Prudential filters and deductions reduce the amount of capital that is eligible to be
treated as own funds. These have been carried over under our proposals from the
CRR, with the following exceptions or simplifications.

Significant financial sector entities (FSE) holdings below the current 10% threshold
will now have to be deducted instead of risk-weighted 250%. This increase in capital
requirements is expected to be more than offset by not requiring firms to deduct FSE
positions were these are held for the purposes of market making.

If defined benefit pension assets are on the firm's balance sheet and the value
exceeds the pension obligation, that amount will now be deducted. Due to very

few firms operating defined benefit schemes (having switched to money purchase
defined contribution schemes), and based on the information readily available at the
FCA, the amount of defined benefit assets held on investment firm's balance sheet
is immaterial, so we expect that for FCA investment firms, deduction rather than
risk-weighting will have little or no impact on firm's costs.

Deferred tax assets that rely on future profitability and arise out of temporary
differences which are below the current 10% threshold will now have to be deducted
instead of risk weighted 250%. Based on information readily available to the FCA, such
balances are immaterial for most investment firms.

8 See MIFIDPRU 3 draft rules on the composition of own funds.
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48. Subject to meeting the relevant requirements, under our proposals FCA investment
firms may now reduce own funds without the need for our permission in certain
specified circumstances (such as certain changes in the regulatory or tax treatment
of additional tier 1 or tier 2 instruments). This is a benefit to firms as it speeds up
the process and reduces the administrative burden, although we do not consider it
reasonably practicable to give an estimate of this benefit since it partly depends upon
future circumstances which are not reasonably foreseeable.

49, FCA investment firms currently have the option to either deduct gualifying holdings or
apply a 1250% risk-weight. Under our draft rules, firms will no longer have the option
to risk-weight this exposure so will have to deduct the amount from share capital and
reserves. The consequence is that it reduces the amount of CET1 that counts towards
own funds and, due to how the own funds limits operate, will reduce the amount of AT1
and T2 that can be treated as eligible capital. This will mean that those FCA investment
firms that have qualifying holdings and also rely on lower quality capital will need to
increase share capital or retain more distributable reserves. This is not expected to be
a material cost for firms.

K-NPR (net position risk)

50. The K-NPR provisions in MIFIDPRU 4 cross-refer to the current approaches for market
risk set outin the CRR and carry forward some of our existing rules and guidance
supporting that. Consequently, there is no change from the current position for IFPRU
firms.

K-CMG (clearing margin given)

51. K-CMG is an alternative approach to K-NPR for cleared trading book positions. Firms
are required to meet certain conditions and gain our permission prior to using this
approach. Since firms have the option to seek permission to use K-CMG, we expect
that this will generally be exercised if beneficial to the firm.

K-TCD (trading counterparty default)

52. Our IFPR proposals simplify the current requirements for counterparty risk by
implementing a single standardised regime, drawing on the key features of the current
standardised approaches in the CRR.

53. K-TCD will continue to include CRR Annex Il derivative contracts, long settlement
transactions, repurchase transactions, securities or commodities lending or borrowing
transactions, margin lending transactions and any other type of securities financing
transactions (SFT).

54. In addition, and to the extent not already caught by other types of SFT, the K-TCD
specifically includes within the scope of application the following ancillary service:
“credits and loans in the event the investment firm is executing the trade in the name
of the client or receiving and transmitting the order without executing it"?

55. We consider that our proposed rules will be beneficial to firms for the following
reasons:

a. The scope of application is reduced by exempting derivative contracts cleared

through a CCP, exchange-traded derivative contracts and, to the extent notin a
trading book, any derivative hedges.

9 As set out in MiFID Il, Annex |, Section B, point (2).
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b. Firms can exclude certain intragroup counterparty exposures from the solo K-TCD
capital calculation, subject to our approval.
c. Exposures currently 0% risk-weighted under the CRR are excluded.

K-CON (concentration risk including)
The concentration risk regime covers capital requirements and monitoring obligations.

Our proposals for K-CON, the capital requirements for concentration risk, are based
on CRR large exposure (LE) regime for trading book position risk and counterparty risk.
Non-trading book requirements have not been carried across as FCA investment firms
are not expected to have material positions that are not in the trading book so helping
to simplify these requirements.

The exposure value used for concentration risk is based on the aggregation of K-NPR
(specific risk only) and K-TCD. Firms using K-CMG for position risk will need to calculate
K-NPR for these positions for the purposes of K-CON. Since K-CMG is optional, firms
will be expected to take this into account when assessing the benefits of using K-CMG.

Commodity and emission allowance dealers are exempt from the current large
exposures regime in the CRR. We propose that they can continue to benefit from an
exemption, but are now subject to conditions limiting the exemption to non-financial
entities, and that we are notified before an FCA investment firms makes use of it. This
is not expected to prevent most if not all firms currently using the exemptionin CRR
from continuing to exempt much of their trading business. Being required to notify the
FCAis not considered unduly burdensome and expected to be a minimal cost to firms.

Those CRR Article 95(1) firms that currently benefit from the matched-principal
concession, and Article 96(1) or limited activity firms, will now be included within the
scope of K-CON.

Other CRR Article 95(1) firms are not permitted to deal on own account or underwrite
financial instruments and/or place financial instruments on a firm commitment basis.
Consequently, even if exceeding one of the other K-Factor thresholds and being
deemed a non-SNI, there would still be no capital required for K-CON as there are no
trading book positions.

Article 96(1)(a) firms are permitted to run trading book positions for the purposes

of executing or fulfilling client orders, so will be subject to K-TCD and K-NPR. These
firms will be non-SNIinvestment firms and subject to K-CON. Since their trading book
positions arise only for the purposes of fulfilling the firm's obligation to the client, the
amount of position risk will be very low, conseqguently the amount of K-CON capital
required will be zero. Firms that use extended delivery versus payment settlement, free
deliveries or run long dated derivative positions with no margining or netting, could
result in risking more than 25% of own funds against a single counterparty or group of
connected counterparties. Given this, few if any firms are expected to hold capital for
concentration risk.

Article 96(1)(b) firms are permitted to undertake only dealing on own account, must
have no customers and must not safeguard client money and assets. The firms

can have directional trading book positions and counterparty risk so will be subject
to K-CON. These firms would need to risk more than 25% of own funds on a single
exposure or group of connected risk exposures in order to be required to hold capital

I
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against concentration risk. Given this, few firms are expected to need to hold capital
for concentration risk.

The scope of our proposals for concentration risk monitoring extends beyond
reporting requirements and applies to all FCA investment firms.*® Examples of this

are set outinthe DP20/2 (paragraph 9.8) e.g. location of client money, location of
custody assets, firm's own cash deposits and earnings. Since firms are already required
to have adequate systems and controls, it could be argued that these monitoring
requirements already exist. However, it remains that the IFPR has referenced these
specific monitoring requirements so for firms that do not already have this monitoring
in place there will be some extra costs. However, this is not expected to be material.

Overall, we expect the proposed K-CON requirement not to have a material cost
impact as most FCA investment firms are already subject to very similar concentration
risk requirements. Some firms may need to improve their systems and controls

to comply with the new monitoring requirements, but this not expected to unduly
costly. Some CRR 96(1)(a) firms may be required to hold capital for the first time for
concentration risk, but this can be mitigated by having more diverse counterparties
and using credit risk mitigation techniques such as netting and or margining. For 96(1)
(b) firms the same applies for counterparty risk, but there could also be significant
amount of positionrisk, so arguably there is a greater possibility of having to hold
capital for concentration risk. The threshold above which K-CON applies to an
exposure is though set quite high at 25% of own funds on a single exposure or group of
connected exposures.

Reporting requirements
We are proposing to introduce a more proportionate and risk-based reporting regime
for FCAinvestment firms.

This will be achieved by:

a. Having a single suite of IFPR reporting forms. Currently, there are different sets of
regulatory returns depending on which prudential sourcebook firms fall under and if
they are subject to COREP or FINREP. This has proven to be unduly complex for firms
to navigate, especially if there is a change on permissions.

b. Reducing the number of data items reported, while maintaining sufficient
information to adequately supervise firms.

c. Requiring firms to report information to us quarterly.

The following reports will be consulted onin future consultations:

a. Remuneration reporting.
b. Internal capital and risk assessment (ICARA) reporting.
c. Fixed overhead reporting

Under our proposals FSA029 balance sheet and FSA030 income statement will be
retained and applied to all FCA investment firms. FSAOO1 balance sheet and FSA002
income statement and the corresponding COREP forms will no longer need to be
completed.

10 See MIFIDPRU 5
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70. SNIfirms will not be required to submit general concentration risk report MIFO04 and
K-CON report MIFOO5.

71. SNIfirms which have obtained an exemption from liquidity requirements will not be
required to submit liquidity report MIFO02. The FCA will consult on the IFPR liquidity
regime, including any relevant exemptions, in a future consultation.

72. Unless the group is subject to the group capital test (GCT) the ultimate UK parent
undertaking will continue to submit consolidated returns. The GCT however, requires
that each parent undertakingi.e. intermediate parent undertakings as well as the
ultimate UK parent undertaking, must report separately. Since the GCT is optional,
subject to FCA granting permission, it follows that firms will only request to apply the
GCT ifitis beneficial.

73. To enable the FCA to effectively supervise firms, we will continue to reserve the right
to require firms to provide additional information if required.

74. In summary, the reporting requirements that we are consulting on will be a scaled
down version of existing reporting requirements, with the added benefit that there
will be a dedicated single suite of reporting forms making navigating the requirements
far easier. Notwithstanding some initial one-off cost in becoming acquainted with
what reporting requirements have been removed or clarified, this should be overall
beneficial to firms.

Transitional arrangements for own funds requirements

75. IFPR transitional arrangements (or a phase-in period) are designed to reduce the
immediate impact of the new prudential requirements for (potentially smaller) firms
that might find transition challenging. These arrangements would give FCA investment
firms up to five years to comply after the IFPR's introduction, and so provide a potential
benefit. However, we do consider it not reasonably practicable to give an estimate of
the reductionin costs. There is uncertainty about how many firms will make use of this
transitional arrangement given it will ultimately depend upon the specific situation of
eachinvestment firm.

Permanent minimum capital (PMC)

76. At present, it is not reasonably practicable to prepare a meaningful estimate of the
costs or benefits arising from the proposals relating to the PMC. This is because
the PMC will not necessarily determine the overall capital requirements of an FCA
investment firm. Instead, we propose that the PMC will become the operative
requirement only where it is higher than the fixed overheads requirement (FOR) and
(for firms that are non-SNIl investment firms) the K-factor requirement (KFR) of the
relevant firm. We expect to publish proposals which will complete the outstanding
elements of the overall KFR calculation and will specify the calculation of the FOR in
our next consultation. Until those proposals are finalised, it is not generally possible
to determine the overall impact of the proposed PMC on the population of FCA
investment firms. We will incorporate the impact of the PMC into our next CBA, when
we will have complete proposed frameworks for the FOR and KFR.

Benefits

77. We believe that the benefits of our proposals will be delivered in the form of improved
consumer protection and particularly for clients of FCA investment firms, either
because it reduces the potential for firm failure itself, or because it reduces the
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potential for disorderly failure in the event that a firm does fail. The proposed changes
should help reduce economic losses in drawn-out insolvency proceedings or reliance
oninvestor compensation schemes, avoiding consequent impacts on other firms to
top-up these schemes to handle pay-outs. Overall confidence, investor sentiment and
market stability should also benefit.

FCA investment firms are also likely to benefit from a more proportionate and
risk-based reporting regime, and thus a less costly regime overall.

In addition, there will be benefits to the stability of the financial system and wider
economy that we have not been able to quantify, but which will be a part of the overall
package of benefits that we expect this new prudential regime to deliver.

We will provide a further analysis of benefits in the forthcoming consultations, covering
the rest of the new prudential regime for FCA investment firms.

I
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Annex 3
Other legal duties

Expected effect on mutual societies

The FCA does not expect the proposals in this paper to have a significantly different
impact on mutual societies.

Equality and diversity

We are required under the Equality Act 2010 in exercising our functions to 'have

due regard’ to the need to eliminate discrimination, harassment, victimisation and

any other conduct prohibited by or under the Act, advance equality of opportunity
between persons who share a relevant protected characteristic and those who do not,
to and foster good relations between people who share a protected characteristic and
those who do not.

As part of this, we ensure the equality and diversity implications of any new policy

proposals are considered. The outcome of our consideration in relation to these
matters in this case is stated in paragraphs 1.15-1.17 of this CP.

Legislative and Regulatory Reform Act 2006 (LRRA)

We have had regard to the principles in the LRRA for the parts of the proposals that
consist of general policies, principles or guidance and consider that they will help firms
understand and meet the regulatory requirements associated with our new capital
requirements framework, leading to better prudential outcomes for firms and their
clients. We also think our proposals are proportionate and take into consideration the
variety of firms in scope.

We have had regard to the Regulators' Code for the parts of the proposals that consist
of general policies, principles or guidance and consider the proposals do not create an
unnecessary burden on firms, or adversely affect competition.
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Annex 4
Abbreviations used in this paper

AIFMD Alternative Investment Fund Management Directive

AT1 Additional Tier 1 capital

BCBS Basel Committee on Banking Supervision

BIPRU Prudential sourcebook for banks, building societies and investment
firms

BRRD Bank Recovery and Resolution Directive

CBA Cost benefit analysis

CCP Central counter party

CET1 Common Equity Tier 1 capital

CMV Current market value

(ol Consultation Paper

CPMI Collective Portfolio Management Investment firm

COREP Common reporting

CRD Capital Requirements Directive

CRR Capital Requirements Regulation

Ccu Connected Undertaking

EBA European Banking Authority

EMP Energy market participant

ESG Environmental, Social and Governance

EU European Union

FCA Financial Conduct Authority

FICOD Financial Conglomerates Directive

FINREP Financial reporting
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FOR Fixed overheads requirement

FS Bill Financial Services Bill

FSE financial sector entities

FSMA Financial Services and Markets Act

GENPRU General Prudential sourcebook

GCT Group capital test

ICARA Internal Capital Adequacy and Risk Assessment
IFCW Investment Firm Consolidation Waiver

IFD Investment Firm Directive

IFPR Investment firm prudential regime

IFPRU Prudential sourcebook for investment firms
IPRU-INV Interim prudential sourcebook for investment business
IFR Investment Firm Regulation

KFR K-factor requirement

LRRA Legislative Regulatory Reform Act

MiFID Markets in Financial Instruments Directive
MIFIDPRU New Prudential sourcebook for solo regulated MiFID investment firms
OFR Own funds requirement

OFRE Own funds requirement for the excess

OMP Oil market participant

OoTC Over the counter

OTF Organised trading facility

PMC Permanent minimum capital

PMR Permanent minimum requirement

PRA Prudential Regulation Authority
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PS Policy Statement
RC Replacement cost
SFTs Securities financing transactions
SNI Small and non-interconnected investment firm
T2 Tier 2 capital
TOFR Total own funds requirement

Undertakings for Collective Investment in Transferable Securities

UcITS Directive

VaR Value at risk

Sign up for our weekly
news and publications alerts

We make all responses to formal consultation available for public inspection unless the respondent
requests otherwise. We will not regard a standard confidentiality statementin an email message as a
request for non-disclosure.

Despite this, we may be asked to disclose a confidential response under the Freedom of Information
Act 2000. We may consult you if we receive such a request. Any decision we make not to disclose the
response is reviewable by the Information Commissioner and the Information Rights Tribunal.

All our publications are available to download from www.fca.org.uk. If you would like to receive this paper
in an alternative format, please call 020 7066 7948 or email: publications_graphics@fca.org.uk or write to:
Editorial and Digital team, Financial Conduct Authority, 12 Endeavour Square, London E20 1JN
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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”):

Q) section 137A (The FCA’s general rules);

2 section 137T (General supplementary powers);

(€)) section 138D (Actions for damages);

4) section 139A (Power of the FCA to give guidance);

(5)  section 143D (Duty to make rules applying to parent undertakings);

(6) section 143E (Powers to make rules applying to parent undertakings);* and
(7) 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 [Editor’s note: insert date
one month before the application date specified in paragraph D]:

1) Part 2 of Annex A to the instrument; and
2 solely for the purpose of enabling a person to comply with the rules in Part 2
of Annex A to this instrument, the provisions in Part 1 of Annex A and in
Annex B to this instrument.
D. This instrument comes into force for all remaining purposes on [date].

Making the Prudential sourcebook for MiFID Investment Firms (MIFIDPRU)

E. The Financial Conduct Authority makes the rules and gives the guidance in Annex A
to this instrument.

Amendments to the Handbook

F. The Glossary of definitions is amended in accordance with Annex B to this
instrument.

G. The Supervision manual (SUP) is amended in accordance with Annex C to this
instrument.

! Editor’s note: The references to sections 143D and 143E of the Financial Services and
Markets Act 2000 are to those provisions as they appear in the Financial Services Bill
introduced in the House of Commons on 20 October 2020. The reference to the statutory
powers and related provisions in this instrument may need to be reviewed and updated if the
Bill is amended during the parliamentary process.
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Notes

H. 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

l. This instrument may be cited as the Investment Firms Prudential Regime Instrument
2021.

J. The sourcebook in Annex A to this instrument may be cited as the Prudential
sourcebook for MiFID Investment Firms (or MIFIDPRU).

By order of the Board
[date]

[Editor’s note:

The text of the EU CRR is amended at the EU level by the EU texts of the Investment Firms
Regulation (Regulation (EU) 2019/2033) (“IFR”) and Regulation (EU) 2019/876 amending
the EU CRR (“CRR2”). All references to the UK CRR in this instrument are references to the
onshored UK CRR in the form in which it would appear if it contained equivalent
amendments, unless expressly stated otherwise. The FCA expects that such amendments will
largely be made to the UK CRR by UK primary and secondary legislation. This is consistent
with HM Treasury’s stated legislative approach in its ‘Prudential standards in the Financial
Services Bill’ policy statement published in June 2020. However, the FCA may replace
cross-references to the UK CRR in this consultation text with final rules that copy out
provisions of the UK CRR in full (reflecting the necessary amendments) to the extent that it is
necessary or desirable to do so to make the rules easier for firms to use.

Notes marked “Note:” in this instrument contain references to provisions of the EU IFR or
EU Investment Firms Directive (Directive (EU) 2019/2034) (“IFD”). As the IFR and IFD
will not apply in the UK, these references will not appear in the final Handbook text. They
are provided in this draft instrument solely to assist firms in identifying EU provisions which
have a broadly similar effect to the Handbook provision to which they relate. These
references may assist firms and groups that operate on an international basis in understanding
how the UK prudential regime for investment firms will achieve similar outcomes to the EU
IFR and IFD and therefore may be useful for implementation purposes.

References to the “Act” (i.e. the Financial Services and Markets Act 2000) are references to
provisions of the Act as they are expected to appear following the enactment of the Financial
Services Bill 2020-21.

Amendments to the Glossary of definitions in this instrument assume that the FCA will be
repealing the related parts of the BIPRU and IFPRU sourcebooks. The FCA will consult on
the repeal of existing sourcebooks in a subsequent consultation.]
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Annex A

Prudential sourcebook for MiFID Investment Firms (MIFIDPRU)

In this Annex, all the text is new and is not underlined.

Insert the following new sourcebook, the Prudential sourcebook for MiFID Investment Firms
(MIFIDPRU) after the Prudential sourcebook for Insurers (INSPRU).

Part 1: Comes into force on [date]

1 Application

1.1 Application and purpose
[Editor’s note: This section will be published in a subsequent consultation
paper.]

1.2 SNI MIFIDPRU investment firms

Basic conditions to be classified as an SNI MIFIDPRU investment firm

121 R A MIFIDPRU investment firm is an SNI MIFIDPRU investment firm if
it satisfies the following conditions:

1)

@)

(3)

(4)

()
(6)

its AUM, as calculated in accordance with MIFIDPRU
[Editor’s note: insert the appropriate cross-reference to the
calculation methodology for AUM in MIFIDPRU 4.7] is less
than £1.2 billion;

its COH, as calculated in accordance with MIFIDPRU [Editor’s
note: insert the appropriate cross-reference to the calculation
methodology for COH in MIFIDPRU 4.10] is less than:

@ £100 million per day for cash trades; and
(b)  £1 billion per day for derivatives trades;

its ASA, as calculated in accordance with MIFIDPRU [Editor’s
note: insert the appropriate cross-reference to the calculation
methodology for ASA in MIFIDPRU 4.9] is zero;

its CMH, as calculated in accordance with MIFIDPRU
[Editor’s note: insert the appropriate cross-reference to the
calculation methodology for CMH in MIFIDPRU 4.8] is zero;

it does not have permission to deal on own account;

the on- and off-balance sheet total of the firm is less than £100
million; and
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(7)  the total annual gross revenue from investment services and/or
activities of the firm is 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.

[Note: article 12(1), first paragraph of the IFR.]

1.2.2 G The definitions of ASA 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 SNI
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] and [4.9].2

Additional provisions relating to the calculation of conditions to be classified
as an SNI MIFIDPRU investment firm

1.2.3 R Notwithstanding the calculation methodologies in MIFIDPRU 4, the
firm shall use the following for the purposes of the criteria in
MIFIDPRU 1.2.1R:

(1)  end-of-day values to assess each of the following conditions:
(@  its AUM under MIFIDPRU 1.2.1R(1);
(b)  its COH under MIFIDPRU 1.2.1R(2);
(c)  its ASA under MIFIDPRU 1.2.1R(3);

(2)  intra-day values to assess its CMH under MIFIDPRU
1.2.1R(4).

[Note: article 12(1), second to fourth subparagraphs of the IFR.]

1.2.4 R (1) By way of derogation from MIFIDPRU 1.2.1R, a firm may use
the alternative approach in (2) to measure:

@) its AUM for the purposes of MIFIDPRU 1.2.1R(1);
and/or

(b) its COH for the purposes of MIFIDPRU 1.2.1R(2).

(2)  The alternative approach is to apply the methodologies in
MIFIDPRU 4 for measuring AUM and COH, but with the
following modifications:

2 Editor’s note: It is currently anticipated that these rules and guidance will be published as
part of the rules for calculating CMH and ASA in a subsequent consultation paper.
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@ the measurement must be performed over the
immediately preceding 12 months; and

(b)  the exclusion of the three most recently monthly values
does not apply.

A firm that chooses to apply the derogation in (1) must:

@) notify the FCA by [Editor’s note: notification and
contact details to be inserted] before applying the
alternative approach in (2); 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).

[Note: article 12(1), sixth subparagraph.]

Where a firm relies on the derogation in MIFIDPRU 1.2.4R, the
alternative approach applies only for the purpose of determining
whether the firm meets the requirements to be classified as an SNI
MIFIDPRU investment firm. It does not apply for the purpose of a
MIFIDPRU investment firm’s calculation of its K-factor requirement
under MIFIDPRU 4.

1)

@)

A firm must use the values recorded at the end of the last
financial year for which accounts have been finalised and
approved by its management body to assess each of the
following conditions:

@ its on- and off-balance sheet total under MIFIDPRU
1.2.1R(6); and

(b) its total annual gross revenue under MIFIDPRU
1.2.1R(7).

By way of derogation from (1), where a firm s accounts have
not been finalised and approved after six months from the end
of the last financial year, the firm must use provisional accounts
for the purposes of this rule.

[Note: article 12(1), fifth subparagraph.]

(1)

A firm may use the end-of-day value for CMH instead of the
intra-day value under MIFIDPRU 1.2.3R(2) if:

@ there has been an error in record-keeping or in the
reconciliation of accounts that incorrectly indicated that
the firm had breached the zero threshold in MIFIDPRU
1.2.1R(4); and
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(b)  the error is resolved before the end of the business day
to which it relates.

Where a firm relies on (1) to use an end-of-day value, it must
notify the FCA by [Editor’s note: notification and contact
details to be inserted] immediately of:

@) the error;

(b)  the reasons that the error occurred; and
(c) how the error has been corrected.
article 12(1), fourth subparagraph of the IFR.]

MIFIDPRU 1.2.7R applies to a situation where a firm has
incorrectly recorded an amount of client money as CMH. This
could occur, for example, where there has been an error in data
entry, or where a firm incorrectly records client money as
meeting the CMH definition and identifies the mistake before
the end of the same business day.

MIFIDPRU 1.2.7R does not apply where a firm mistakenly
accepts an amount that meets the CMH definition and
subsequently returns that amount to the relevant client. In that
case, the firm will have breached the zero threshold in
MIFIDPRU 1.2.1R(4) and the situation has not arisen merely
due to an error in record-keeping or reconciliation. A firm that
wishes to be classified as an SNI investment firm should
therefore operate effective systems and controls that prevent it
from mistakenly accepting money or assets that constitute CMH
or ASA.

A MIFIDPRU investment firm must assess the following conditions on
the basis of the firm s individual situation:

(1)
(2)
(3)
[Note:

(1)

ASA under MIFIDPRU 1.2.1R(3);

CMH under MIFIDPRU 1.2.1R(4); and

whether the firm has permission to deal on own account.
article 12(2), second subparagraph of the IFR.]

A MIFIDPRU investment firm must assess the conditions in (2)
on the basis of the combined position of each of the following
entities that form part of the same group as that MIFIDPRU
investment firm:

€)) MIFIDPRU investment firms;
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(b) designated investment firms;
(©) collective portfolio management investment firms; and

(d) third country investment firms that carry on investment
services and/or activities in the UK.

The relevant conditions are:
(@  AUM under MIFIDPRU 1.2.1R(1);
(b) COH under MIFIDPRU 1.2.1R(2);

(© the on- and off-balance sheet total under MIFIDPRU
1.2.1R(6); and

(d)  total annual gross revenue under MIFIDPRU 1.2.1R(7).

When measuring the combined total annual gross revenue
under (2)(d), the firm may exclude any double counting that
may arise in respect of gross revenues generated within the
group.

For the purposes of this rule, when calculating the contribution
to the combined position of the group of:

@ a collective portfolio management investment firm, a
MIFIDPRU investment firm is required to include only
amounts that are attributable to the investment services
and/or activities that fall within COLL 6.9.9R (4) to (6)
or FUND 1.4.3R (3) to (6); and

(b)  athird country investment firm, a MIFIDPRU
investment firm is required to include only amounts that
are attributable to the investment services and/or
activities that are carried on by the third country
investment firm in the UK.

article 12(2), first subparagraph of the IFR.]

MIFIDPRU 1.2.10R applies to each individual MIFIDPRU
investment firm by reference to the relevant entities that form
part of that firm’s group. The purpose of that rule is to prevent
a MIFIDPRU investment firm from dividing its business
between multiple separate group entities that may each carry-on
investment services and/or activities in the UK in order to avoid
being classified as a non-SNI MIFIDPRU investment firm.
Where two or more MIFIDPRU investment firms exceed one or
more of the relevant thresholds in MIFIDPRU 1.2.10R on a
combined basis, each of those firms will be treated as a non-SNI
MIFIDPRU investment firm as a result.
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(2)  Where a MIFIDPRU investment firm forms part of an
investment firm group to which consolidation applies under
MIFIDPRU 2.5, MIFIDPRU 2.5.21R explains how MIFIDPRU
1.2 applies to the consolidated situation of the relevant UK
parent entity.

Summary of conditions to be classified as an SNI MIFIDPRU
investment firm and associated calculation requirements

G The following table summarises the effect of MIFIDPRU 1.2.1R to

1.2.10R.
Measure Measurement | Threshold to | Application of
of relevant | be classified | threshold on
values as an SNI an individual
MIFIDPRU basis or
investment combined
firm basis of
investment
firms within a
group (see
MIFIDPRU
1.2.8R)
AUM End-of-day Less than Combined See
£1.2 billion Note 1
COH End-of-day Less than Combined See
(cash trades) £100 million Note 1
per day
COH End-of-day Lessthan £1 | Combined See
(derivatives) billion per Note 1
day
ASA End-of-day Zero Individual
CMH Intra-day Zero Individual See
Note 2
DTF Firm must not have Individual
permission to deal on own —
NPR account, so these measures Individual
must always be zero
CMG Individual
TCD Individual
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On- and off- End of last Less than Combined See
balance sheet | financial year | £100 million Note 3
total for which

accounts

finalised by

management

body

Total annual End of last Less than £30 | Combined See

gross revenue | financial year | million, Notes 3

from for which based on an and 4

investment accounts average of

services and/or | finalised by annual

activities management | figures for
body the two-year

period
immediately
preceding the
current
financial year

Notes

Note 1: The firm may calculate the relevant values for these
measures by applying the applicable methodologies in
MIFIDPRU 4, but over a period of the most recent 12
months and without excluding the three most recent
monthly values, in accordance with MIFIDPRU 1.2.4R.

Note 2: If there has been an error in record keeping or in
reconciliation of accounts that incorrectly indicated the firm
has breached the zero threshold for CMH and the error is
corrected before the end of the business day to which it
relates, the firm may use the end-of-day value in accordance
with MIFIDPRU 1.2.7R.

Note 3: Where the relevant accounts have not been finalised and
approved after six months from the end of the last financial
year, the firm must use provisional accounts for these
purposes, in accordance with MIFIDPRU 1.2.6R.

Note 4: The firm may exclude any double counting that may arise in

respect of gross revenues generated within the group, in
accordance with MIFIDPRU 1.2.10R.

Non-SNI MIFIDPRU investment firms that subsequently meet the conditions
to be an SNI MIFIDPRU investment firm
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(1)  This rule applies to a firm that is originally a non-SNI MIFIDPRU
investment firm and subsequently satisfies all the conditions in
MIFIDPRU 1.2.1R.

(2)  The firmin (1) shall be reclassified as an SNI MIFIDPRU
investment firm only:

(a) after a period of six months from the date on which the firm
met all the relevant conditions; and

(b)  where the firm also meets the requirements in (3).
(3)  The relevant requirements are that the firm:

(@  must not subsequently breach one or more of the conditions
in MIFIDPRU 1.2.1R during the six-month period in (2)(a);
and

(b)  has promptly notified the FCA by [Editor’s note: contact
details to be inserted] that it has met all of the conditions in
MIFIDPRU 1.2.1R for the six-month period in (2)(a).

[Note: article 12(4) of the IFR.]

Ceasing to meet the conditions to be an SNI MIFIDPRU investment firm

R

R

Where a MIFIDPRU investment firm no longer meets all the conditions
set out in MIFIDPRU 1.2.1R, it shall cease to be an SNI MIFIDPRU
investment firm with immediate effect, except where MIFIDPRU 1.2.15R
applies.

[Note: article 12(3), first subparagraph of the IFR.]

(1)  Where a MIFIDPRU investment firm no longer meets one or more
of the thresholds in (2), but continues to meet all other conditions
in MIFIDPRU 1.2.1R, it shall cease to be an SNI MIFIDPRU
investment firm three months after the date on which the relevant
threshold was first exceeded.

(2)  The relevant conditions are:
(@ the AUM threshold in MIFIDPRU 1.2.1R(1);

(b) either or both of the COH thresholds in MIFIDPRU
1.2.1R(2);

(c) the on- and off-balance sheet total threshold in MIFIDPRU
1.2.1R(6); and

(d) the total annual gross revenue threshold in MIFIDPRU
1.2.1R(7).

Page 10 of 235



FCA 2021/XX

[Note: article 12(3), second subparagraph of the IFR.]

1.2.16 R Where a MIFIDPRU investment firm ceases to meet one of the
conditions in MIFIDPRU 1.2.1R, it must promptly notify the FCA by
[Editor’s note: contact details to be inserted].

[Note: article 12(3), second subparagraph of the IFR.]

1.2.17 G Where a firm ceases to meet one of the conditions in MIFIDPRU
1.2.11R, but subsequently begins to satisfy that condition again within
the three-month period referred to in that rule, the firm will still be
reclassified as a non-SNI MIFIDPRU investment firm three months after
the date on which it first ceased to meet that condition. The firm will only
be reclassified as an SNI MIFIDPRU investment firm where it meets the
conditions in MIFIDPRU 1.2.13R.

Application of senior management, remuneration and systems and controls
requirements to SNI MIFIDPRU investment firms

1.2.18 R (1) Subject to (2) and (3), the following provisions do not apply to an
SNI MIFIDPRU investment firm:

(@)  [Editor’s note: any requirements which will be disapplied in
relation to SNI MIFIDPRU investment firms and which
should be referenced in this rule will be published as part of
a future consultation paper.]

[(b) [Editor’s note: further provisions to be listed here will be
] published as part of a future consultation paper]®

(2) Ifanon-SNI MIFIDPRU investment firm meets the conditions to
be classified as an SNI MIFIDPRU investment firm, the provisions
in (1) will cease to apply only:

(@  six months after the date on which the firm first met the
conditions to be reclassified as an SNI MIFIDPRU
investment firm; and

(b)  provided that the firm:

3 Editor’s note: The FCA will consult in a subsequent consultation paper on the proposed
approach to applying IFPR remuneration, governance and risk management requirements
(including the internal capital and risk assessment (ICARA) process). That consultation will
also explain the extent to which such requirements will apply to SNI MIFIDPRU
investment firms. The relevant cross-references to any requirements that are disapplied for
SNI MIFIDPRU investment firms will be populated in MIFIDPRU 1.2.18R at that time.
The proposed structure of MIFIDPRU 1.2.18R in this instrument is without prejudice to the
content of the FCA’s proposals in the future consultation paper and may be amended as part
of that future consultation.
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(i)  continued to meet the conditions to be classified as
an SNI MIFIDPRU investment firm without
interruption throughout that six-month period; and

(i) has given the notification in MIFIDPRU
1.2.13R(3)(b) to the FCA promptly following the
expiry of the relevant period.

(3) Ifan SNI MIFIDPRU investment firm no longer meets the
conditions to be classified as such, it must:

(@  notify the FCA immediately of the date on which it ceased
to be eligible to be classified as an SNI MIFIDPRU
investment firm; and

(b)  comply with the provisions in (1) within 12 months from
the date on which the firm ceased to be eligible to be an SNI
MIFIDPRU investment firm.

G MIFIDPRU investment firms are reminded that under the Capital
Requirements (Country-by-Country Reporting) Regulations 2013 (Sl
2013/3118) as amended*, non-SNI MIFIDPRU investment firms may be
required to disclose certain information relating to their branches or
subsidiaries outside the UK. Those Regulations also set out how the
country-by-country reporting obligations apply when a MIFIDPRU
investment firm is reclassified as either an SNI MIFIDPRU investment
firm or a non-SNI MIFIDPRU investment firm.

Actions for damages

R A contravention of the rules in MIFIDPRU does not give rise to a right
of action by a private person under section 138D of the Act (and each of
those rules is specified under section 138D(3) of the Act as a provision
giving rise to no such right of action).

Level of application of requirements
Application and purpose
Application

R MIFIDPRU 2 applies to:

Q) a MIFIDPRU investment firm;

4 Editor’s note: The Financial Services Bill, as introduced in the House of Commons on 20
October 2020, amends SI 2013/3118 so that country-by-country reporting obligations will
apply to FCA investment firms. This guidance provision may change if the Bill is amended
during the parliamentary process.
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a UK parent entity;

a UK investment holding company, UK mixed financial holding
company or UK mixed-activity holding company; and

a parent undertaking in the UK that is a relevant financial
undertaking in an investment firm group.

2.1.2 G This chapter contains:

1)

)

(3)

(4)

arule, MIFIDPRU 2.2.1R, applying requirements in this
sourcebook to MIFIDPRU investment firms on an individual
basis;

rules in MIFIDPRU 2.3 outlining the circumstances where a
MIFIDPRU investment firm may apply to the FCA for an
exemption from specific requirements in this sourcebook that
apply on an individual basis;

rules and guidance in MIFIDPRU 2.4 which contain:

(@  guidance on the basic definition of an investment firm
group;

(b)  rules and guidance relating to the undertakings that are
included within an investment firm group; and

(c)  rules and guidance on how an investment firm group may
apply to the FCA for permission to use the group capital
test as an alternative to the prudential consolidation
requirements in MIFIDPRU 2.5, as well as the applicable
criteria for such an application;

rules and guidance in MIFIDPRU 2.5 which cover the following
(note that a more detailed breakdown of the rules and guidance in
MIFIDPRU 2.5 is contained in the table in MIFIDPRU 2.5.3G):

(@)  the application of requirements in this sourcebook on a
consolidated basis;

(b)  the circumstances in which the FCA may permit an
investment firm group to disapply certain prudential
consolidation requirements; and

(¢)  how prudential consolidation would apply to an investment

firm group in practice, in the context of different
obligations contained in this sourcebook;
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(5) rules and guidance in MIFIDPRU 2.6 in relation to the group
capital test; and

(6) rules and guidance in MIFIDPRU 2.7 which cover the following:

(@)  additional requirements and FCA supervisory powers that
are relevant to a UK parent entity; and

(b)  additional requirements that are relevant to a MIFIDPRU
investment firm which is a subsidiary of a UK mixed-
activity holding company.

2.2 General principle

2.2.1 R A MIFIDPRU investment firm must comply with the rules in
MIFIDPRU 3 to MIFIDPRU 9 on an individual basis.

[Note: article 5 of the IFR.]
2.3 Exemptions

2.3.1 R A MIFIDPRU investment firm will be exempt from MIFIDPRU [8]°
(Disclosure by investment firms), as applied by MIFIDPRU 2.2.1R,
where:

(1) the firm has applied to the FCA in accordance with MIFIDPRU
2.3.3R;

(2) the application in (1) has demonstrated the following to the
satisfaction of the FCA:

@) the firm is a SNI MIFIDPRU investment firm;

(b) the firm is a subsidiary and is included in the supervision
on a consolidated basis of an insurance undertaking or
reinsurance undertaking in accordance with Rule 10.5 of
the PRA Rulebook: Solvency Il firms: Group
Supervision;

(© both the firm and its parent undertaking are subject to
authorisation and supervision in the UK;

(d) own funds are distributed adequately between the firm
and its parent undertaking and:

0] there is no current or foreseen material practical or
legal impediment to the prompt transfer of capital

® Editor’s note: The FCA intends to consult on the public disclosure requirements for
investment firms in MIFIDPRU 8 in a future consultation paper.
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or repayment of liabilities by the parent
undertaking;

(i) either the parent undertaking will guarantee the
commitments entered into by the firm, or the risks
in the firm are of negligible interest;

(iii)  the risk evaluation, measurement and control
procedures of the parent undertaking include the
firm; and

(iv)  the parent undertaking holds more than 50% of
the voting rights attached to shares in the capital
of the firm or has the right to appoint or remove a
majority of the members of the firm’s
management body.

(3) the PRA does not object to the exemption.
[Note: article 6(2) of the IFR.]

2.3.2 R A MIFIDPRU investment firm will be exempt from MIFIDPRU [6]°
(Liquidity), as applied by MIFIDPRU 2.2.1R, where:

1) the firm has applied to the FCA in accordance with MIFIDPRU
2.3.3R;

(2) the application in (1) has demonstrated the following to the
satisfaction of the FCA:

(@) the firm:
Q) is supervised on a consolidated basis in
accordance with Chapter 2 of Title 11 of Part One
of UK CRR; or

(i) isincluded in an investment firm group subject to
MIFIDPRU 2.5.11R and has not obtained the
exemption referred to in MIFIDPRU 2.5.19R;

(b) the parent undertaking, on a consolidated basis, monitors
and has oversight at all times over the liquidity positions
of all institutions and MIFIDPRU investment firms within
the group or sub-group that are exempted from liquidity
requirements on an individual basis, and ensures a
sufficient level of liquidity for all of those institutions and
MIFIDPRU investment firms;

® Editor’s note: The FCA intends to consult on the liquidity requirements in MIFIDPRU 6 in
a future consultation paper.
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(©) the parent undertaking and the firm have entered into
contracts that, to the satisfaction of the appropriate
regulator, provide for the free movement of funds
between the parent undertaking and the firm to enable
them to meet their individual obligations and joint
obligations as they become due;

(d) there is no current or foreseen material, practical or legal
impediment to the fulfilment of the contracts referred to
in (c); and

the PRA, if consolidating supervisor of the group, does not object
to the exemption.

[Note: article 6(3) of the IFR.]

R An application referred to in MIFIDPRU 2.3.1R(1) or MIFIDPRU
2.3.2R(1) must:

1)
(@)

be made using the form in MIFIDPRU 2 Annex 1R; and

be submitted to the FCA according to the instructions in that
form.

Investment firm groups: general

Application and purpose

R This section applies to:

1)
(2)
G ()

@)

3)

G @

a UK parent entity; and
a MIFIDPRU investment firm.

The basic definition of an investment firm group covers a parent
undertaking and its subsidiaries, at least one of which must be a
MIFIDPRU investment firm.

The definition of an investment firm group also includes
connected undertakings. These are relevant financial
undertakings which are not subsidiaries, but which form part of
the investment firm group due to one of the types of relationship
listed in MIFIDPRU 2.4.6R.

If the relevant subsidiaries of the investment firm group include a
UK credit institution, the group will not be an investment firm
group. However, if a UK credit institution is merely a connected
undertaking in relation to an investment firm group, that group
will still be an investment firm group.

When a UK parent entity or a MIFIDPRU investment firm is
identifying whether it forms part of an investment firm group, it
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will need to identify all relevant financial undertakings that are
either subsidiaries or connected undertakings.

The UK parent entity or MIFIDPRU investment firm can use the
analysis in (1) to determine whether the investment firm group:

@ is likely to be subject to consolidation under MIFIDPRU
2.5;or

(b) has a sufficiently simple structure to justify submitting an
application to the FCA to apply the group capital test
under MIFIDPRU 2.6.

Where consolidation under MIFIDPRU 2.5 applies, the
definition of an investment firm group and the resulting
consolidated situation includes all relevant financial
undertakings that are either subsidiaries or connected
undertakings.

Where MIFIDPRU 2.6 applies, the definition of an investment
firm group means that the group capital test only applies to a
parent undertaking in relation to relevant financial undertakings
that are its subsidiaries. It does not apply in relation to relevant
financial undertakings that are merely connected undertakings of
the parent undertaking.

However, as explained in MIFIDPRU 2.4.19G, where an
investment firm group contains connected undertakings, the FCA
considers that the underlying structure of the investment firm
group is unlikely to be sufficiently simple to permit the
application of the group capital test. As a result, it is likely that
the UK parent entity of the relevant investment firm group will
need to apply consolidation under MIFIDPRU 2.5 instead.

The definition of a subsidiary for the purposes of MIFIDPRU
refers to any undertaking which is a “subsidiary undertaking” as
defined in section 1162, read together with Schedule 7, of the
Companies Act 2006.

UK parent entities and firms are reminded that under section
1162(4) of the Companies Act 2006, this includes relationships
where either of the following apply in relation to an undertaking
(“A”) and another undertaking (“B”):

@ A has the power to exercise, or actually exercises,
dominant influence or control over B; or

(b) A and B are managed on a unified basis.
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UK parent entities and firms are also reminded that under section
1162(5) of the Companies Act 2006, if an undertaking (“A”) has
a subsidiary undertaking (“B”) and B is a parent undertaking of
another undertaking (“C”), then C is also a subsidiary
undertaking of A. As a result, the definition of a subsidiary in
MIFIDPRU includes subsidiaries of subsidiaries.

Connected undertakings: general

R

An undertaking (“CU”) is a connected undertaking of another
undertaking (“P1”) if:

1)

(@)

(3)

(4)

()

P1 is connected to CU by majority common management in
accordance with MIFIDPRU 2.4.8R(1);

P1 exercises significant influence over CU in accordance with
MIFIDPRU 2.4.10R(1);

P1 and CU have been placed under single management, other
than pursuant to a contract, clauses in memoranda or articles of
association, in accordance with MIFIDPRU 2.4.12R(1);

CU is a subsidiary of another undertaking (“P2”), and P2:

@) is connected to P1 by majority common management in
accordance with MIFIDPRU 2.4.8R(1); or

(b) has been placed under single management with P1, other
than pursuant to a contract, clauses in memoranda or
articles of association, in accordance with MIFIDPRU
2.4.12R(1); or

P1 holds a participation in CU in accordance with MIFIDPRU
2.4.15R.

The criteria in MIFIDPRU 2.4.8R(2)-(5) and MIFIDPRU 2.4.12R(2)-(5)
for determining the deemed parent undertaking in relation to a connected
undertaking apply on the basis of the facts at the time at which the
relevant relationship first arises. This means that subsequent changes in
the own funds requirement of entities or investment firm groups
referenced in those rules will not lead to a change in the deemed parent
undertaking for such purposes.

Connected undertakings: majority common management

R

1)

This rule applies where:

@ a MIFIDPRU investment firm is connected to a relevant
financial undertaking by majority common management;
or
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(b) a relevant financial undertaking that forms part of an
investment firm group is connected to another relevant
financial undertaking by majority common management.

If only one of the undertakings connected by majority common
management forms part of an existing investment firm group,
that undertaking shall be deemed to be the parent undertaking of
the other undertaking when applying the requirements in
MIFIDPRU 2.5.

If both undertakings connected by majority common
management form part of separate existing investment firm
groups, the undertaking that forms part of the investment firm
group which has, or would have, the higher consolidated own
funds requirement based on its consolidated situation, shall be
deemed to be the parent undertaking of the other undertaking
when applying the requirements in MIFIDPRU 2.5.

If neither of the undertakings connected by majority common
management forms part of an existing investment firm group and
both undertakings are MIFIDPRU investment firms, the
MIFIDPRU investment firm with the higher individual own funds
requirement shall be deemed to be the parent undertaking of the
other MIFIDPRU investment firm when applying the
requirements in MIFIDPRU 2.5.

If neither of the undertakings connected by majority common
management forms part of an existing investment firm group and
only one of those undertakings is a MIFIDPRU investment firm,
the MIFIDPRU investment firm shall be deemed to be the parent
undertaking of the other undertaking when applying the
requirements in MIFIDPRU 2.5.

[Note: article 2(1) and (2) of the draft consolidation RTS.]

2.4.9 G A MIFIDPRU investment firm may wish to apply to the FCA under
section 138A of the Act to modify the application of MIFIDPRU
2.4.8R(2)-(5), if it considers that a different undertaking should be
deemed to be the parent undertaking for the purposes of MIFIDPRU 2.5
in the context of majority common management.

[Note: article 2(3) of the draft consolidation RTS.]

Connected undertakings: significant influence without participation or capital

ties

2410 R (1)

This rule applies where:
@ any of the following undertakings (“A”) exercises

significant influence over a relevant financial
undertaking:
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Q) a MIFIDPRU investment firm;
(i)  an investment holding company; or
(iii)  a mixed financial holding company; and
(b) the relevant financial undertaking is not:
Q) a subsidiary of A; or
(i) connected to A by majority common management.

Where this rule applies, A shall be deemed to be the parent
undertaking of the relevant financial undertaking for the
purposes of MIFIDPRU 2.5.

For the purposes of MIFIDPRU 2.4.10R(1)(a), the following
circumstances may be indicators that A is exercising significant influence
over the relevant financial undertaking:

1)

(@)

3)

(4)

()

(6)

()

A appoints or has the ability to appoint a representative in the
management body, either in the executive or in the supervisory
function, of the relevant financial undertaking;

A participates in the policy-making processes of the relevant
financial undertaking, including participation in decisions about
dividends and other distributions;

the existence of material transactions between the two
undertakings;

the interchange of managerial personnel between the two
undertakings;

the provision of essential technical information or critical
services from one entity to the other;

A enjoys additional rights in the relevant financial undertaking,
by virtue of a contract or of a provision in the articles of
association or other constitutional documents of that
undertaking, that could affect the management or the decision-
making of that relevant financial undertaking; and

the existence of share warrants, share call options, debt
instruments that are convertible into ordinary shares or other
similar instruments that are currently exercisable or convertible
and have the potential, if exercised or converted, to give voting
power or to reduce another party’s voting power over the
financial and operating policies of the relevant financial
undertaking.

Page 20 of 235



FCA 2021/XX

[Note: article 3(2) of the draft consolidation RTS.]

Connected undertakings: single management other than pursuant to a contract,
clauses in memoranda or articles of association

2412 R (1) This rule applies where:

@ any of the following undertakings (“A”) has been placed
under single management, other than pursuant to a
contract, clauses in memoranda or articles of association,
with a relevant financial undertaking:

Q) a MIFIDPRU investment firm;

(i)  an investment holding company; or

(iii)  a mixed financial holding company; and
(b) the relevant financial undertaking is not:

Q) a subsidiary of A;

(i) connected to A by majority common management;
or

(iif)  an undertaking over which A exercises significant
influence in accordance with MIFIDPRU 2.4.10R.

(2) If only one of the undertakings placed under single management
already forms part of an existing investment firm group, that
undertaking shall be deemed to be the parent undertaking of the
other undertaking when applying the requirements in
MIFIDPRU 2.5.

(3) If both undertakings placed under single management form part
of separate existing investment firm groups, the undertaking that
forms part of the investment firm group which has, or would
have, the higher consolidated own funds requirement based on its
consolidated situation shall be deemed to be the parent
undertaking of the other undertaking when applying the
requirements in MIFIDPRU 2.5.

4) If neither of the undertakings placed under single management
forms part of an existing investment firm group and both of those
undertakings are MIFIDPRU investment firms, the MIFIDPRU
investment firm with the higher individual own funds
requirement shall be deemed to be the parent undertaking of the
other MIFIDPRU investment firm when applying the
requirements in MIFIDPRU 2.5.

5) If neither of the undertakings placed under single management
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forms part of an existing investment firm group and only one of
those undertakings is a MIFIDPRU investment firm, the
MIFIDPRU investment firm shall be deemed to be the parent
undertaking of the other undertaking when applying the
requirements in MIFIDPRU 2.5.

[Note: article 4(1) of the draft consolidation RTS.]

For the purposes of MIFIDPRU 2.4.12R, the following circumstances are
indicators that the type of single management in MIFIDPRU
2.4.12R(1)(a) may exist:

1)

@)

A and the relevant financial undertaking are controlled by:
@) the same natural person;
(b) the same group of natural persons;

(©) an undertaking or the same group of undertakings that do
not otherwise belong to that group;

(d) an undertaking or the same group of undertakings that
are not established in the UK; or

the majority of the management body, either in its executive or in
its supervisory function, of A and the relevant financial
undertaking is composed of people appointed by the same
undertaking or undertakings, by the same natural person or by
the same group of natural persons, even if they do not necessarily
consist of the same people.

The indicators in MIFIDPRU 2.4.13G are not conclusive and the
occurrence of a situation in which two or more undertakings are placed
under single management for the purposes of MIFIDPRU 2.4.12R must
in each case be assessed by reference to the individual facts, and in
particular whether in practice there is effective coordination of the
financial and operating policies of the relevant undertakings.

[Note: article 4(2) of the draft consolidation RTS.]

Connected undertakings: participations

R

1)

This rule applies where the following conditions are met:

@ one of the following (“A”) holds, directly or indirectly, a
participation in a relevant financial undertaking:

Q) a MIFIDPRU investment firm;
(i) an investment holding company; or

(iii)  a mixed financial holding company;
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(b) the relevant financial undertaking is not:
0] a subsidiary of A; or

(i) connected to A by majority common management;
or

(iii)  an undertaking over which A exercises significant
influence in accordance with MIFIDPRU 2.4.10R;
or

(iv)  an undertaking with which A has been placed
under single management in accordance with
MIFIDPRU 2.4.12R; and

(©) A forms part of an existing investment firm group.

Where this rule applies, A shall be deemed to be the parent
undertaking of the relevant financial undertaking when applying
the requirements in MIFIDPRU 2.5.

By virtue of the definition of a participation, where an
undertaking (“A”) has direct or indirect ownership of 20% or
more of the voting rights in, or capital of, a relevant financial
undertaking, A will hold a participation in that undertaking.

However, A may also hold a participation where, even though A
does not have an ownership interest as described in (1), A
nonetheless has rights in the capital of the relevant financial
undertaking which create a durable link with that undertaking
which is intended to contribute to its activities.

For the purpose of assessing whether there is a participation of
the type described in (2), it is relevant to consider the overall
ownership structure of the relevant financial undertaking, having
regard in particular to whether interests in the capital or voting
rights of the relevant financial undertaking are distributed across
a large number of shareholders, or whether A is the main
investor.

Application to apply the group capital test to an investment firm group

R

An investment firm group will be subject to the requirements in
MIFIDPRU 2.6, rather than those in MIFIDPRU 2.5, where:

1)

@)

the UK parent entity of that investment firm group or a
MIFIDPRU investment firm within that investment firm group
has applied to the FCA in accordance with MIFIDPRU 2.4.18R;
and

the FCA is satisfied on the basis of the application in (1) that:
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@ the group structure of the investment firm group is
sufficiently simple to justify applying the group capital
test; and

(b) there are no significant risks to clients or to the market
stemming from the investment firm group as a whole that
would otherwise require supervision on a consolidated
basis.

[Note: article 8(1) of the IFR.]
An application submitted under MIFIDPRU 2.4.17R(1):

1) must be made using the form in MIFIDPRU 2 Annex 3R, and
should be submitted to the FCA in accordance with the
instructions in that form;

(2) must include:
(@) a group structure chart that:

Q) identifies each undertaking that forms part of the
investment firm group;

(i) explains the nature of the business or activities
undertaken by each undertaking;

(iii)  identifies whether each undertaking is a relevant
financial undertaking and, if so, which type of
relevant financial undertaking it is; and

(iv)  explains the nature and degree of ownership or
control that connects the undertaking to the
investment firm group (including, where
applicable, any relationship which has led the
undertaking to be classified as a connected
undertaking in relation to the investment firm

group);

(b) an explanation of why the group structure is sufficiently
simple to justify the application of the group capital test;

(© an explanation of why there are no significant risks to
clients or to the market stemming from the investment
firm group that would require supervision on a
consolidated basis;

(d) calculations which show how each parent undertaking
within the investment firm group would satisfy the group
capital test;
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(e) evidence that the book value of each parent
undertaking’s investment in a subsidiary, whether that
subsidiary forms part of the investment firm group or not,
is a fair reflection of the consideration paid by the parent
undertaking for that subsidiary;

)] calculations which demonstrate the consolidated own
funds and liquid assets requirements that would apply on
the basis of the consolidated situation of the investment
firm group if consolidation under MIFIDPRU 2.5 applied
instead,

(9) an explanation of:

Q) how the investment firm group would comply with
the consolidated requirements in (f) if the FCA did
not grant permission to apply the group capital
test; and

(i) the timeframe in which the investment firm group
would expect to achieve compliance with such
consolidated requirements; and

(h) an explanation of how the UK parent entity of the
investment firm group would comply with the systems
requirement in MIFIDPRU 2.5.8R.

(3) may only be submitted by a UK parent entity or a MIFIDPRU
investment firm if that UK parent entity or MIFIDPRU
investment firm has the necessary authority to make the
application on behalf of all undertakings within the investment
firm group which would be subject to the group capital test.

2419 G In the FCA’s view, where an investment firm group includes one or more
undertakings which are connected undertakings, it is unlikely that the
investment firm group will be sufficiently simple for the purposes of
MIFIDPRU 2.4.17R(2)(a). This is because the nature of the relationship
between the relevant member of the investment firm group and the
connected undertaking is likely to involve a more complex fact pattern
and because the group capital test could not be applied to that
relationship. Therefore, the FCA considers that it is likely to be more
appropriate to apply prudential consolidation under MIFIDPRU 2.5 to
the investment firm group in such circumstances.

2.5 Prudential consolidation

25.1 R Q) This section applies to a UK parent entity that is not subject to
the group capital test under MIFIDPRU 2.6.
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(2)  This section also applies to a MIFIDPRU investment firm that
forms part of the same investment firm group as the relevant UK

parent entity in (1).

Prudential consolidation under this section and the group capital test
under MIFIDPRU 2.6 are mutually exclusive requirements that may
apply to an investment firm group. If an investment firm group is not
permitted to use the group capital test under MIFIDPRU 2.6, the
consolidation requirements in this section will apply to that investment
firm group, except to the extent that an exemption applies.

The table below is a guide to the content of this section.

Provisions of
MIFIDPRU 2.5

Summary of content

MIFIDPRU 2.5.4G

The interaction between prudential
consolidation under MIFIDPRU 2.5 and
prudential consolidation under the UK
CRR

MIFIDPRU 2.5.5G

The meaning of the consolidated situation

MIFIDPRU 2.5.6G

The treatment of tied agents included
within the consolidated situation

MIFIDPRU 2.5.7R to
2.5.12G

The main obligations in relation to
prudential consolidation under MIFIDPRU
2.5

MIFIDPRU 2.5.13R to
2.5.16G

The default position requiring full
consolidation and the availability of
alternative methods of consolidation

MIFIDPRU 2.5.17R and
2.5.18G

Proportional consolidation

MIFIDPRU 2.5.19R and
2.5.20G

Exemption from consolidated liquidity
requirements

MIFIDPRU 2.5.21R and
2.5.22G

Determining whether a UK parent entity
should be treated as an SNI MIFIDPRU
investment firm on a consolidated basis

MIFIDPRU 2.5.23G

Determining consolidated own funds

MIFIDPRU 2.5.24G to
2.5.46R

Determining the consolidated own funds
requirement
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MIFIDPRU 2.5.47R and | Consolidated liquidity requirements

2.5.48G

MIFIDPRU [2.5.49] Consolidated disclosure requirements

MIFIDPRU 2.5.50G Consolidated reporting requirements

MIFIDPRU [2.5.51] Consolidated governance and remuneration
requirements

MIFIDPRU [2.5.52] Application of the ICARA process on a
consolidated basis

Interaction between consolidation under MIFIDPRU and the UK CRR

G

(1)

(@)

Under this section, prudential consolidation applies where there
is an investment firm group. The definition of an investment
firm group excludes a group which contains a UK credit
institution. Where a group includes a UK credit institution,
prudential consolidation applies in accordance with the
provisions of the UK CRR and the PRA Rulebook.

However, a group may be an investment firm group where it
contains both a MIFIDPRU investment firm and a designated
investment firm subject to the UK CRR, but no UK credit
institution. In that case, the MIFIDPRU investment firm would
trigger prudential consolidation according to this section (and
the designated investment firm would trigger consolidation
according to the UK CRR). It is therefore possible for certain
group structures to be subject to consolidation under both
MIFIDPRU and the UK CRR simultaneously, with the same
entities included within the scope of consolidation of each. In
these situations, the relevant group must comply with both sets
of consolidated requirements, which are aimed at addressing
different types of risks.

[Note: article 4(1)(25) of the IFR.]

Meaning of “consolidated situation”

G

1)

(2)

The application of prudential consolidation under this section is
based on the consolidated situation of a UK parent entity.

A consolidated situation is defined as the situation that results
from applying relevant requirements in MIFIDPRU in
accordance with MIFIDPRU 2.5.7R and MIFIDPRU 2.5.11R to
a UK parent entity, as if that undertaking formed, together with
all the relevant financial undertakings in the investment firm
group, a single MIFIDPRU investment firm.
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(3)  For the purposes of the consolidated situation, the term
“relevant financial undertaking” (and the underlying definitions
of “investment firm”, “financial institution”, “ancillary services
undertaking” and “tied agent”) shall also apply to undertakings
established outside the UK, which, were they established in the
UK, would fulfil the definitions of those terms.

[Note: article 4(1)(11) of the IFR.]
Tied agents included within the consolidated situation

2.5.6 G (1 If a tied agent is included within the consolidated situation, all
relevant activities and expenditure of that tied agent will be
consolidated in full (or, where proportional consolidation
applies, the relevant proportion of the activities of that tied
agent will be consolidated) for the purpose of calculating the
consolidated fixed overheads requirement and the consolidated
K-factor requirement. This is the case irrespective of whether
the investment services and/or activities carried on by the tied
agent are undertaken, or the relevant expenses are incurred, on
behalf of another entity included within the consolidated
situation or on behalf of a third party that is not included within
the consolidated situation.

(2)  The guidance in (1) relates to a tied agent that is included
within the consolidated situation. There are separate
requirements in:

(@) MIFIDPRU [4.5.xR], which applies in relation to the
individual fixed overheads requirement of a MIFIDPRU
investment firm where a tied agent incurs expenses on
behalf of that firm; and

(b)  MIFIDPRU [4.7.xR], MIFIDPRU [4.8.x.R],
MIFIDPRU [4.9.xR] or MIFIDPRU [4.10.xR]’, which
apply in relation to the individual K-factor requirement
of a MIFIDPRU investment firm where a tied agent
carries on certain investment services and/or activities
on behalf of that firm.

These requirements apply in relation to the calculation of the
individual fixed overheads requirement and K-factor
requirement of a MIFIDPRU investment firm, even if the tied
agent is not part of the same investment firm group as that
MIFIDPRU investment firm.

" Editor’s note: The FCA will consult on the fixed overheads requirement in MIFIDPRU 4.5
and the remaining K-factor calculations in MIFIDPRU 4.7 to 4.10 in a subsequent
consultation paper.
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Where the requirements in (2)(a) or (2)(b) apply in relation to a
MIFIDPRU investment firm which is included within the
consolidated situation, the relevant amounts that are added to
the individual requirements of that MIFIDPRU investment firm
due to the activities of the tied agent must be included in the
consolidated situation, irrespective of whether the tied agent is
itself included within the consolidated situation.

An individual tied agent (“A”) may both:
@ be included within the consolidated situation; and

(b) incur expenses and/or carry on investment
services and/or activities on behalf of a
MIFIDPRU investment firm (“B”’) where B is also
included in the consolidated situation.

In such a case, the contribution of A to the consolidated fixed
overheads requirement and consolidated K-factor requirement
may be adjusted to the extent necessary to prevent double-
counting of any amounts which may already have been
included due to B being included in the consolidated situation
and a proportion of A’s activities or expenses having already
been attributed to B.

Prudential consolidation — main requirements

2.5.7 R A UK parent entity must comply with the rules in the following
chapters of MIFIDPRU on the basis of its consolidated situation:

(1)
@)
(3)
(4)
()

MIFIDPRU 3 (Own funds);

MIFIDPRU 4 (Own funds requirements);
MIFIDPRU 5 (Concentration risk);
[MIFIDPRU 8 (Disclosure)]®; and

MIFIDPRU 9 (Reporting).

[Note: article 7(1) of the IFR.]

2.5.8 R To ensure that the data required to comply with the consolidated
requirements under MIFIDPRU 2.5.7R are duly processed and
forwarded, a UK parent entity to which MIFIDPRU 2.5.7R applies and
any MIFIDPRU investment firms in the same investment firm group
must establish the following:

8 Editor’s note: The FCA will consult on the content of MIFIDPRU 8 and any outstanding
content in MIFIDPRU 4 and 9 in a subsequent consultation.
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(1)  aproper organisational structure; and
(2)  appropriate internal control mechanisms.

2.5.9 R A UK parent entity to which MIFIDPRU 2.5.7R applies and any
MIFIDPRU investment firms in the same investment firm group are
each responsible for ensuring that any of their subsidiaries that are not
subject to MIFIDPRU implement such arrangements, processes and
mechanisms as are necessary to ensure that the UK parent entity
complies with the consolidated requirements under MIFIDPRU
2.5.7R.

[Note: article 7(1) of the IFR.]

2.5.10 R (1)  For the purposes of MIFIDPRU 2.5.7R, when applying
MIFIDPRU 3 on a consolidated basis, the requirements in Title
Il of Part Two of the UK CRR shall also apply.

(2)  For the purposes of (1), when applying the provisions of article
84(1), article 85(1) and article 87(1) of the UK CRR:

@) to the extent that those provisions refer to other
provisions of the UK CRR that impose own funds
requirements, only the references to article 92(1) of the
UK CRR shall apply; and

(b)  the references to article 92(1) of the UK CRR in those
provisions shall be read as if they were references to the
own funds requirement under MIFIDPRU.

[Note: article 7(2) of the IFR.]

2511 R A UK parent entity must comply with [MIFIDPRU 6 (Liquidity)]® on
the basis of its consolidated situation.

[Note: article 7(3) of the IFR.]

2.5.12 G MIFIDPRU 2.5.7R to 2.5.11R require a UK parent entity to comply
with other chapters of MIFIDPRU on the basis of its consolidated
situation. Certain requirements in those chapters do not apply, or apply
in a modified manner, to SNI MIFIDPRU investment firms.
MIFIDPRU 2.5.21R explains how the UK parent entity should
determine whether it should be treated as an SNI MIFIDPRU
investment firm on the basis of its consolidated situation.

Default position: full consolidation of relevant entities

2.5.13 R (1) For the purposes of determining the consolidated situation

® Editor’s note: The FCA will consult on the content of MIFIDPRU 6 in a subsequent
consultation.
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under MIFIDPRU 2.5.7R and MIFIDPRU 2.5.11R, a UK
parent entity must carry out a full consolidation of all relevant
financial undertakings that form part of its investment firm
group, unless (2) applies.

(2) A UK parent entity is not required to carry out a full
consolidation of a relevant financial undertaking under (1)
where:

@ the relevant financial undertaking is a connected
undertaking that forms part of the investment firm group
by virtue of a participation in accordance with
MIFIDPRU 2.4.15R; and

(b)  the conditions for proportional consolidation under
MIFIDPRU 2.5.17R are satisfied.

[Note: article 6(1) of the draft consolidation RTS.]

A UK parent entity which is subject to MIFIDPRU 2.5.13R(1) may
make an application to the FCA under section 138A of the Act to
modify the application of MIFIDPRU 2.5.13R(1) so as to require an
alternative method of consolidation.

When determining an application of the type described in MIFIDPRU
2.5.14G the FCA will consider a range of factors, including whether
full consolidation is appropriate because the UK parent entity or a
MIFIDPRU investment firm within the same investment firm group:

(1)  acts as sponsor by managing or advising the relevant financial
undertaking or marketing its securities;

(2)  provides liquidity or credit enhancements to the relevant
financial undertaking;

(3) s animportant investor in the equity or debt instruments of the
relevant financial undertaking;

4 by virtual of contractual or non-contractual relationships, is
exposed to risks or equity-like returns that are derived from the
assets of the relevant financial undertaking or that are
dependent upon the performance of that undertaking;

5) is effectively involved in the decision-making process of the
relevant financial undertaking or exercises influence over that
undertaking;

(6)  receives critical operational services from the relevant financial

undertaking which cannot be replaced in a timely fashion
without excessive cost;
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(7)  has a credit rating upon which the credit rating of the relevant
financial undertaking is based,;

(8)  has a close commercial relationship with other investors in the
relevant financial undertaking;

(9)  has a common customer base with the relevant financial
undertaking or is involved in the commercialisation of its
products;

(10) is part of the same brand as the relevant financial undertaking;

(11) has already provided financial support to the relevant financial
undertaking in relation to financial difficulties; or

(12) incurs a disproportionate amount of the expenses connected
with the business operations of the relevant financial
undertaking.

[Note: article 6(4) of the draft consolidation RTS.]

The FCA would generally expect that the alternative method of
consolidation proposed in an application of the type described in
MIFIDPRU 2.5.14G would involve either:

(1)  proportional consolidation according to the share of the capital
or voting rights held in the relevant financial undertaking, in
which case the FCA will take into account factors equivalent to
those set out in MIFIDPRU 2.5.17R(2) in addition to the factors
in MIFIDPRU 2.5.15G; or

(2)  consolidation of an appropriate alternative fixed percentage of
the relevant metrics attributable to the relevant financial
undertaking.

Proportional consolidation: participations

R

(1)  This rule applies where a relevant financial undertaking forms
part of an investment firm group because it is a connected
undertaking by virtue of a participation in accordance with
MIFIDPRU 2.4.15R.

2 For the purposes of determining the consolidated situation
under MIFIDPRU 2.5.7R and MIFIDPRU 2.5.11R, a UK
parent entity (“A”) may apply proportional consolidation in
relation to the relevant financial undertaking in (1) (“B”) if the
following conditions are met:

@ A’s liability is limited to the share of capital that it holds
in B;
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(b)  the liability of the other shareholders or members of B
(“participating undertakings”) is clearly established by
means of a legally binding and enforceable contract
between A and all participating undertakings which:

(i) limits the liability of the parties to the
percentage of each shareholding;

(i) clearly states that any potential losses arising
from B will be borne by all shareholders or
members proportionately to the share of capital
held by each of them at such point in time;

(iii) clarifies that any changes in the share of capital
of the shareholders or members are subject to
the explicit consent of all the shareholders or
members;

(iv) specifies that should B be recapitalised, A shall
inform the FCA in a timely manner about the
progress of the recapitalisation process and that
each shareholder or member shall be liable to
contribute to the recapitalisation no more than
an amount that is proportionate to its current
share of capital held in A,

(© there are no other agreements or arrangements between
any of the following that would override or undermine
any of the conditions in (b);

(i) some or all of the participating undertakings; or

(i) some or all of the participating undertakings
and one or more third parties;

(d)  any participating undertakings who do not form part of
the same investment firm group as A either:

(1) are subject to prudential supervision; or

(i) can reasonably be expected to have sufficient
resources to fund any contribution for which
they may be liable under (b)(iv);

(e the solvency of the participating undertakings is
satisfactory and can be expected to remain so; and

) before applying proportional consolidation in relation to
the relevant financial undertaking in accordance with
this rule, the UK parent entity has notified the FCA by
email to [Editor’s note: contact details to be inserted]
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that it intends to do so.
[Note: article 7(1) — (4) of the draft consolidation RTS]

Proportional consolidation allows a UK parent entity to include within
its consolidated situation only a proportion of the relevant metrics
associated with the relevant financial undertaking to which it is
connected by a participation. The relevant proportion is equal to the
proportion of capital or voting rights that comprises that participation.

Exemption from consolidated liquidity requirements

R

R

A UK parent entity will be exempt from MIFIDPRU 2.5.11R if:

(1)  the UK parent entity has applied to the FCA in accordance with
MIFIDPRU 2.5.20R; and

(2)  the application in (1) has demonstrated the following to the
satisfaction of the FCA:

@) all MIFIDPRU investment firms in the investment firm
group are subject to the rules in MIFIDPRU 6
(Liquidity) on an individual basis; and

(b)  the exemption is appropriate, taking into account the
nature, scale and complexity of the investment firm
group.

[Note: article 7(4) of the IFR.]

A UK parent entity must make any application under MIFIDPRU
2.5.19R(1) by submitting the form in MIFIDPRU 2 Annex 2R in
accordance with the instructions in that form.

Application of criteria to be classified as an SNI MIFIDPRU investment
firm on a consolidated basis

R

(1)  This rule applies for the purpose of determining whether a UK
parent entity that is subject to consolidation under this section
should be treated as an SNI MIFIDPRU investment firm when
applying the relevant chapters of MIFIDPRU specified in
MIFIDPRU 2.5.7R and 2.5.11R on a consolidated basis.

(2)  Where any individual MIFIDPRU investment firm within the
investment firm group has been classified as a non-SNI
MIFIDPRU investment firm in accordance with MIFIDPRU 1.2
(including on a combined basis under MIFIDPRU 1.2.10R), the
UK parent entity in (1) must comply with the relevant chapters
of MIFIDPRU that apply on a consolidated basis as if it were a
non-SNI MIFIDPRU investment firm.

Page 34 of 235



2.5.22

2.5.23

G

(3)

(4)

(5)

1)

(@)

3)

FCA 2021/XX

Where no individual MIFIDPRU investment firm within the
investment firm group has been classified as a non-SNI
MIFIDPRU investment firm (including on a combined basis
under MIFIDPRU 1.2.10R), the UK parent entity in (1) must
apply the criteria and comply with the calculation requirements
in MIFIDPRU 1.2 on the basis of the consolidated situation.

When applying the criteria in MIFIDPRU 1.2 in accordance
with (3), if any entity included within the consolidated situation
is dealing on own account, the UK parent entity in (1) must
comply with the relevant chapters of MIFIDPRU that apply on
a consolidated basis as if it were a non-SNI MIFIDPRU
investment firm.

For the purposes of (3), when calculating the contribution of a
collective portfolio management investment firm to the
consolidated situation, the UK parent entity is required to
include only amounts that are attributable to the investment
services and/or activities undertaken by that collective portfolio
management investment firm.

Firms should note that MIFIDPRU 2.5.21R(3) requires the
relevant UK parent entity to consolidate all of the relevant
metrics for the criteria in MIFIDPRU 1.2.1R.

The situation in (1) should not be confused with the application
of only certain metrics (being AUM, COH, the on- and off-
balance sheet total and the total annual gross revenue) on a
combined basis to an individual MIFIDPRU investment firm
under MIFIDPRU 1.2.10R.

Where, when applying MIFIDPRU 1.2.1R on a consolidated
basis, any of the thresholds in that rule are exceeded, the
relevant chapters of MIFIDPRU specified in MIFIDPRU
2.5.7R and 2.5.11R apply to the UK parent entity as if it were a
non-SNI MIFIDPRU investment firm. Conversely, if none of
the relevant thresholds in MIFIDPRU 1.2.1R are exceeded on a
consolidated basis, the relevant chapters of MIFIDPRU that
apply on a consolidated basis apply to the UK parent entity as
if it were an SNI MIFIDPRU investment firm.

Prudential consolidation in practice: own funds

G

1)

MIFIDPRU 2.5.7R requires that the total consolidated own
funds requirement of an investment firm group be met by
consolidated own funds. Consolidated own funds must satisfy
the requirements of MIFIDPRU 3 and the deductions from
consolidated own funds must be applied in accordance with that
chapter as it applies on a consolidated basis.
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MIFIDPRU 2.5.10R also applies the provisions on minority
interests and additional tier 1 instruments and tier 2
instruments issued by subsidiaries in Title 11 of Part Two of the
UK CRR to a UK parent entity, but with the modifications set
out in that rule.

The determination of consolidated own funds should be
consistent with any reporting of consolidated financial
statements that the FCA may require. In appropriate cases, the
FCA may require a UK parent entity to provide independent
verification of the calculation of its consolidated own funds in
accordance with section 165(6) and (7) of the Act.

Prudential consolidation in practice: capital requirements

General
G @
(2)

Generally, the same approach to own funds requirements that
applies to a MIFIDPRU investment firm on an individual basis
under MIFIDPRU 4 applies to a UK parent entity on a
consolidated basis.

The consolidated own funds requirement under MIFIDPRU
2.5.7R is the highest of the components of the own funds
requirement specified in MIFIDPRU 4.3 as they apply on a
consolidated basis — i.e. the highest of:

@) the consolidated fixed overheads requirement;

(b)  the consolidated permanent minimum capital
requirement; or

(©) if the UK parent entity is treated as a non-SNI
MIFIDPRU investment firm in accordance with
MIFIDPRU 2.5.21R, the consolidated K-factor
requirement.

Consolidated fixed overheads requirement

R

(1)

(2)

This rule applies for the purposes of a UK parent entity’s
calculation of the fixed overheads requirement on a
consolidated basis in accordance with MIFIDPRU 2.5.7R.

A UK parent entity must:
@ use figures arising from its most recent:

M audited consolidated annual financial statements
after distribution of profits; or

Page 36 of 235



FCA 2021/XX

(i) unaudited consolidated annual financial
statements, where audited financial statements
are not available; or

(b) if the relevant figures under (a) are not available,
calculate the consolidated fixed overheads as the sum of
the following:

(i) the individual fixed overheads of the UK parent
entity;

(i) the full amount of the individual fixed overheads
of each relevant financial undertaking which is
fully consolidated within the consolidated
situation; and

(iii)  the relevant proportion of the individual fixed
overheads of each relevant financial undertaking
which is subject to proportional consolidation on
a consolidated basis.

(3)  Where such amounts are not already included in the relevant
figures under (2), a UK parent entity must include within its
calculation of the consolidated fixed overheads any fixed
expenses incurred by a third party, including a tied agent, on
behalf of:

@) the UK parent entity; or

(b)  any relevant financial undertaking included in the
consolidated situation.

(4)  Where the figures under (2)(b) include expenses that are
incurred between entities included in the consolidated situation,
the UK parent entity may adjust the consolidated fixed
overheads figure to the extent necessary to avoid double-
counting of such amounts.

2.5.26 G  Where the FCA considers that there has been a material change in the
activities of the investment firm group, the FCA may exercise its
powers under section 55L or [section 143K]° of the Act to require a
UK parent entity to use an appropriate adjusted figure as the
consolidated fixed overheads requirement.

Consolidated permanent minimum capital requirement

10 Editor’s note: References in this chapter to section 143K of the Financial Services and
Markets Act 2000 are to that section as it would be inserted by the Financial Services Bill,
which was introduced to the House of Commons on 20 October 2020. This reference may
change if the Bill is amended during the parliamentary process.
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This rule applies for the purposes of a UK parent entity’s
calculation of the permanent minimum capital requirement on a
consolidated basis in accordance with MIFIDPRU 2.5.7R.

The consolidated permanent minimum capital requirement is
the sum of the following:

@ for entities that are fully consolidated within the
consolidated situation, the full amount of each of the
following:

(i) the individual permanent minimum capital
requirement of each MIFIDPRU investment
firm; and

(i)  where applicable, the base own funds
requirement or initial capital requirement of any
other relevant financial undertaking; and

(b)  for entities that are subject to proportional consolidation
under the consolidated situation, the relevant proportion
of each of the amounts specified in (a).

For the purposes of (2):

@) references to a MIFIDPRU investment firm include a
third country entity within the investment firm group
which would fall within that definition if it were
established in the UK; and

(b)  the individual permanent minimum capital requirement,
base own funds requirement or initial capital
requirement of any third country entity in (a) shall be
deemed to be the individual requirement that would
apply if that entity were established in the UK.

[Note: article 10 of the draft consolidation RTS.]

Consolidated K-Factor Requirement

G

(1)

(2)

The general principle is that the consolidated K-factor
requirement should be calculated on the basis of the
consolidated situation of a UK parent entity, such that the
entities included in the consolidated situation are treated as if
they form a single MIFIDPRU investment firm. This is subject
to any rules in this section which require a modified approach
to the relevant calculation on a consolidated basis.

As is the case when calculating the K-factor requirement on an
individual basis, the K-factor metrics that are relevant to the
consolidated situation will depend upon the investment services
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and/or activities (or equivalent activities in the case of a third
country entity) undertaken by relevant entities within the
investment firm group. The consolidated K-factor requirement
should be calculated in accordance with the relevant provisions
in MIFIDPRU 4 applicable to those K-factor metrics, but on the
basis of the consolidated situation.

MIFIDPRU 2.5.6G contains additional guidance on how the
consolidated K-factor requirement applies in relation to tied
agents which are included within the consolidated situation.

[Note: article 11(1) to 11(2) of the draft consolidation RTS.]

Consolidated K-AUM, K-COH and K-DTF requirements

R

(1)

(@)

3)

(4)

This rule applies for the purposes of a UK parent entity’s
calculation on a consolidated basis in accordance with
MIFIDPRU 2.5.7R of the following:

@) the K-AUM requirement;
(b)  the K-COH requirement; and
(©) the K-DTF requirement.

For the purposes of (1), the consolidated AUM, COH or DTF is
the sum of the following:

@) the full amount of the relevant individual K-factor
metrics of each MIFIDPRU investment firm which is
fully consolidated within the consolidated situation; and

(b)  the relevant proportion of the relevant individual K-
factor metrics of each MIFIDPRU investment firm
which is subject to proportional consolidation on a
consolidated basis.

For the purposes of (2):

@ references to a MIFIDPRU investment firm shall be
deemed to include a third country entity within the
investment firm group which would fall within that
definition if it were established in the UK; and

(b)  the relevant individual K-factor metric of any third
country entity in (a) shall be deemed to be the individual
K-factor metric that would be attributable to that entity
if that entity were established in the UK.

Where the consolidated AUM, COH or DTF under (2) includes
amounts attributable to transactions or arrangements between
two or more entities included within the consolidated situation,
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the UK parent entity may adjust the consolidated K-factor
metric figure to the extent necessary to avoid double-counting
of such amounts.

Consolidated K-CMH and K-ASA requirements

R

The consolidated K-CMH requirement and consolidated K-ASA
requirement for an investment firm group must be calculated in
accordance with the following:

1)

(@)

the contribution of any individual MIFIDPRU investment firm
to the consolidated situation must be determined by applying
the relevant rules for calculating CMH and ASA in MIFIDPRU
[4.8] and [4.9] to that individual firm; and

the contribution of any other entity (“X”) in the investment firm
group to the consolidated situation must be determined by:

(@)

(b)

(©)

identifying:

(i) any money held by X that was received from its
clients; or

(i) any assets held by X belonging to its clients;

in the course of, or in connection with, business which
would be MiFID business if it were carried on by a
MIFIDPRU investment firm in the UK;

subject to (3), treating:
() the amounts identified in (a)(i) as CMH,;
(i) the amounts identified in (a)(ii) as ASA;

and applying the calculation rules in MIFIDPRU [4.8]
or [4.9] to those amounts; and

where an amount under (a) was originally received by X
from a client in the form of money but has subsequently
been placed in a collective investment undertaking to
meet segregation requirements, treating the relevant
amount as:

M ASA if, on the insolvency of X, the relevant
client would be considered to have a direct
proprietary interest in the relevant units, shares
or equivalent interests in the collective
investment undertaking; or

(i)  CMH in any other circumstance.
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(3)  when applying the calculation rules in MIFIDPRU [4.8], an
arrangement operated by X in relation to client money may be
classified as a segregated account only if (ignoring MIFIDPRU
[4.8.XE], which does not apply for these purposes) it meets the
conditions in MIFIDPRU [4.8.xR].1*

2531 R Where the UK parent entity of the investment firm group has been
unable to ascertain whether:

(1)  the money or assets referred to in MIFIDPRU 2.5.30R(2)(a)
were received or are held in the course of, or in connection
with, business which would be MiFID business if it were
carried on by a MIFIDPRU investment firm in the UK, it must
treat such amounts as if they were received or are held in
connection with such business;

(2)  any amount treated as CMH held by X under MIFIDPRU
2.5.30R(2) is held in an account which meets the conditions to
be classified as a segregated account, it must treat the relevant
amount as held in a non-segregated account; and

(3) aclient would be considered to have a direct proprietary
interest in a unit, share or equivalent interest in a collective
investment undertaking on the insolvency of X for the purposes
of MIFIDPRU 2.5.30R(2)(c), it must treat the relevant amount
as CMH.

Consolidated K-NPR and K-CMG requirements

2.5.32 R A UK parent entity must apply the relevant provisions for the
calculation of the K-NPR requirement in MIFIDPRU 4 to a position or
exposure included in the consolidated situation unless a rule in this
section:

(1)  permits the UK parent entity to include that position or
exposure within the calculation of the consolidated K-CMG
requirement; or

(2)  otherwise permits the position or exposure to be excluded from
the calculation of the consolidated K-NPR requirement.

11 Editor’s note: The draft Handbook provisions relating to the calculation of client money
held (CMH) are not included in this instrument, but will be published in a subsequent
consultation. It is currently anticipated that the conditions for a segregated account in those
rules will be broadly equivalent to the conditions contained in article 1 of the European
Banking Authority’s draft regulatory technical standards on the definition of a segregated
account, contained in EBA/CP/2020/06 published on 4 June 2020.
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For the K-NPR requirement there is no coefficient in MIFIDPRU 4.
The requirement is instead based upon the concept of positions and
exposures.

1)

@)

3)

(4)

This rule applies to a UK parent entity when calculating the K-
NPR requirement on a consolidated basis in accordance with
MIFIDPRU 2.5.7R.

The UK parent entity may only use positions in one
undertaking to offset positions in another undertaking if it has
obtained permission to do so in accordance with (3).

The permission in (2) will only be granted where:

@) the UK parent entity has applied to the FCA in
accordance with (4); and

(b)  the application in (a) has demonstrated to the
satisfaction of the FCA that the conditions in article
325b of the UK CRR have been met.

An entity that is seeking permission under (3) must submit an
application to [Editor’s note: contact details to be inserted]
using the form in [Editor’s note: a reference to the relevant
permissions form will be inserted following consultation on the
form in a future consultation paper].

The effect of MIFIDPRU 2.5.34R is that there is no automatic
offsetting of positions held by different undertakings within an
investment firm group for the purposes of applying the K-NPR
requirement on a consolidated basis. If a UK parent entity has not
obtained the necessary permission under MIFIDPRU 2.5.34R, it must
include all positions held by the relevant undertakings within the
investment firm group within its calculation of the consolidated K-NPR
requirement without netting such positions.

1)

@)

MIFIDPRU 2.5.37R to 2.5.42R explain the circumstances in
which a UK parent entity may calculate a K-CMG requirement
when applying MIFIDPRU 4 on a consolidated basis. Where a
UK parent entity is not permitted to calculate a K-CMG
requirement in relation to a relevant position included within its
consolidated situation, it must include that position within its
calculation of the consolidated K-NPR requirement.

MIFIDPRU 4.13 permits a MIFIDPRU investment firm on an
individual basis to calculate a K-CMG requirement for a
portfolio in trading book if it has obtained a K-CMG permission
from the FCA. A MIFIDPRU investment firm must calculate a
K-NPR requirement in relation to all other trading book
positions, and positions other than trading book positions where
such positions give rise to foreign exchange risk or commodity

Page 42 of 235



2.5.37

2.5.38

2.5.39

2.5.40

R

R

G

R

FCA 2021/XX

risk. Such positions must be included within the calculation of
the consolidated K-NPR requirement.

A UK parent entity may calculate a consolidated K-CMG requirement
for the purposes of MIFIDPRU 2.5.7R in relation to portfolios that
form part of its consolidated situation in accordance with MIFIDPRU
2.5.38R t0 2.5.42R.

(1)  This rule applies where a MIFIDPRU investment firm:

@ is included within the consolidated situation of a UK
parent entity; and

(b) has been granted a K-CMG permission in relation to a
portfolio on an individual basis.

(2)  Where this rule applies, the UK parent entity may include the
portfolio in (1)(b) within its calculation of the consolidated K-
CMG requirement without requiring a further K-CMG
permission.

MIFIDPRU 2.5.38R sets out the only circumstance in which a UK
parent entity can include a portfolio of a MIFIDPRU investment firm
within the calculation of the consolidated K-CMG requirement. Unlike
for designated investment firms under MIFIDPRU 2.5.40R and third
country entities under MIFIDPRU 2.5.41R, it is not possible to make a
separate application to calculate a K-CMG requirement in relation to
such a portfolio only on a consolidated basis. This reflects the FCA’s
view that the choice of whether to calculate a K-NPR requirement or a
K-CMG requirement in relation to a specific portfolio must be applied
consistently on both an individual and consolidated level.

(1)  This rule applies where a designated investment firm (“A”) is
included within the consolidated situation of a UK parent
entity.

(2) A UK parent entity may include a portfolio of A within the
calculation of the UK parent entity’s consolidated K-CMG
requirement if:

@ the UK parent entity, or a MIFIDPRU investment firm
within the same investment firm group, has applied to
the FCA in accordance with MIFIDPRU 2.5.42R; and

(b) the application in (a) has demonstrated to the
satisfaction of the FCA that A would meet the
requirements in MIFIDPRU 4.13 as modified by (3) to
obtain a K-CMG permission in respect of the portfolio
on an individual basis.
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For the purposes of (2), the following modifications shall apply
to the rules relating to the calculation of the K-CMG
requirement in MIFIDPRU 4.13:

@ references to the “MIFIDPRU investment firm” or
“firm” shall be read as references to A;

(b) the clearing member in MIFIDPRU 4.13.9R(2)(c) may
be one of the following:

(1) A itself;
(i) another designated investment firm; or
(iii)  acredit institution;

(©) the reference in MIFIDPRU 4.13.12R to MIFIDPRU
4.13.9R should be read as a reference to MIFIDPRU
4.13.9R as modified by this rule; and

(d)  the requirement in MIFIDPRU 4.13.13R(1)(b) does not
apply, but A must ensure that its ongoing processes and
systems for assessing the nature and level of risks to
which it is, or might be, exposed take into account the
understanding of relevant individuals within A of the
margin model for the purposes of considering whether:

(1) the resulting consolidated K-CMG requirement
for the portfolio(s) is sufficient to cover the
relevant risks to which A is exposed; and

(i)  the K-CMG permission remains appropriate in
relation to the portfolio(s) in respect of which it
was granted.

This rule applies where a third country entity (“B”) is included
within the consolidated situation of a UK parent entity.

A UK parent entity may include a portfolio of B within the
calculation of the UK parent entity’s consolidated K-CMG
requirement if:

@ the UK parent entity, or a MIFIDPRU investment firm
within the same investment firm group, has applied to
the FCA in accordance with MIFIDPRU 2.5.42R; and

(b)  the application in (a) has demonstrated to the
satisfaction of the FCA that B would meet the
requirements in MIFIDPRU 4.13 as modified by (3) to
obtain a K-CMG permission in respect of the portfolio
on an individual basis.
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(3)  For the purposes of (2), the following modifications shall apply
to the rules relating to the calculation of the K-CMG
requirement in MIFIDPRU 4.13:

@ references to the “MIFIDPRU investment firm” or
“firm” should be read as references to B;

(b)  the requirement in MIFIDPRU 4.13.9R(2)(c) does not
apply, but:

(1) the application in (1)(a) must demonstrate that
the clearing member is subject to appropriate
prudential regulation and supervision in the
jurisdiction in which it operates; and

(i) the clearing member may be B itself, provided
that the application demonstrates that B
satisfies the conditions in (i);

(©) references to the “clearing member” should be read as
references to the clearing member in (b);

(d)  the reference to MIFIDPRU 4.13.9R in MIFIDPRU
4.13.12R should be read as a reference to MIFIDPRU
4.13.9R as modified by this rule; and

e the obligation in MIFIDPRU 4.13.13R(1)(b) to integrate
understanding of the margin model into the ICARA
process applies in relation to the UK parent entity, but
only if the FCA has directed under MIFIDPRU [7]* that
the relevant investment firm group must operate the
ICARA process on a consolidated basis.

2.5.42 R (1) A UK parententity or a MIFIDPRU investment firm within the
same investment firm group that wishes to apply for a K-CMG
permission in relation to one or more portfolios included in the
consolidated situation of its investment firm group must
complete the application form in [Editor’s note: a reference to
the relevant permissions form will be inserted following
consultation on the form in a future consultation paper] and
submit it to [Editor’s note: contact details to be inserted].

(2)  Asingle application under (1) may be made in respect of
multiple portfolios of multiple entities referenced in
MIFIDPRU 2.5.40R or 2.5.41R, provided that the application
contains sufficient information to demonstrate to the FCA how
the relevant conditions in MIFIDPRU 4.13.9R (as modified by

12 Editor’s note: The FCA will consult on the content of the individual capital and risk
assessment process and other risk management and governance requirements in MIFIDPRU
7 in a subsequent consultation paper.
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MIFIDPRU 2.5.40R(3) in relation to a portfolio of a designated
investment firm or MIFIDPRU 2.5.41R(3) in relation to a
portfolio of a third country entity) are satisfied in respect of
each such portfolio.

Any UK parent entity or MIFIDPRU investment firm which
submits an application under (1) must have the necessary
authority to make the application on behalf of all entities within
the investment firm group whose portfolios are the subject of
that application.

Consolidated K-TCD requirement

G

R

1)

@)

(1)

(@)

For the K-TCD requirement there is no coefficient in
MIFIDPRU 4. The requirement is instead based upon the
concept of positions and exposures. The relevant provisions in
MIFIDPRU 4 for calculating the K-TCD requirement should
therefore also be applied to transactions included in the
consolidated situation.

For the avoidance of doubt, when calculating the K-TCD
requirement on a consolidated basis, transactions between
counterparties included in the consolidated situation are
disregarded. This is the case irrespective of whether the
exclusion in MIFIDPRU 4.14.6R applies to a transaction when
a MIFIDPRU investment firm is calculating its K-TCD
requirement on an individual basis.

When calculating its K-TCD requirement on a consolidated
basis in accordance with MIFIDPRU 2.5.7R, a UK parent
entity may only net offsetting transactions entered into between
one or more entities included in the consolidated situation and a
third-party counterparty if the conditions in MIFIDPRU
4.14.28R, as modified by (2), are met.

When applying MIFIDPRU 4.14.28R on the basis of the
consolidated situation, the following modifications apply:

@ any netting agreement or netting contract referenced in
that rule must cover all entities included in the
consolidated situation whose transactions with the same
third-party counterparty are being netted;

(b)  any references in that rule to the rights and obligations
of the “firm” should be read as references to the rights
and obligations of the entities included in the
consolidated situation whose transactions with the same
third-party counterparty are being netted; and

(© the legal opinion referenced in MIFIDPRU
4.14.28R(3)(c):
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(i) may be obtained by the UK parent entity or any
MIFIDPRU investment firm in the investment
firm group; but

(i) must address the relevant claims and obligations
of all entities included in the consolidated
situation whose transactions with the same third-
party counterparty are being netted.

Consolidated K-CON requirement

G

R

1)

(@)

The K-CON requirement under MIFIDPRU 5 applies to a
MIFIDPRU investment firm on an individual basis in relation to
positions held in its trading book. Broadly, the K-CON
requirement is calculated by reference to all relevant trading
book exposures that exceed the concentration risk soft limit.

MIFIDPRU 2.5.46R explains how the K-CON requirement
applies on a consolidated basis.

When a UK parent entity is calculating a K-CON requirement on the
basis of its consolidated situation in accordance with MIFIDPRU
2.5.7R, the provisions in MIFIDPRU 5 shall apply, subject to the
following:

(1)

@)

(3)

the exposure value with regard to an individual client or group
of connected clients shall be calculated on the basis of all
relevant exposures included in the consolidated situation;

to the extent that the calculation rules for the K-NPR
requirement or K-TCD requirement are relevant to the
calculation of an exposure value under MIFIDPRU 5.4 or the
OFR under MIFIDPRU 5.7.3R(2), the UK parent entity must
apply the methods for the calculation of the consolidated K-
NPR requirement in MIFIDPRU 2.5.32R to 2.5.34R and
consolidated K-TCD requirement in 2.5.43G to 2.5.44R; and

the own funds to be used for the purposes of calculating the
limits in MIFIDPRU 5.5 and MIFIDPRU 5.9 on a consolidated
basis shall be the consolidated own funds of the investment firm
group, as calculated in accordance with MIFIDPRU 2.5.7R and
the guidance in MIFIDPRU 2.5.23G.

Prudential consolidation in practice: liquidity

R

When applying MIFIDPRU 6 on a consolidated basis in accordance
with MIFIDPRU 2.5.11R, a UK parent entity must ensure that the total

liquid assets held by the UK entities included within the consolidated

situation are equal to or greater than the consolidated liquid assets
requirement.
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2.5.48 G (1) MIFIDPRU 2.5.11R requires a UK parent entity to comply with
the liquidity requirements in MIFIDPRU 6 on the basis of its
consolidated situation. In practice, this means that the UK
parent entity must ensure that the investment firm group holds
liquid assets equivalent to one third of the consolidated fixed
overhead requirement, plus 1.6% of the total amount of any
guarantees provided to clients by entities included within the
consolidated situation.

(2)  Asstated in MIFIDPRU 2.5.47R, the required amount of
consolidated liquid assets must be held by the UK entities
included within the consolidated situation. This means that
while third country entities may contribute to the consolidated
liquid assets requirement (due to their contribution to the
consolidated fixed overheads requirement), any liquid assets
held by a third country entity cannot count towards the liquid
assets held by the investment firm group for the purposes of
meeting that requirement.

(3) UK parent entities are reminded that:

@) the consolidated liquid assets requirement applies only
where the UK parent entity is subject to consolidation
obligations under MIFIDPRU 2.5.11R. It does not apply
where the group capital test under MIFIDPRU 2.6
applies to an investment firm group instead (although
MIFIDPRU 6 will continue to be relevant to
MIFIDPRU investment firms within that investment firm
group on an individual basis in such circumstances); and

(b)  a UK parent entity that is subject to consolidation
obligations under MIFIDPRU 2.5.11R will be exempt
from the consolidated liquidity requirement if the
conditions in MIFIDPRU 2.5.19R are met.

Prudential consolidation in practice: disclosure by investment firms
2.5.49 [X] [Editor’s note: content to be consulted on at a later date.]
Prudential consolidation in practice: reporting by investment firms

2.5.50 G  Under MIFIDPRU 2.5.7R, a UK parent entity is required to comply
with the reporting obligations in MIFIDPRU 9 on a consolidated basis.
In practice, this involves reporting the same categories of information
that would be reported by a MIFIDPRU investment firm to the FCA on
an individual basis, but using the figures that result from applying the
relevant requirements on a consolidated basis in accordance with this
section.

Prudential consolidation in practice: governance requirements
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[X] [Editor’s note: content to be consulted on at a later date.]
Prudential consolidation in practice: ICARA requirements

[X] [Editor’s note: content to be consulted on at a later date.]

The group capital test

R This section applies to an investment firm group which has been
granted permission by the FCA to apply the group capital test in
accordance with MIFIDPRU 2.4.17R.

Group capital test: requirements
R For the purposes of MIFIDPRU 2.6:

1) ‘own funds instruments’ means own funds as defined in
MIFIDPRU 3, without applying the deductions referred to in
point (i) of Article 36(1), point (d) of Article 56, and point (d)
of Article 66 of the UK CRR;

2 the terms ‘investment firm’, ‘financial institution’, ‘ancillary
services undertaking’, ‘tied agent’ and ‘relevant financial
undertaking’ shall also include undertakings established in
third countries, which, were they established in the UK, would
meet those definitions.

[Note: article 8(2) of the IFR.]

G  The definition of ‘own funds instruments’ for the purpose of MIFIDPRU
2.6.2R ensures that significant investments in common equity tier 1
instruments, additional tier 1 instruments and tier 2 instruments of
financial sector entities in the investment firm group do not need to be
deducted by a parent undertaking when applying the group capital test.
This is to avoid ‘double counting’ of the same amount.

G  MIFIDPRU 3.7 contains rules and guidance on the composition of
capital for parent undertakings subject to the group capital test.

R Where the FCA has granted an application under MIFIDPRU 2.4.17R, a
UK parent entity and any other parent undertakings incorporated in the
UK or with their registered office (or if they have no registered office,
their head office) in the UK that are relevant financial undertakings in
the investment firm group must hold own funds instruments sufficient to
cover at least the sum of the following:

Q) the sum of the full book value of their holdings, subordinated
claims and instruments referred to in point (i) of article 36(1),
point (d) of article 56, and point (d) of article 66 of UK CRR in
relevant financial undertakings in the investment firm group; and

Page 49 of 235



2.6.6

2.6.7

()

FCA 2021/XX

the total amount of their contingent liabilities in favour of
relevant financial undertakings in the investment firm group.

[Note: article 8(3) of the IFR.]

1)

)

1)

()

Each parent undertaking in the investment firm group which is
a relevant financial undertaking must satisfy the group capital
test, not only the UK parent entity. The group capital test
therefore applies at each level within the group structure. This
mitigates the risk of leverage or capital gearing being
introduced at levels underneath the ultimate parent undertaking
in the UK.

The requirement in MIFIDPRU 2.6.5R only applies directly to
parent undertakings in the UK. However, in order to ensure that
leverage and capital gearing are not introduced into the
investment firm group through intermediate parent
undertakings established in a third country, MIFIDPRU 2.6.7R
imposes obligations on parent undertakings in the UK in
relation to their subsidiaries which are parent undertakings
established in a third country.

This rule applies where:

@ an investment firm group has been granted permission to
apply the group capital test in accordance with
MIFIDPRU 2.4.17R; and

(b) a parent undertaking in that investment firm group is an
undertaking which:

Q) is established in a third country; and

(i) isarelevant financial undertaking in accordance
with MIFIDPRU 2.6.2R(2).

Where this rule applies, the responsible UK parent must either:

€)) ensure that the undertaking in (1)(b) holds own funds
instruments sufficient to cover at least the sum of the
amounts in MIFIDPRU 2.6.5R(1) and (2) as they would
apply to that third country undertaking; or

(b) hold own funds instruments sufficient to cover at least
the sum of the amounts in MIFIDPRU 2.6.5R(1) and (2)
as they:

Q) apply to the responsible UK parent itself; and

(i)  would apply to the undertaking in (1)(b).

Page 50 of 235



2.6.8

1)

()

©)

FCA 2021/XX

The effect of MIFIDPRU 2.6.7R can be illustrated through the
example of a hypothetical investment firm group which
contains the following undertakings:

(@)
(b)

(©)

(d)

(€)

(f)

()

a UK parent entity (“A”);

an intermediate investment holding company (“B”),
which is incorporated in the UK and is a direct
subsidiary of A,

an undertaking established in a third country (“C”)
which would be an investment holding company if it
were established in the UK and which is a direct
subsidiary of B;

an undertaking established in a third country (“D”)
which would be a MIFIDPRU investment firm if it were
established in the UK and which is a direct subsidiary of
C;

a MIFIDPRU investment firm (“E”’) which is a direct
subsidiary of D;

a tied agent (“F”) which is established in the UK and
which is a direct subsidiary of B; and

an undertaking established in a third country (“G”)
which would be a financial institution if it were
established in the UK and which is a direct subsidiary of
C.

The group capital test:

(@)

(b)

(©)

applies directly to A and B because they are both parent
undertakings incorporated in the UK or with their
registered offices (or if they have no registered office,
their head office) in the UK;

applies only indirectly to C and D, by virtue of the
obligations imposed on the responsible UK parent,
because C and D are parent undertakings established in
a third country; and

does not apply to E, F or G because they are not parent
undertakings.

In this example, B is the responsible UK parent because:

(@)

B has two subsidiaries (a direct subsidiary, C, and an
indirect subsidiary, D) which are both parent
undertakings established in a third country and which
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would be relevant financial undertakings if they were
established in the UK; and

(b) B does not have a subsidiary in the UK which is the
parent undertaking of C or D. (Although F is a UK
subsidiary of B, F is not a parent undertaking.) This
means that there is no intermediate UK parent
undertaking between B and either of C or D.

4) A is not a responsible UK parent in this example because A has
a subsidiary, B, which is a parent undertaking of C and D and
which is incorporated in the UK. B is therefore an intermediate
UK parent undertaking between A on the one hand and C and
D on the other.

(5) B is a responsible UK parent. Note that B is the responsible UK
parent of both C and D, even though D is only an indirect
subsidiary of B. This is because there is no parent undertaking
between C and D which is established in the UK and the
definition of a subsidiary includes subsidiaries of subsidiaries.

(6) Under MIFIDPRU 2.6.7R(2), B therefore has the choice of
whether to:

@) ensure that both C and D comply with the requirements
of the group capital test as it would apply to them if
they were established in the UK; or

(b) hold own funds instruments that are sufficient to cover
the sum of the requirements of the group capital test
that apply to B and would apply to C and D if they were
established in the UK.

(7 If B chooses the approach in (6)(a), B must:

@ hold sufficient own funds instruments to cover the sum
of B’s holdings in, and contingent liabilities in favour
of, Cand F;

(b) ensure that C holds sufficient own funds instruments to
cover the sum of C’s holdings in, and contingent
liabilities in favour of, D and G; and

(© ensure that D holds sufficient own funds instruments to
cover the sum of D’s holdings, and contingent liabilities
in favour of, in E.

(8) If B chooses the approach in (6)(b), B must hold sufficient own
funds instruments to cover the sum of:
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@ B’s holdings in, and contingent liabilities in favour of, C

and F;
(b) C’s holdings in, and contingent liabilities in favour of, D
and G; and
(© D’s holdings, and contingent liabilities in favour of, in
E.
2.6.9 R A UK parent entity must have systems in place to monitor and control

the sources of capital and funding of all relevant financial undertakings
within the investment firm group.

[Note: article 8(5) of the IFR.]
Group capital test: reporting requirements

2.6.10 R (1) Where the FCA has granted an application under MIFIDPRU
2.4.17R, a UK parent entity and any other parent undertakings
in the UK that are relevant financial undertakings in the
investment firm group must comply with the reporting
requirements in (2).

2 Each parent undertaking in (1) must:

@ report in accordance with MIFIDPRU 9 in respect of
how that parent undertaking meets the group capital
test; and

(b) if the parent undertaking is a responsible UK parent,
also report in accordance with MIFIDPRU 9 in respect
of how:

Q) the undertaking established in a third country in
MIFIDPRU 2.6.7R(1)(b) holds at least the
amount of own funds instruments referenced in
MIFIDPRU 2.6.7R(2)(a); or

(i)  the parent undertaking holds at least the amount
of own funds instruments to cover the amount
applicable to the undertaking established in a
third country, as referenced in MIFIDPRU
2.6.7R(2)(b).

2.6.11 R For the purposes of MIFIDPRU 2.6.10R, an investment firm group
may designate one parent undertaking in the UK to submit reports to
the FCA on behalf of the other parent undertakings in the group
subject to that rule.

Inclusion of holding companies in supervision of compliance with the group
capital test
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2.6.12 G  For the avoidance of doubt, UK investment holding companies and UK
mixed financial holding companies are included in the FCA4'’s
supervision of compliance with the group capital test.

[Note: article 51 of the IFD.]

2.7 Investment holding companies, mixed financial holding companies and
mixed-activity holding companies

Quialifications of directors

2.7.1 G Under [section 143R]* of the Act, a UK investment holding company,
UK mixed financial holding company or UK mixed activity holding
company must take reasonable care to ensure that the members of its
management body are of sufficiently good repute and possess sufficient
knowledge, skills and experience to perform their duties effectively.

[Note: article 52 of the IFD.]
Mixed-activity holding companies

2.7.2 G (O Under section 165 of the Act, the FCA may require a parent
undertaking of a MIFIDPRU investment firm to provide such
information as may be relevant for the FCA ’s supervision of
the MIFIDPRU investment firm.

(2) Under section 167 of the Act, in appropriate cases, the FCA
may appoint an investigator to verify the information received
from a parent undertaking of a MIFIDPRU investment firm
and any subsidiaries of that parent undertaking.

(3) The powers in (1) and (2) extend to, amongst other
undertakings, a mixed-activity holding company.

[Note: article 53(1)(a) and article 53(2) of the IFD.]

2.7.3 R Where the parent undertaking of a MIFIDPRU investment firm is a UK
mixed-activity holding company, the MIFIDPRU investment firm must
have in place adequate risk management processes and internal control
mechanisms, including sound reporting and accounting procedures to
identify, measure, monitor and control transactions between the firm,
the UK mixed-activity holding company and the subsidiaries of the
latter.

[Note: article 53(1)(b) of the IFD.]

13 Editor’s note: References in this chapter to sections 1430, 143R and 143W of the
Financial Services and Markets Act 2000 are to those sections as they would be inserted by
the Financial Services Bill, which was introduced in the House of Commons on 20 October
2020. These references may change if the Bill is amended during the parliamentary process.
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Sanctions

G  Under [section 143W] of the Act, the FCA may impose disciplinary
measures aiming to end or mitigate breaches of the requirements
imposed on UK investment holding companies, UK mixed financial
holding companies and UK mixed-activity holding companies, or the
members of the management body of such entities by rules in the
MIFIDPRU sourcebook or by [section 143R] of the Act.

[Note: article 54 of the IFD.]

Application to FCA for an exemption from application of specific
requirements on an individual basis

R [Editor’s note: the form can be found at this address:
https://www.fca.org.uk/publication/forms/[xxx]]

Application to FCA for an exemption from liquidity requirements on a
consolidated basis

R [Editor’s note: the form can be found at this address:
https://www.fca.org.uk/publication/forms/[xxx]]

Application to FCA to be subject to the group capital test

R [Editor’s note: the form can be found at this address:
https://www.fca.org.uk/publication/forms/[xxx]]

Own funds
Application and purpose
Application
R This chapter applies to:
(1) aMIFIDPRU investment firm; and

2 a UK parent entity that is required by MIFIDPRU 2.5.7R to
comply with MIFIDPRU 3 on the basis of its consolidated
situation.
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R This chapter also applies to a parent undertaking that is subject to the
group capital test in accordance with MIFIDPRU 2.6.5R, but with the
following modifications:

(1)  the definitions in MIFIDPRU 2.6.2R apply when calculating
the own funds instruments of the parent undertaking for the
purposes of the group capital test; and

(2) MIFIDPRU 3.2.2R and MIFIDPRU 3.2.3R do not apply, but
MIFIDPRU 3.7 applies instead.

R For the purposes of this chapter:

(1)  where aterm is not italicised but is defined in the UK CRR, the
definition given to that term in the UK CRR shall apply;

(2)  where this chapter applies to a parent undertaking that is not a
firm, any reference to a “MIFIDPRU investment firm” Or a
“firm” includes a reference to that parent undertaking; and

(3)  where this chapter applies on the basis of the consolidated
situation of an entity under MIFIDPRU 3.1.1R(2), any
reference in this chapter to a “firm” is to be interpreted as a
reference to the hypothetical single MIFIDPRU investment firm
created under the consolidated situation.

Purpose

G  This chapter contains requirements relating to the calculation of a

MIFIDPRU investment firm's own funds for the purposes of
MIFIDPRU. These requirements are based on the provisions in Title |
of Part Two of the UK CRR, but with the modifications set out in this
chapter.

Composition of own funds and initial capital

R

The own funds of a firm are the sum of its:
(1)  common equity tier 1 capital;

2 additional tier 1 capital; and

(3) tier 2 capital.

[Note: article 9(1) of the IFR.]

A firm must, at all times, have own funds which meet all of the
following conditions:
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(1)  the firm’s common equity tier 1 capital must be equal to or
greater than 56% of the firm’s own funds requirement under
MIFIDPRU 4.3;

(2)  the sum of the firm’s:
@ common equity tier 1 capital; and
(b) additional tier 1 capital;

must be equal to or greater than 75% of the firm’s own funds
requirement under MIFIDPRU 4.3; and

(3)  thefirm’s own funds must be equal to or greater than 100% of
the firm’s own funds requirement under MIFIDPRU 4.3.

[Note: article 9(1) of the IFR.]
A firm’s initial capital must be comprised of own funds.
[Note: article 11 of the IFD.]

For the purposes of this chapter, the categorisation and the valuation of
assets and off-balance sheet items should be undertaken in accordance
with the applicable accounting framework, except to the extent that a
rule directs otherwise.

Common equity tier 1 capital

R

(1) A firm must determine its common equity tier 1 capital in
accordance with Chapter 2 of Title | of Part Two of the UK
CRR, as modified by the rules in this section.

(2)  Any reference to the UK CRR in this section is to the UK CRR
as applied by (1) and modified by the rules in this section.

[Note: article 9(1) of the IFR.]

Prior permission to include interim profits or year-end profits in common
equity tier 1 capital

R

A firm that wishes, in accordance with article 26(2) of the UK CRR, to
apply for permission to include interim or year-end profits in its
common equity tier 1 capital before the firm has taken a formal
decision confirming the final profit or loss for the year must submit the
form in [Editor’s note: a reference to the relevant permissions form
will be inserted following consultation on the form in a future
consultation paper] to the FCA.

Prior permission and notification of issuances of common equity tier 1
capital
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3.3.3 R Afirm that wishes, in accordance with article 26(3) of the UK CRR, to
apply for permission to classify an issuance of capital instruments as
common equity tier 1 capital must submit the form in [Editor’s note: a
reference to the relevant permissions form will be inserted following
consultation on the form in a future consultation paper] to the FCA.

3.3.4 G O

@)

(3)

Under article 26(3) of the UK CRR, a firm must normally obtain
the FCA'’s permission before classifying an issuance of capital
instruments as common equity tier 1 capital.

However, that provision also states that where a firm has
already obtained permission from the FCA for a previous
issuance of instruments that have been classified as common
equity tier 1 capital, the firm is not required to obtain the FCA s
permission for a subsequent issuance of the same form of
instruments provided that:

@ the provisions governing the subsequent issuance are
substantially the same as the provisions governing the
issuance for which the firm has already received
permission; and

(b)  the firm has notified the FCA of the subsequent issuance
sufficiently far in advance of the classification of the
relevant instruments as common equity tier 1 capital.

The FCA generally expects to receive a notification of a
subsequent issuance of an existing form of common equity tier
1 capital instruments under article 26(3) of the UK CRR no
fewer than 20 business days before the firm intends to classify
that issuance as common equity tier 1 capital.

Deductions from common equity tier 1 capital

3.35 R  For the purposes of MIFIDPRU:

1)

(2)

MIFIDPRU 3.3.6R applies in substitution for article 36 of the
UK CRR; and

any reference to article 36 of the UK CRR (or where applicable,
any part of article 36 of the UK CRR) contained in:

€)) another provision of the UK CRR which is incorporated
by reference into any part of MIFIDPRU; or

(b) in any applicable technical standard that applies to a
MIFIDPRU investment firm under a provision of the UK
CRR to which (a) applies;

is to be read as a reference to MIFIDPRU 3.3.6R (or where
applicable, to the equivalent part of that rule).
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3.3.6 R A MIFIDPRU investment firm must deduct the following from its
common equity tier 1 items:

1)
(2)
(3)
(4)

()

(6)

()

(8)

©)

(10)

losses for the current financial year;
intangible assets;
deferred tax assets that rely on future profitability;

defined benefit pension fund assets on the balance sheet of the
firm;

direct, indirect and synthetic holdings by the firm of its own
common equity tier 1 instruments, including own common
equity tier 1 instruments that the firm is under an actual or
contingent obligation to purchase by virtue of an existing
contractual obligation;

direct, indirect and synthetic holdings of the common equity tier
1 instruments of financial sector entities where those entities
have a reciprocal cross holding with the firm that the FCA
considers has been designed to inflate artificially the own funds
of the firm;

the applicable amount of direct, indirect and synthetic holdings
by the firm of common equity tier 1 instruments of financial
sector entities where the firm does not have a significant
investment in those entities;

the applicable amount of direct, indirect and synthetic holdings
by the firm of the common equity tier 1 instruments of financial
sector entities where the firm has a significant investment in
those entities;

the amount of items required to be deducted from additional tier
1 items pursuant to article 56 of the UK CRR that exceeds the
additional tier 1 items of the firm; and

any tax charge relating to common equity tier 1 items
foreseeable at the moment of its calculation, except where the
firm suitably adjusts the amount of common equity tier 1 items
insofar as such tax charges reduce the amount up to which
those items may be used to cover risks or losses.

Deferred tax assets that rely on future profitability

3.3.7 R A firm must deduct deferred tax assets that rely on future profitability
from its common equity tier 1 items under MIFIDPRU 3.3.6R(3)
without applying:
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(1)  article 39 of the UK CRR (tax overpayments, tax loss carry
backs and deferred tax assets that do not rely on future
profitability); or

(2)  article 48 of the UK CRR (threshold exemptions from deduction
from common equity tier 1 items).

[Note: article 9(2)(a) of the IFR.]

Defined benefit pension fund assets on the firm’s balance sheet

R

A firm must deduct defined benefit pension fund assets on its balance
sheet from its common equity tier 1 items under MIFIDPRU 3.3.6R(4)
without applying article 41 of the UK CRR (deduction of defined
benefit pension fund assets).

[Note: article 9(2)(b) of the IFR.]

Holdings of common equity tier 1 instruments of financial sector entities

R

R

R

(1)  This rule applies to a firm s holdings of capital instruments
which are not held in its trading book.

(2)  Subject to MIFIDPRU 3.3.13R, a firm must deduct its direct,
indirect and synthetic holdings of common equity tier 1
instruments of financial sector entities under MIFIDPRU
3.3.6R(7) without applying article 46 of the UK CRR
(deduction of holdings of common equity tier 1 instruments
where an institution does not have a significant investment in a
financial sector entity).

[Note: article 9(2)(c) of the IFR.]

The following provisions do not apply in relation to common equity
tier 1 instruments held in the trading book of a firm:

(1) MIFIDPRU 3.3.6R(7); and
2 article 46 of the UK CRR.
[Note: article 9(2)(e)(ii) of the IFR.]

Subject to MIFIDPRU 3.3.13R, a firm must deduct its direct, indirect
and synthetic holdings in the common equity tier 1 instruments of
financial sector entities under MIFIDPRU 3.3.6R(8) without applying
article 48 of the UK CRR (threshold exemptions from deduction from
common equity tier 1 items).

[Note: article 9(2)(d) of the IFR.]
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Article 49 of the UK CRR (requirement for deduction where
consolidation, supplementary supervision or institutional protection
schemes are applied) does not apply for the purposes of this section.

[Note: article 9(2)(e)(i) of the IFR.]

Holdings of common equity tier 1 instruments issued by a financial sector
entity within an investment firm group

R

A firm is not required to deduct holdings of common equity tier 1
instruments issued by a financial sector entity from the firm’s common
equity tier 1 items in accordance with MIFIDPRU 3.3.6R where all of
the following conditions are met:

(1)  the financial sector entity forms part of the same investment
firm group as the firm;

(2)  thereis no current or foreseen material, practical or legal
impediment to the prompt transfer of capital or repayment of
liabilities by the financial sector entity;

(3)  therisk evaluation, measurement and control procedures of the
parent undertaking include the financial sector entity; and

(4)  the group capital test under MIFIDPRU 2.6 does not apply to
the investment firm group.

[Note: article 9(5) of the IFR.]

Qualifying holdings outside the financial sector

R

(1)  Afirm must deduct from its common equity tier 1 items any
amounts in excess of the following limits:

€)) a qualifying holding in a non-financial sector entity
which exceeds 15% of the firm’s own funds; and

(b)  the total of all the qualifying holdings of the firm in non-
financial sector entities which exceeds 60% of the
firm’s own funds.

(2)  When calculating any amounts in (1), the following shall not be
included:

€)) shares in non-financial sector entities where any of the
following conditions is met:

0] those shares are held temporarily during a
financial assistance operation referred to in
article 79 of the UK CRR,;
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(i)  the holding of those shares is an underwriting
position held for five business days or fewer; or

(iii)  those shares are held in the name of the firm on
behalf of others; and

(b) shares which are not fixed financial assets under
Directive 86/635/EEC UK law (as defined in article
4(1)(128B) of the UK CRR).

[Note: article 10 of the IFR.]

Common equity tier 1 instruments of partnerships

R

A partner’s account in relation to a firm that is a partnership will meet
the conditions in article 28(1)(e) (perpetual) and article 28(1)(f)
(reduction or repayment) of the UK CRR where the account is one:

(1) into which capital contributed by partners is paid; and

(2)  from which under the terms of the partnership agreement an
amount representing capital may be withdrawn by a partner
(“A”) only if:

@ A ceases to be a partner and an equal amount is
transferred to another such account by A’s former
partners or any person replacing A as their partner;

(b)  the partnership is wound up or otherwise dissolved; or

(© the firm has ceased to be authorised or no longer has a
Part 4A permission.

Common equity tier 1 instruments of limited liability partnerships

R

A member’s account in relation to a firm that is a limited liability
partnership will meet the conditions in article 28(1)(e) (perpetual) and
article 28(1)(f) (reduction or repayment) of the UK CRR where the
account is one:

(1)  into which capital contributed by the members is paid; and

(2)  from which, under the terms of the limited liability partnership
agreement, an amount representing capital may be withdrawn by
a partner (“B”) only if:

@ B ceases to be a member and an equal amount is
transferred to another such account by B’s former fellow
members or any person replacing B as a member;
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(b)  the limited liability partnership is wound up or
otherwise dissolved; or

(©) the firm has ceased to be authorised or no longer has a
Part 4A permission.

Additional Tier 1 capital

R D

@)

A firm must determine its additional tier 1 capital in
accordance with Chapter 3 of Title | of Part Two of the UK
CRR, as modified by the rules in this section.

Any reference to the UK CRR in this section is to the UK CRR
as applied by (1) and modified by the rules in this section.

[Note: article 9(1) of the IFR.]

Trigger events and write-down or conversion

R The following provisions of the UK CRR do not apply in relation to the
additional tier 1 capital of a MIFIDPRU investment firm:

1)
(2)
R (1)

(@)

(3)

(4)

article 54(1)(a); and
article 54(4)(a).

A firm must specify one or more trigger events for the purposes
of article 52(1)(n) of the UK CRR in the terms of an additional
tier 1 instrument.

The trigger events specified under (1) must at least include a
trigger event that occurs where the common equity tier 1 capital
of the firm falls below a level specified by the firm that is no
lower than 64% of the firm’s own funds requirement.

Article 54 of the UK CRR shall apply as if references to the
trigger event in article 54(1)(a) of the UK CRR are references to
the trigger event in ().

The full principal amount of an additional tier 1 instrument
must be written down or converted upon the occurrence of a
trigger event.

[Note: article 9(2)(e)(iii) and (iv) of the IFR.]

G  MIFIDPRU 3.4.3R requires that the principal amount of an additional
tier 1 instrument will convert into common equity tier 1 capital or will
be written down where the firm’s common equity tier capital falls
below a specified level, which must be set by the firm at no lower than
64% of the firm’s own funds requirement. The firm may therefore
choose to set the relevant trigger at a higher level (such as 70% of its
own funds requirement) if it wishes. The firm may also choose to
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specify additional trigger events alongside the required trigger event in
MIFIDPRU 3.4.3R(1).

Holdings of additional tier 1 instruments of financial sector entities

R

(1)  This rule applies to a firm s holdings of capital instruments
which are not held in its trading book.

(2)  Afirm must deduct its direct, indirect and synthetic holdings in
additional tier 1 instruments of financial sector entities under
article 56(c) of the UK CRR without applying article 60 of the
UK CRR (deduction of holdings of additional tier 1 instruments
where an institution does not have a significant investment in a
financial sector entity).

(3)  The requirement in article 56(c) of the UK CRR does not apply
in the circumstances set out in MIFIDPRU 3.4.7R.

[Note: article 9(2)(c) of the IFR.]

The following provisions do not apply in relation to additional tier 1
instruments held in the trading book of a firm:

(1)  article 56(c) of the UK CRR; and
(2)  article 60 of the UK CRR.

[Note: article 9(2)(e)(ii) of the IFR.]

Holdings of additional tier 1 instruments issued by a financial sector entity
within an investment firm group

R

A firm is not required to deduct holdings of additional tier 1
instruments issued by a financial sector entity from the firm’s
additional tier 1 items in accordance with article 56 of the UK CRR
where all of the following conditions are met:

(1)  the financial sector entity forms part of the same investment
firm group as the firm;

(2)  thereis no current or foreseen material, practical or legal
impediment to the prompt transfer of capital or repayment of
liabilities by the financial sector entity;

(3)  therisk evaluation, measurement and control procedures of the
parent undertaking include the financial sector entity; and

(4)  the group capital test under MIFIDPRU 2.5 does not apply to
the investment firm group.

[Note: article 9(5) of the IFR.]
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Tier 2 capital

R

(1)  Afirm must determine its tier 2 capital in accordance with
Chapter 4 of Title I of Part Two of the UK CRR, as modified by
the rules in this section.

(2)  Any reference to the UK CRR in this section is to the UK CRR
as applied by (1) and modified by the rules in this section.

[Note: article 9(1) of the IFR.]

Holdings of tier 2 instruments of financial sector entities

R

(1)  This rule applies to a firm s holdings of capital instruments
which are not held in its trading book.

(2)  Afirm must deduct its direct, indirect and synthetic holdings in
the tier 2 instruments of financial sector entities under article
66(c) of the UK CRR without applying article 70 of the UK
CRR (deduction of tier 2 instruments where an institution does
not have a significant investment in the relevant entity).

(3)  The requirement in article 66(c) of the UK CRR does not apply
in the circumstances set out in MIFIDPRU 3.5.4R.

[Note: article 9(2)(c) of the IFR.]

The following provisions do not apply in relation to tier 2 instruments
held in the trading book of the firm:

(1)  article 66(c) of the UK CRR; and
(2)  article 70 of the UK CRR.

[Note: article 9(2)(e)(ii) of the IFR.]

Holdings of tier 2 instruments issued by a financial sector entity within an
investment firm group

R

A firm is not required to deduct holdings of tier 2 instruments issued
by a financial sector entity from the firm s tier 2 items in accordance
with article 66 of the UK CRR where all of the following conditions

are met:

(1)  the financial sector entity forms part of the same investment
firm group as the firm;

(2)  thereis no current or foreseen material, practical or legal

impediment to the prompt transfer of capital or repayment of
liabilities by the financial sector entity;
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the risk evaluation, measurement and control procedures of the
parent undertaking include the financial sector entity; and

the group capital test under MIFIDPRU 2.6 does not apply to
the investment firm group.

[Note: article 9(5) of the IFR.]

General requirements for own funds instruments

R

1)

(@)

A firm must comply with the provisions in Chapter 6 of Title |
of Part Two of the UK CRR, as modified by the rules in this
section.

Any reference to the UK CRR in this section is to the UK CRR
as applied by (1) and modified by the rules in this section.

[Note: article 9(3) of the IFR.]

Reduction of own funds instruments

R

A firm that wishes to apply for permission for the purposes of articles
77 and 78 of the UK CRR to:

(1)

(@)

3)

reduce, redeem or repurchase any of its common equity tier 1
instruments;

reduce, distribute or reclassify as another own funds item the
share premium accounts related to any of its own funds
instruments; or

effect the call, redemption, repayment or repurchase of its
additional tier 1 instruments or tier 2 instruments prior to the
date of their contractual maturity;

must submit the form in [Editor’s note: reference to the applicable
form to be inserted. The FCA intends to consult on the relevant form in
a subsequent CP] to the FCA.

Permission under MIFIDPRU 3.6.2R will be deemed to have been
granted where the following conditions are met:

1)
@)

either of the conditions in MIFIDPRU 3.6.4R apply;
the firm has notified the FCA of:

€)) the proposed reduction, repurchase, call or redemption;
and

(b) the basis on which the firm has concluded that the
circumstances in (1) apply;
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no later than the 20th business day before the day on which the
reduction, repurchase, call or redemption is proposed to occur
using the form in [Editor’s note: reference to the applicable
form to be inserted. The FCA intends to consult on the relevant
form in a subsequent CP]; and

(3)  the FCA has not notified the firm of any objections to the
proposal before the day on which the reduction, repurchase, call
or redemption is proposed to occur.

3.6.4 R The conditions referred to in MIFIDPRU 3.6.3R are that:

(1)  earlier than or at the same time as the reduction, repurchase,
call or redemption, the firm replaces the relevant own funds
instruments with own funds instruments of equal or higher
quality at terms that are sustainable for the income capacity of
the firm; or

(2)  the firm is redeeming additional tier 1 instruments or tier 2
instruments within five years of their date of issue and either of
the following applies:

@ there is a change in the regulatory classification of those
instruments which would be likely to result in their
exclusion from own funds or reclassification as a lower
quality form of own funds, and both the following
conditions are met:

Q) there are reasonable grounds to conclude that the
change is sufficiently certain; and

(i) the regulatory reclassification of the instruments
was not reasonably foreseeable at the time of
their issuance; or

(b)  there is a change in the applicable tax treatment of those
instruments which is material and was not reasonably
foreseeable at the time of their issuance.

[Note: article 9(3) of the IFR.]

3.7 Composition of capital for parent undertakings subject to the group
capital test
3.7.1 R This section applies to a parent undertaking in accordance with

MIFIDPRU 3.1.2R.

3.7.2 R A parent undertaking must, at all times, have own funds instruments
which meet the following conditions:
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(1)  the parent undertaking’s common equity tier 1 capital must be
at least equal to:

@ the sum of the book value of the parent undertaking’s
holdings of the common equity tier 1 capital of the
relevant financial undertakings under MIFIDPRU
2.6.5R; plus

(b)  the total amount of all the parent undertaking’s
contingent liabilities in favour of the relevant financial
undertakings under MIFIDPRU 2.6.5R;

(2)  the sum of common equity tier 1 capital and additional tier 1
capital of the parent undertaking must be at least equal to the
sum of:

@ the amounts in (1)(a) and (1)(b); plus

(b)  the sum of the book value of the parent undertaking’s
holdings in the additional tier 1 capital of the relevant
financial undertakings under MIFIDPRU 2.6.5R; and

(3)  the sum of the parent undertaking’s own funds instruments
must be at least equal to the total requirement under
MIFIDPRU 2.6.5R.

[Note: article 8(2)(a) and article 9 of the IFR.]

As explained in MIFIDPRU 2.6.6G, a separate group capital test
applies to each parent undertaking within an investment firm group. In
effect, therefore, the group capital test applies at the level of each
intermediate parent undertaking, as well as to the ultimate parent
undertaking of the investment firm group.

Own funds requirements

Application

R

This chapter applies to:

(1) aMIFIDPRU investment firm; and

(2) a UK parent entity that is required by MIFIDPRU 2.5.7R to
comply with MIFIDPRU 4 on the basis of its consolidated
situation.

Where this chapter applies on the basis of the consolidated situation of
a UK parent entity, it applies with the following modifications:

Page 68 of 235



413

4.2

421

4.2.2

4.3
431

1)

@)

FCA 2021/XX

MIFIDPRU 4.2.1R (Initial capital requirement) does not apply;
and

any references to a “firm” or “MIFIDPRU investment firm” in
this chapter are to be interpreted as references to the
hypothetical single MIFIDPRU investment firm created under
the consolidated situation.

MIFIDPRU 2.5 contains additional guidance on how a UK parent
entity should apply the requirements in this chapter on a consolidated

basis.

Initial capital requirement

R

1)

(@)

At the point at which a firm is first authorised as a MIFIDPRU
investment firm, it must hold initial capital of not less than the
amount in (2).

The relevant amount is the permanent minimum capital
requirement that would apply if the firm had been granted the
permissions that it has requested in its application for
authorisation.

[Note: article 9 of the IFD.]

1)

@)

3)

The initial capital requirement in MIFIDPRU 4.2.1R applies
only at the point at which the FCA is first granting permission
to a MIFIDPRU investment firm to carry on investment services
and/or activities. After a firm has been authorised as a
MIFIDPRU investment firm, the permanent minimum capital
requirement applies on an ongoing basis instead.

Where a MIFIDPRU investment firm applies to vary its
permissions to add new investment services and/or activities
that would result in an increase in its permanent minimum
capital requirement, the FCA would generally expect to refuse
the application unless the firm demonstrates that it can comply
with the new permanent minimum capital requirement.

The FCA’s approach to the application of the initial capital
requirement under MIFIDPRU is based on the existence of the
permanent minimum capital requirement for MIFIDPRU
investment firms. For the avoidance of doubt, this guidance
does not affect the FCA ’s approach to whether the initial capital
requirement under another prudential sourcebook applies on an
ongoing basis.

Own funds requirement

R

A MIFIDPRU investment firm must at all times maintain own funds
that are at least equal to its own funds requirement.
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The own funds requirement of a non-SNI MIFIDPRU investment firm
is the highest of:

(1) its permanent minimum capital requirement under MIFIDPRU
4.4;

(2) its fixed overheads requirement under MIFIDPRU 4.5; or
(3) its K-factor requirement under MIFIDPRU 4.6.
[Note: article 11(1) of the IFR.]

The own funds requirement of an SNI MIFIDPRU investment firm is
the higher of:

(1) its permanent minimum capital requirement under MIFIDPRU
4.4; or

(2) its fixed overheads requirement under MIFIDPRU 4.5.

[Note: article 11(2) of the IFR.]

Permanent minimum capital requirement

R

G

(1) Where a MIFIDPRU investment firm has permission to carry on
any of the investment services and/or activities in (2), its
permanent minimum capital requirement is £750,000.

(2)  The relevant investment services and/or activities are:
@ dealing on own account;

(b) underwriting of financial instruments and/or placing of
financial instruments on a firm commitment basis; or

(©) operating an organised trading facility, if the firm is not
subject to a limitation that prevents it from carrying on
the activities otherwise permitted by MAR 5A.3.5R.

[Note: article 9(1) and (4) of the IFD.]

(1)  Under MAR 5A.3.5R (Proprietary trading), a firm that has
permission to operate an organised trading facility may deal on
own account in the following ways without requiring separate
permissions for dealing on own account:

@ by undertaking matched principal trading in the course
of operating the OTF; or

(b) by dealing on own account in relation to sovereign debt
instruments for which there is no liquid market.
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A firm that is operating an organised trading facility and does
not wish to carry on the activities in (1) may apply to the FCA
under section 55H of the Act for a limitation that prohibits the
firm from carrying on those activities in reliance on that
permission.

The effect of MIFIDPRU 4.4.1R(2)(c) is that if a firm is
operating an organised trading facility and is not subject to the
limitation described in (2), the firm s permanent minimum
capital requirement will be £750,000.

Where a MIFIDPRU investment firm meets the conditions in
(2), its permanent minimum capital requirement is £150,000.

The relevant conditions are:
@ the firm has permission to do any of the following:
(1 operating a multilateral trading facility;

(i) operating an organised trading facility, if the
firm is subject to a limitation that prevents it
from carrying on the activities otherwise
permitted by MAR 5A.3.5R;

(iii)  holding client money and/or client assets in the
course of MiFID business; and

(b) the firm does not have permission to do any of the
following:

(i) dealing on own account;

(i) underwriting of financial instruments and/or
placing of financial instruments on a firm
commitment basis;

(iii)  operating an organised trading facility, if the
firm is not subject to a limitation that prevents it
from carrying on the activities otherwise
permitted by MAR 5A.3.5R.

[Note: article 9(3) of the IFD.]

4.4.4 R (1)

@)

Where a MIFIDPRU investment firm meets the conditions in
(2), its permanent minimum capital requirement is £75,000.

The relevant conditions are:
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@ the only investment services and/or activities that the
firm has permission to carry on are one or more of the
following:

(1) reception and transmission of orders in relation
to one or more financial instruments;

(i) execution of orders on behalf of clients;
(iii)  portfolio management;
(iv)  investment advice; or

(v)  placing of financial instruments without a firm
commitment basis; and

(b) the firm is not permitted to hold client money or client
assets in the course of MiFID business.

[Note: article 9(2) of the IFD.]
4.5 Fixed overheads requirement

[Editor’s note: The provisions in this section will be published in a
subsequent consultation paper.]

4.6 Overall K-factor requirement

4.6.1 R The K-factor requirement of a MIFIDPRU investment firm is the sum
of each of the following that apply to the firm:

1) K-AUM requirement;
(2 K-CMH requirement;
3) K-ASA requirement;

4) K-COH requirement;
(5) K-NPR requirement;

(6) K-CMG requirement;
(7 K-TCD requirement;

(8) K-DTF requirement; and
9) K-CON requirement.
[Note: article 15(1) of the IFR.]

4.7 K-AUM requirement
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[Editor’s note: The provisions in this section will be published in a
subsequent consultation paper.]

K-CMH requirement

[Editor’s note: The provisions in this section will be published in a
subsequent consultation paper.]

K-ASA requirement

[Editor’s note: The provisions in this section will be published in a
subsequent consultation paper.]

K-COH requirement

[Editor’s note: The provisions in this section will be published in a
subsequent consultation paper.]

Trading book and dealing on own account: general provisions

G References to trading book positions in MIFIDPRU include all
trading book positions of the firm, including positions in:

(1)  equity instruments;

2 debt instruments (including securitisation instruments);
3) collective investment undertakings;

(4)  foreign exchange;

(5) gold; and

(6) commodities and emissions allowances.

[Note: article 21(3) of the IFR.]

G 1) For the purposes of the definition of a position held with
trading intent in relation to the trading book, positions arising
from client servicing include those arising out of contracts in
relation to which a firm is acting as principal (even in the
context of activity described as ‘broking’ or ‘customer
business’). This applies even if the nature of the business
means that the only risks incurred by the firm are counterparty
risks (i.e. no market risk charges apply).

(2) If the nature of the business means that the only risks incurred
by the firm are counterparty risks, the position will generally
still be a position held with trading intent.

3 The FCA understands that business carried out under
International Uniform Brokerage Execution (“Give-Up”)
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Agreements involve back to back trades as principal. If so,
positions arising out of business carried out under such
agreements should be allocated to a firm’s trading book.

411.3 R (1) A MIFIDPRU investment firm must manage its trading book
in accordance with Chapter 3 of Title | of Part Three of the
UK CRR, with the following modifications:

(@ ifafirmis unsure whether a position is a position held
with trading intent or is held to hedge a position held
with trading intent, the firm must include that position
within its trading book;

(b) the following provisions of the UK CRR do not apply:
Q) article 102(1);
(i) article 102(4);
(iii)  article 104(2)(g); and
(iv) article 106;

(c) the reference in article 104(1) of the UK CRR to
“policies and procedures for determining which position
to include in the trading book™ shall be read as “policies
and procedures for identifying which positions form part
of the trading book”.

(2)  Any reference to the UK CRR in this rule is to the UK CRR as
applied and modified by (1).

[Note: article 21(2) of the IFR.]

4.11.4 R The following requirements only apply to a firm that deals on own
account, whether on its own behalf or on behalf of its clients:

(1)  the K-NPR requirement;
2 the K-CMG requirement;
(3)  the K-TCD requirement; and
4 the K-DTF requirement.

4.11.5 G MIFIDPRU investment firms that deal on own account are reminded
that they are also subject to the K-CON requirement in accordance
with MIFIDPRU 5.

4.11.6 G A MIFIDPRU investment firm that has permission to operate an
organised trading facility may rely on that permission to:
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(1)  engage in matched principal trading in certain types of
financial instruments with client consent, in accordance with
MAR 5A.3.5R(1); and

(2)  deal on own account in illiquid sovereign debt instruments in
accordance with MAR 5A.3.5R(2).

In either case, the firm will be dealing on own account and is
therefore subject to the requirements in MIFIDPRU 4.11.4R to the
extent relevant to the transactions it undertakes. MIFIDPRU 5
explains how the K-CON requirement applies to such firms.

R A firm to which MIFIDPRU 4.11.4R applies is required to calculate
its K-NPR requirement and K-CMG requirement only in relation to:

(1)  trading book positions; and

2 positions other than trading book positions where such
positions give rise to foreign exchange risk or commodity risk.

[Note: article 21(1) and (4) of the IFR.]

R A firm to which MIFIDPRU 4.11.4R applies is required to calculate
its K-TCD requirement only in relation to the following:

(1)  transactions that form part of its trading book; and
(2)  transactions of the type specified in MIFIDPRU 4.14.3R(7).
K-NPR requirement

R A MIFIDPRU investment firm must calculate its K-NPR requirement
by reference to every position referred to in MIFIDPRU 4.11.7R that
does not form part of a portfolio for which the firm has been granted a
K-CMG permission.

R (1)  The K-NPR requirement of a MIFIDPRU investment firm
must be calculated in accordance with Title IV of Part Three
of the UK CRR in the form in which it stood at [Editor’s note:
insert date immediately before the earlier of the date that the
MIFIDPRU sourcebook begins to apply or the date that the
CRR 2 amendments to the UK CRR take effect].

2 Any reference in this section to the UK CRR is to the UK CRR
as applied by (1) and modified by the rules in this section.

3 When applying the UK CRR in accordance with (1):

(@) any provision in the UK CRR relating to the effect that
the market risk of a position has on the “own funds
requirement” should be interpreted as relating instead to
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the effect that the position has on the K-NPR
requirement of the MIFIDPRU investment firm;

(b) article 363 of the UK CRR does not apply;

(c) any references in Title IV of Part Three of the UK CRR
to:

Q) article 363 of the UK CRR (permission to use
internal models) shall be deemed to refer to
MIFIDPRU 4.12.4R to MIFIDPRU 4.12.7R; and

(i) permissions granted under article 363 of the UK
CRR shall be deemed to refer to equivalent
permissions granted under MIFIDPRU 4.12.4R
to MIFIDPRU 4.12.7R.

[Note: articles 22 and 57(2) of the IFR.]
Instruments for which no treatment is specified in the UK CRR

4.12.3 R (1)  Where a MIFIDPRU investment firm has a position in a
financial instrument for which no treatment has been specified
in the UK CRR, it must consider whether:

(@) the position is sufficiently similar to a position for
which an existing treatment has been specified in the
UK CRR; and

(b) the application of the treatment in (a) would be prudent
and appropriate.

(2 If there is a treatment in the UK CRR that meets the conditions
in (1), the firm must calculate the K-NPR requirement
resulting from that position by applying that treatment.

3) If there are multiple treatments in the UK CRR that meet the
conditions in (1), the firm must calculate the K-NPR
requirement resulting from that position by applying the most
appropriate treatment.

4) If there are no appropriate treatments in the UK CRR, the firm
must add an appropriate percentage of the current value of the
position to its overall K-NPR requirement. An appropriate
percentage is either 100%, or a percentage that takes into
account the characteristics of the position.

5) A firm must document its policies and procedures for

calculating the K-NPR requirement in respect of positions to
which this rule applies in its trading book policy statement.
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Permission to use internal models

4.12.4 R (1)  Afirm must obtain the prior permission of the FCA before
using an internal model to calculate any of the following
requirements under Part Three, Title IV, Chapter 5 of the UK
CRR:

(@ general risk of equity instruments;
(b) specific risk of equity instruments;
(c) general risk of debt instruments;
(d) specific risk of debt instruments;
(e) foreign exchange risk; and
()  commodities risk.
(2)  To obtain the permission referred to in (1), a firm must:

(@ complete the application form in [Editor’s note: a
reference to the relevant permissions form will be
inserted following consultation on the form in a future
consultation paper] and submit it in accordance with the
instructions in that form; and

(b) as part of the application in (a), demonstrate to the
satisfaction of the FCA that:

Q) the relevant conditions for the use of the internal
model specified in Part Three, Title IV, Chapter
5 of the UK CRR, as supplemented by the rules
and guidance in this section, are met; and

(i) the internal model for which permission is
sought covers a significant share of the positions
of the relevant risk category in (1).

3 A firm must obtain a separate permission under this rule in
relation to each risk category in (1).

4.12.5 G MIFIDPRU 4.12.8R to 4.12.65G contain rules and guidance setting
out requirements for internal models and explaining the factors that
the FCA will consider when deciding whether to grant permission to
use an internal model.

4.12.6 R Q) A firm which has obtained a permission under MIFIDPRU
4.12.4R must obtain the approval of the FCA before doing the
following in relation to the model to which that permission
relates:
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(@ implementing a material change to the use of the model;
or

(b) making a material extension to the use of the model.

2 To determine if a change or extension is material for the
purposes of (1), a firm must apply the criteria and
methodology set out in articles 3, 7a and 7b of the Market
Risk Model Extensions and Changes RTS.

(3)  To obtain the approval in (1), a firm must:

(@ complete the application form in [Editor’s note: a
reference to the relevant permissions form will be
inserted following consultation on the form in a future
consultation paper] and submit it in accordance with the
instructions in that form; and

(b) perform an initial calculation of stressed value-at-risk in
accordance with article 365(2) of the UK CRR on the
basis of the model as changed or extended and submit
the results of that calculation as part of the application in

(@).

4.12.7 R (1)  Afirm which has obtained a permission under MIFIDPRU
4.12.4R must notify the FCA before:

(@) implementing a change to the use of the model to which
that permission relates which is not a material change;
or

(b) extending the use of the model to which that permission
relates in a manner which is not material.

(2)  Afirm should make the notification in (1) using the form in
[Editor’s note: a reference to the relevant notification form
will be inserted following consultation on the form in a future
consultation paper] and submit it in accordance with the
instructions in that form.

Use of internal models: risk capture

4.12.8 R A MIFIDPRU investment firm that has a permission to use an internal
model in accordance with Part Three, Title IV, Chapter 5 of the UK
CRR:

Q) must identify any material risks (or group of risks that when
considered in aggregate are material) that are not captured by
those models;
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must ensure that it holds own funds to cover those risk(s) in
addition to the own funds required to meet its K-NPR
requirement calculated in accordance with Part Three, Title
IV, Chapter 5 of the UK CRR; and

must ensure that it holds additional own funds for value at risk
(VaR) and stressed VVaR models that apply to the firm.

The methodology for identifying the risks in MIFIDPRU
4.12.8R and calculating those additional own funds for value-
at-risk (VaR) and stressed value-at-risk (stressed VaR) models
is called the “Risks not in VaR (RNIV) framework”. A firm is
responsible for identifying these additional risks and this
should be an opportunity for risk managers and the firm'’s
management to better understand the shortcomings of the
firm’s models. Following this initial assessment, the FCA will
engage with the firm to provide challenge and ensure an
appropriate outcome.

The RNIV framework is intended to ensure that own funds are
held to meet all risks that are not captured, or not captured
adequately, by the firm’s VaR and stressed VaR models.
These include, but are not limited to, missing and/or illiquid
risk factors such as cross-risks, basis risks, higher-order risks,
and calibration parameters. The RNIV framework is also
intended to cover event risks that could adversely affect the
relevant business.

A firm should systematically identify and measure all risks
that are not captured, or not captured adequately. This analysis
should be carried out at least quarterly, or more frequently if
requested by the FCA. The measurement of these risks should
capture the losses that could arise due to the risk factor(s) of
all products that are within the scope of the relevant internal
model permission, but are not adequately captured by the
relevant internal models.

On a quarterly basis, the firm should identify and assess
individual risk factors covered by the RNIV framework. The
FCA will review the results of this exercise and may require
that firms identify additional risk factors as being eligible for
measurement.

(@ Where sufficient data is available, and where it is
appropriate to do so, the FCA expects a firm to calculate
a VaR and stressed VVaR metric for each risk factor
within scope of the framework. The stressed period for
the RNIV framework should be consistent with that
used for stressed VaR. No offsetting or diversification
may be recognised across risk factors included in the
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RNIV framework. The multipliers used for VaR and
stressed VaR should be applied to generate a K-NPR
requirement.

(b) Ifitis not appropriate to calculate a VaR and stressed
VaR metric for a risk factor, a firm should instead
measure the size of the risk based on a stress test. The
confidence level and capital horizon of the stress test
should be commensurate with the liquidity of the risk,
and should be at least as conservative as comparable risk
factors under the internal model approach. The capital
charge should be at least equal to the losses arising from
the stress test.

Standardised approach for options

4.12.10 R A MIFIDPRU investment firm may use its own estimates for delta for
the purposes of the standardised approach for options under article
329 of the UK CRRif:

(1)  the model the firm uses meets the minimum standards set out
in MIFIDPRU 4.12.12G to MIFIDPRU 4.12.18G (Minimum
standards for own estimates of delta) for each type of option
for which it calculates delta; and

(2)  the firm has notified the FCA that the minimum standards in
(1) are met before the firm begins to use its own estimates for
the relevant delta.

4.12.11 G If a MIFIDPRU investment firm has notified the FCA under
MIFIDPRU 4.12.10R that a model meets the minimum standards for
a particular option type, but is subsequently unable to demonstrate to
the FCA that the model meets those minimum standards, the FCA
may apply a capital add-on and agree a risk mitigation plan. If a firm
is unable to comply with the risk mitigation plan within the mandated
time-frame, the FCA may take further supervisory measures. This
may include variation of a firm’s Part 4A permission so that it is no
longer allowed to trade those particular types of options for which it
does not meet the minimum standards.

Minimum standards for own estimates of delta

4.12.12 G The level of sophistication of the pricing models used to calculate
own estimates of delta for use in the standardised approach for
options should be proportionate to the complexity and risk of each
option, and the overall risk of the firm s options trading business. In
general, the FCA considers that the risk of sold options will be higher
than the risk of the same options when bought.
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Delta should be re-calculated at least daily. A firm should also
recalculate delta promptly following significant movements in the
market parameters used as inputs to calculate delta.

The pricing model used to calculate delta should be:

1) based on appropriate assumptions that have been assessed and
challenged by suitably qualified parties independent of the
development process;

@) independently tested, including validation of the mathematics,
assumptions, and software implementation; and

3) developed or approved independently of the trading desk.

A firm should use generally accepted industry standard pricing
models for the calculation of own deltas where these are available,
such as for relatively simple options.

The IT systems used to calculate delta should be sufficient to ensure
that delta can be calculated accurately and reliably.

A firm should have adequate systems and controls in place when
using a pricing model to calculate a delta. This should include the
following documented policies and procedures:

1) clearly defined responsibilities of the various areas involved in
the calculation;

(2)  frequency of independent testing of the accuracy of the model
used to calculate delta; and

3) guidelines for the use of unobservable inputs, where relevant.

A firm should ensure its risk management functions are aware of
weaknesses of the model used to calculate a delta. Where a firm
identifies weaknesses, it should ensure that estimates of delta result in
a prudent contribution to the K-NPR requirement. The outcome
should be prudent across the whole portfolio of options and
underlying positions at all times.

Netting: convertible

R

The netting of a convertible and an offsetting position in the
underlying instrument is permitted for the purposes of article 327(2)
of the UK CRR (Netting).

For the purposes of article 327(2) of the UK CRR, the convertible
should be:

(1)  treated as a position in the equity into which it converts; and
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(2)  the component of the firm’s K-NPR requirement attributable
to the general and specific risk in its equity instruments should
be adjusted by making:

(@) an addition equal to the current value of any loss that the
firm would make if it did convert to equity; or

(b) adeduction equal to the current value of any profit that
the firm would make if it did convert to equity (subject
to a maximum deduction equal to the K-NPR
requirement that would be attributable to the notional
position underlying the convertible).

Offsetting derivative instruments

41221 G Article 331(2) of the UK CRR (Interest rate risk in derivative
instruments) states conditions that must be met before a firm not
using interest rate pre-processing models can fully offset interest-rate
risk on derivative instruments. One of the conditions is that the
reference rate (for floating-rate positions) or coupon (for fixed-rate
positions) should be ‘closely matched’. The FCA will normally
consider a difference of less than 15 basis points as indicative of the
reference rate or coupon being ‘closely matched’ for the purposes of
this requirement.

Exclusion of overshootings when determining multiplication factor addends

4.12.22 G (1)  The FCA’s starting assumption is that all overshootings
should be taken into account for the purpose of the calculation
of addends. If a firm believes that an overshooting should not
count for that purpose, then it should seek a variation of its
VaR model permission from the FCA in accordance with
MIFIDPRU 4.12.4R in order to exclude that particular
overshooting.

2 One example of when a firm ’s overshooting might properly be
disregarded is when it has arisen as a result of a risk that is not
captured in its VaR model but against which own funds are
already held.

Derivation of notional positions for standardised approaches: general

4.12.23 G MIFIDPRU 4.12.24G to MIFIDPRU 4.12.38G set out guidance for
the derivation of notional positions for standardised approaches to
market risk under the UK CRR.

Futures and forwards on a basket or index of debt securities

4.12.24 G Futures or forwards on a basket or index of debt securities should be
converted into forwards on single debt securities as follows:
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(1)  futures or forwards on a single currency basket or index of
debt securities should be treated as either:

(@) aseries of forwards, one for each of the constituent debt
securities in the basket or index, of an amount that is a
proportionate part of the total underlying the contract,
according to the weighting of the relevant debt security
in the basket; or

(b) asingle forward on a notional debt security; and

(2)  futures or forwards on multiple currency baskets or indices of
debt securities should be treated as either:

(@) aseries of forwards (using the method in (1)(a)); or

(b) aseries of forwards, each one on a notional debt security
to represent one of the currencies in the basket or index,
of an amount that is a proportionate part of the total
underlying the contract according to the weighting of
the relevant currency in the basket.

4.12.25 G Notional debt securities derived through this treatment should be

assigned a specific risk position risk adjustment and a general market
risk position risk adjustment equal to the highest that would apply to
the debt securities in the basket or index.

4.12.26 G The debt security with the highest specific risk position risk
adjustment within the basket might not be the same as the one with
the highest general market risk position risk adjustment. A firm
should select the highest percentages, even where they relate to
different debt securities in the basket or index, and regardless of the
proportion of those debt securities in the basket or index.

Bonds where coupons and principal are paid in different currencies

4.12.27 G Where a debt security pays coupons in one currency but will be
redeemed in a different currency, it should be treated as:

(1)
)

a debt security denominated in the coupon’s currency; and

a foreign currency forward to capture the fact that the debt
security’s principal will be repaid in a different currency from

(@)

that in which it pays coupons, specifically:

a notional forward sale of the coupon currency and
purchase of the redemption currency, in the case of a
long position in the debt security; or
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(b) anotional forward purchase of the coupon currency and
sale of the redemption currency, in the case of a short

position in the debt security.

Interest rate risk on other futures, forwards and swaps

G Other futures, forwards, and swaps where a treatment is not specified
in article 328 of the UK CRR (Interest rate futures and forwards)
should be treated as positions in zero specific risk securities, each of

which:

1) has a zero coupon;

(2)  has a maturity equal to that of the relevant contract; and

3) is long or short according to the table in MIFIDPRU

4.12.2

G This table belongs to MIFIDPRU 4.12.28G.

9G.

Instrument

Notional positions

Foreign currency A long position and | A short position
forward or future denominated in the denominated in
currency purchased the currency sold
Gold forward or A long position if the or | Ashort position if
future forward or future the forward or
involves an actual (or future involves an
notional) sale of gold actual (or
notional)
purchase of gold
Equity forward or | A long position if the or | Ashort position if

future

contract involves an
actual (or notional) sale
of the underlying equity

the contract
involves an actual
(or notional)
purchase of the
underlying equity

Deferred start interest rate swaps or foreign currency swaps
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4.12.30 G Interest-rate swaps or foreign currency swaps with a deferred start
should be treated as the two notional positions (one long, one short).
The paying leg should be treated as a short position in a zero specific
risk security with a coupon equal to the fixed rate of the swap. The
receiving leg should be treated as a long position in a zero specific
risk security that also has a coupon equal to the fixed rate of the
swap.

41231 G  The maturities of the notional positions are shown in the table in
MIFIDPRU 4.12.32G.

4.12.32 G  Thistable belongs to MIFIDPRU 4.13.31G.
Paying leg Receiving leg
Receiving fixed and The maturity equals the | The maturity equals
paying floating start date of the swap the end date of the
swap
Paying fixed and The maturity equals the | The maturity equals
receiving floating end date of the swap the start date of the
swap
Swaps where only one leg is an interest rate leg
4.12.33 G  Forinterest-rate risk, a firm should treat a swap (such as an equity

swap) with only one interest rate leg as a notional position in a zero
specific risk security:

(1)  with a coupon equal to that on the interest rate leg;

(2)  with a maturity equal to the date that the interest rate will be
reset; and

3 that is a long position if the firm is receiving interest payments
and short if making interest payments.

Foreign exchange forwards, futures and contracts for differences

4.12.34 G (1) Afirmshould treat a foreign currency forward, future or
contract for differences as two notional currency positions as
follows:

(@ along notional position in the currency that the firm has
contracted to buy; and
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(b) ashort notional position in the currency that the firm has
contracted to sell.

In (1), the notional positions should have a value equal to
either:

(@) the contracted amount of each currency to be exchanged
in a forward, future or contract for differences held
outside the trading book; or

(b) the present value of the amount of each currency to be
exchanged in a forward, future or contract for
differences held in the trading book.

Foreign currency swaps

4.12.35 G (1

)

A firm should treat a foreign currency swap as:

(@ along notional position in the currency in which the
firm has contracted to receive interest and principal; and

(b) ashort notional position in the currency in which the
firm has contracted to pay interest and principal.

In (1), the notional positions should have a value equal to
either:

(@ the nominal amount of each currency underlying the
swap if it is held outside the trading book; or

(b) the present value amount of all cash flows in the
relevant currency in the case of a swap held in the
trading book.

Futures, forwards and contract for differences on a single commodity

4.12.36 G  Where a forward, future or contract for differences settles according
to:
Q) the difference between the price set on trade date and that

()

prevailing at contract expiry, then the notional position
should:

(@) equal the total quantity underlying the contract; and
(b) have a maturity equal to the expiry date of the contract;

the difference between the price set on trade date and the
average of prices prevailing over a certain period up to
contract expiry, then a notional position should be derived for
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each of the reference dates used in the averaging period to
calculate the average price, that:

(@) equals a fractional share of the total quantity underlying
the contract; and

(b) has a maturity equal to the relevant reference date.

Buying or selling a single commodity at an average of spot prices
prevailing in the future

G

Commitments to buy or sell at the average spot price of the
commodity prevailing over some period between trade date and
maturity should be treated as a combination of:

1)

(2)

a position equal to the full amount underlying the contract
with a maturity equal to the maturity date of the contract,
which should be:

(@ long, where the firm will buy at the average price; or
(b) short, where the firm will sell at the average price; and
a series of notional positions, one for each of the reference
dates where the contract price remains unfixed, each of which

should:

(@ be long if the position under (1) is short, or short if the
position under (1) is long;

(b) equal to a fractional share of the total quantity
underlying the contract; and

(c) have a maturity date of the relevant reference date.

Cash legs of repurchase agreements and reverse repurchase agreements

G

The forward cash leg of a repurchase agreement or reverse repurchase
agreement should be treated as a notional position in a zero specific
risk security that:

(1)

)

©)

(4)

is a short notional position in the case of a repurchase
agreement and a long notional position in the case of a reverse
repurchase agreement;

has a value equal to the market value of the borrowing or
deposit;

has a maturity equal to that of the borrowing or deposit, or the
next date the interest rate is reset (if earlier); and

has a coupon equal to:
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(@ zero, if the next interest payment date coincides with the
maturity date; or

(b) the interest rate on the borrowing or deposit, if any
interest is due to be paid before the maturity date.

Expectations relating to internal models

4.12.39 G  MIFIDPRU 4.12.40G to MIFIDPRU 4.12.65G describe some of the
standards that the FCA expects to be met when it is considering an
application under MIFIDPRU 4.12.4R.

High-level standards

4.12.40 G  Afirm should be able to demonstrate that it meets the risk
management standards in article 368 of the UK CRR (Quialitative
requirements) on a legal entity and business-line basis where
appropriate. This is particularly important for a subsidiary in a group
subject to matrix management where the business lines cut across
legal entity boundaries.

Categories of position

4.12.41 G A VaR model permission will generally set out the broad classes of
position within each risk category in its scope. It may also specify
how individual products within one of those broad classes may be
brought into or taken out of scope of the VaR model permission.
These broad classes of permission are as follows:

1) linear products, which comprise securities with linear pay-offs
(such as bonds and equities) and derivative products which
have linear pay-offs in the underlying risk factor (such as
interest rate swaps, FRAs, and total return swaps);

(2)  European, American and Bermudan put and call options
(including caps, floors, and swaptions) and investments with
these features;

3 Asian options, digital options, single barrier options, double
barrier options, look-back options, forward-starting options,
compound options and investments with these features; and

(4)  all other option-based products (such as basket options,
quantos, outperformance options, timing options, and
correlation-based products) and investments with these

features.
Data standards
4.12.42 G  Afirm should ensure that the data series used by its VaR model is

reliable. Where a reliable data series is not available, proxies or any
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other reasonable value-at-risk measurement may be used if the firm
meets the requirements in article 367(2)(e) of the UK CRR
(Requirements for risk measurement). The technique must be
appropriate and must not materially understate the modelled risks.

4.12.43 G  Data may be deemed insufficient if, for example, it contains missing
data points, or data points that contain stale data. For less liquid risk
factors or positions, the FCA expects the firm to make a conservative
assessment of those risks, using a combination of prudent valuation
techniques and alternative VaR estimation techniques to ensure there
is a sufficient cushion against risk over the close-out period, that
takes account of the illiquidity of the risk factor or position.

4.12.44 G  Afirmis expected to update data sets to ensure standards of
reliability are maintained in accordance with the frequency set out in
its VaR model permission, or more frequently if volatility in market
prices or rates necessitates more frequent updating. This is in order to
ensure a prudent calculation of the VaR measure.

Aggregating VaR measures

4.12.45 G (1 In determining whether it is appropriate for a firm to use
empirical correlations within risk categories and across risk
categories within a model, the FCA will consider whether
such an approach is sound and implemented with integrity. In
general, the FCA expects a firm to determine the aggregate
VaR measure by adding the relevant VaR measure for each
category, unless the firm’s permission provides for a different
method of aggregating VaR measures that is empirically
sound.

(2)  The FCA does not expect a firm to use the square root of the
sum of the squares approach when aggregating measures
across risk categories unless the assumption of zero
correlation between these categories is empirically justified. If
correlations between risk categories are not empirically
justified, the VaR measures for each category should simply
be added to determine its aggregate VaR measure. However,
to the extent that a firm 's VaR model permission provides for
a different way of aggregating VaR measures:

(@) that method applies instead; and

(b) if the correlations between risk categories used for that
purpose cease to be empirically justified then the firm is
expected to notify the FCA immediately.

Testing prior to model validation

4.12.46 G  The FCA expects a firm to provide evidence of its ability to comply
with the requirements for a VaR model permission. In general, a firm
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should demonstrate this by having a back-testing programme in place
and should provide 3 months of back-testing history.

The FCA expects a firm to carry out a period of initial monitoring or
live testing before the FCA will recognise a VaR model. This will be
agreed on a firm-by-firm basis.

The FCA will take into account the results of internal model
validation procedures used by the firm to assess the VaR model when
assessing the firm’s VaR model and risk management.

Back-testing

G

MIFIDPRU 4.12.50G to MIFIDPRU 4.12.53G provide further
guidance on how a firm should comply with the requirements in
article 366 of the UK CRR (Regulatory back testing and
multiplication factors).

If the day on which a loss is made is day n, the value-at-risk measure
for that day will be calculated on day n-1, or overnight between day
n-1 and day n. Profit and loss figures are produced on day n+1, and
back-testing also takes place on day n+1. The firm’s supervisor
should be notified of any overshootings by close of business on day
n+2.

Any overshooting initially counts for the purpose of the calculation of
the plus factor, even if subsequently the FCA agrees to exclude it.
Thus, where the firm experiences an overshooting and already has
four or more overshootings during the previous 250 business days,
changes to the multiplication factor arising from changes to the plus
factor become effective at day n+3.

A longer time period generally improves the power of back-testing.
However, a longer time period may not be desirable if the VaR model
or market conditions have changed to the extent that historical data is
no longer relevant.

The FCA will review, as part of a firm s VaR model permission
application under MIFIDPRU 4.12.4R, the processes and
documentation relating to the derivation of profit and loss used for
back-testing. A firm’s documentation should clearly set out the basis
for cleaning profit and loss. To the extent that certain profit and loss
elements are not updated every day (for example, certain reserve
calculations) the documentation should clearly set out how such
elements are included in the profit and loss series.

Planned changes to the VaR model

G

In accordance with MIFIDPRU 4.12.6R, a firm will need to provide
to, and discuss with, the FCA details of any significant planned
changes to the VaR model before those changes are implemented.
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These details must include detailed information about the nature of
the change, including an estimate of the impact on VaR numbers and
the incremental risk charge. Firms are reminded that material changes
to internal models or material extensions to the use of internal models
will require prior approval from the FCA.

Bias from overlapping intervals for 10-day VaR and stressed VaR

G

The use of overlapping intervals of 10-day holding periods for article
365 of the UK CRR (VaR and stressed VaR (sVaR) calculation)
introduces an autocorrelation into the data that would not exist should
truly independent 10-day periods be used. This may give rise to an
under-estimation of the volatility and the VaR at the 99% confidence
level. To obtain clarity on the materiality of the bias, a firm should
measure the bias arising from the use of overlapping intervals for 10-
day VaR and sVaR when compared to using independent intervals. A
report on the analysis, including a proposal for a multiplier on VaR
and sVaR to adjust for the bias, should be submitted to the FCA for
review and approval.

Stressed VaR calculation

G

Article 365 of the UK CRR (VaR and sVaR calculation) requires a
firm that uses an internal model for calculating its K-NPR
requirement to calculate, at least weekly, a sVaR of their current
portfolio. The FCA would expect a sVaR internal model to contain
the features in MIFDIPRU 4.12.57G to MIFIDPRU 4.12.60G before
the FCA will grant permission to use the relevant model.

Quantile estimator

G

The firm should calculate the s\VaR measure to be greater than or
equal to the average of the 2nd and 3rd worst loss in a 12-month time
series comprising of 250 observations. The FCA expects, as a
minimum, that a corresponding linear weighting scheme should be
applied if the firm uses a larger number of observations.

Meaning of ‘period of significant financial stress relevant to the
institution’s portfolio’

G

The firm should ensure that the sVaR period chosen is equivalent to
the period that would maximise VaR, given the firm s portfolio.
There is an expectation that a stressed period should be identified at
each legal entity level at which capital is reported. Therefore, group
level s\VaR measures should be based on a period that maximises the
group level VaR, whereas entity level sVaR should be based on a
period that maximises VaR for that entity.

Antithetic data
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4.12.59 G  The firm should consider whether the use of antithetic data in the
calculation of the s\VaR measure is appropriate to the firm s portfolio.
The firm should provide a justification to the FCA for using or not
using antithetic data as part of an application to use an internal model.

Absolute and relative shifts

4.12.60 G Inits application to use an internal model, the firm should explain the
rationale for the choice of absolute or relative shifts for both VaR and
sVaR methodologies. In particular, the firm should evidence the
statistical processes driving the risk factor changes for both VaR and
sVaR.

4.12.61 R Afirm that is using an internal model must submit the following
information to the FCA on a quarterly basis:

(1)  analysis to support the equivalence of the firm s current
approach to a VaR-maximising approach on an ongoing basis;

(2)  the rationale behind the selection of key major risk factors
used to find the period of significant financial stress;

(3)  summary of ongoing internal monitoring of stressed period
selection with respect to current portfolio;

(4) analysis to support capital equivalence of upscaled 1-day VaR
and sVaR measures to corresponding full 10-day VaR and
sVaR measures;

(5)  agraphed history of sVaR/VaR ratio;

(6)  analysis to demonstrate accuracy of partial revaluation
approaches specifically for sVaR purposes (for firms using
revaluation ladders or spot/vol-matrices), which should
include a review of the ladders/matrices or spot/vol-matrices,
ensuring that they are extended to include wider shocks to risk
factors that incur in stress scenarios; and

@) minutes of risk committee meeting or other form of evidence
to reflect governance and senior management oversight of
stressed VaR methodology.

4.12.62 G  Article 372 of the UK CRR (Requirement to have an internal IRC
model) requires a firm that uses an internal model for calculating own
funds requirements for specific risk of traded debt instruments to also
have an internal incremental default and migration risk (IRC) model
in place to capture the default and migration risk of its trading book
positions that are incremental to the risks captured by its VaR model.
When the FCA considers a firm’s application for permission to use an
IRC internal model under MIFIDPRU 4.12.4R, it expects that the
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matters in MIFIDPRU 4.12.63G to MIFIDPRU 4.12.65G will be
included to demonstrate compliance with the standards in article 372.

Basis risks for migration

G

The FCA expects the IRC model to capitalise pre-default basis risk.
In this respect, the model should reflect that in periods of stress the
basis could widen substantially. The firm should disclose to the FCA
its material basis risks that are incremental to those already captured
in existing market risk capital measures (VVaR-based and others). This
must take actual close-out periods during periods of illiquidity into
account.

Price/spread change model

G

The price/spread change model used to capture the profit and loss
impact of migration should calibrate spread changes to long-term
averages of differences between spreads for relevant ratings. These
should either be conditioned on actual rating events, or using the
entire history of spreads regardless of migration. Point-in-time
estimates are not considered acceptable, unless they can be shown to
be as conservative as using long-term averages.

Dependence of the recovery rate on the economic cycle

G

To achieve a soundness standard comparable to those under the IRB
approach, loss given default (LGD) estimates should reflect the
economic cycle. Therefore, the FCA expects a firm to incorporate
dependence of the recovery rate on the economic cycle into the IRC
model. If the firm uses a conservative parameterisation to comply
with the IRB standard of the use of downturn estimates, the firm
should submit evidence of this in quarterly reporting to the FCA,
bearing in mind that for trading portfolios, which contain long and
short positions, downturn estimates would not in all cases be a
conservative choice.

K-CMG requirement

R

Q) Subject to (2), the K-CMG requirement applies to a
MIFIDPRU investment firm in relation to portfolios for which
the firm has been granted a K-CMG permission.

(2) A MIFIDPRU investment firm must include a position
specified in MIFIDPRU 4.11.7R within the calculation of its
K-NPR requirement if that position:

@ is included in a portfolio for which the firm has been
granted a K-CMG permission;

(b) is a proprietary position of the firm that results from a
trade that has settled,
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(©) is not included in the calculation of the required
margin under the margin model of the clearing
member or authorised central counterparty in
MIFIDPRU 4.13.9R(2)(b); and

(d) is not a position to which the clearing member or
authorised central counterparty has applied a
“haircut” of the type specified in MIFIDPRU
4.13.6R(2).

4.13.2 G  MIFIDPRU 4.13.1R(2) is intended to cover the risks arising from
proprietary trades that form part of a portfolio for which a firm has a
K-CMG permission. Where such trades have settled, the resulting
proprietary position of the firm may no longer be included within the
margin requirement calculated by the clearing member or authorised
central counterparty for that portfolio and therefore would not
contribute to the firm’s K-CMG requirement. The firm should
therefore include such positions within its calculation of the K-NPR
requirement to take account of the resulting market risk. For these
purposes, a firm is not required to apply this approach to a position
that results from client servicing.

4.13.3 G  As part of any application for a K-CMG permission, a firm will need
to identify each portfolio for which it wishes to calculate a K-CMG
requirement.

4.13.4 G  MIFIDPRU investment firms that deal on own account are reminded
that MIFIDPRU 4.11.7R(2) includes positions held outside the
trading book that give rise to foreign exchange or commodities risk.
The FCA considers that it is unlikely that such positions would be
eligible for a K-CMG permission. Therefore, even if the FCA has
granted a K-CMG permission in relation to all portfolios in the firm'’s
trading book, a firm may still need to calculate a K-NPR requirement
in relation to positions it holds outside of the trading book.

4.13.5 R The K-CMG requirement of a MIFIDPRU investment firm must be
determined in accordance with the following formula:

K-CMG requirement=TM * 1.3

where TM is the third highest amount of total margin as calculated
under MIFIDPRU 4.13.6R required from the firm on a daily basis
over the preceding 3 months.

[Note: article 23(2) of the IFR.]

4.13.6 R For the purposes of MIFIDPRU 4.13.5R, the total margin must be
calculated as the sum of the following in relation to all clearing
members and (to the extent that MIFIDPRU 4.13.9R(2)(c)(i) applies)
all authorised central counterparties:
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(1)  the amount of margin required by the margin model
referenced in MIFIDPRU 4.13.9R(2)(e); plus

(2)  the value of any “haircut” applied by the clearing member or
authorised central counterparty to positions included in the
portfolio that represent settled trades and which the clearing
member or authorised central counterparty is treating as
collateral to secure the present or future obligations of the
MIFIDPRU investment firm.

MIFIDPRU 4.13.6R requires a MIFIDPRU investment firm to
determine the amount of margin that is required under the relevant
margin model of each clearing member (or, for a self-clearing firm,
of each authorised central counterparty) for portfolios in respect of
which the firm has been granted a K-CMG permission. For these
purposes, the clearing member’s (or, where applicable, authorised
central counterparty’s) margin model must meet the criteria in
MIFIDPRU 4.13.14R. The effect of MIFIDPRU 4.13.6R is that if,
notwithstanding the requirement under the margin model, the
MIFIDPRU investment firm agrees with the clearing member or
authorised central counterparty to provide a different amount of
margin, it is the amount required under the model that must be used
for the purposes of calculating the firm’s K-CMG requirement and
not the amount of margin that is actually provided by the firm. This
ensures that the firm’s K-CMG requirement is not artificially reduced
by subsequent commercial negotiations that may result in the
clearing member or authorised central counterparty accepting a
lower amount of margin than the model requires on any given day.

The calculation in MIFIDPRU 4.13.5R means that for each trading
day during the relevant calculation period, the firm must calculate the
total combined margin (as determined in accordance with MIFIDPRU
4.13.6R) provided to all clearing members in aggregate in respect of
the relevant portfolios. The K-CMG requirement is then calculated on
the basis of the third highest daily aggregate amount.

To obtain a K-CMG permission in relation to a portfolio, a firm must:

(1)  complete the application form in [Editor’s note: a reference to
the relevant permissions form will be inserted following
consultation on the form in a future consultation paper] and
submit it in accordance with the instructions in that form;

(2)  as part of the application in (1), demonstrate to the satisfaction
of the FCA that all the following conditions are met:

(@ the firm is not part of a group containing a credit
institution;
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the clearing and settlement of the transactions in the
relevant portfolio take place under the responsibility of a
clearing member of an authorised central counterparty;

the clearing member in (b) is one of the following:
Q) the firm itself;

(i)  a UK credit institution; or

(iii)  adesignated investment firm;

transactions in the relevant portfolio are either:

Q) centrally cleared in an authorised central
counterparty; or

(i) settled on a delivery-versus-payment basis under
the responsibility of the clearing member in (b);

the firm is required to provide total margin calculated on
the basis of a margin model that satisfies the criteria in
MIFIDPRU 4.13.14R and is operated by:

Q) in the case of a firm that is a self-clearing firm
under (c)(i), the authorised central counterparty
in (b); or

(i) inany other case, the relevant clearing member
in (b);

the rationale for the firm s choice of calculating a K-
CMG requirement in relation to the portfolio has been
clearly documented and has been approved by the firm’s
management body or risk management function; and

the choice of the portfolio to be subject to a K-CMG
requirement has not been made with a view to engaging
in regulatory arbitrage between the K-NPR requirement
and the K-CMG requirement in a disproportionate or
prudentially unsound manner.

[Note: article 23(1), first subparagraph of the IFR.]

A firm that has been granted a K-CMG permission in respect of a
portfolio must notify the FCA immediately if it becomes aware that
any of the conditions in MIFIDPRU 4.13.9R have ceased to be met in
relation to the portfolio.

The FCA may revoke a K-CMG permission in respect of a portfolio
where one or more of the conditions in MIFIDPRU 4.13.9R ceases to
be met in relation to that portfolio. The FCA would expect to review
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the appropriateness of any K-CMG permissions as part of any SREP
it undertakes in relation to the firm in accordance with MIFIDPRU
[7]14.

4.13.12 R Afirmthat is an indirect client of a clearing member may obtain a K-
CMG permission provided that:

(1)  theindirect clearing arrangement satisfies all of the conditions
in MIFIDPRU 4.13.9R; and

(2)  the FCA is satisfied that the relevant arrangement does not
otherwise result in undue risks.

4.13.13 R (1) Afirmthatis relying on a K-CMG permission must ensure
that:

(@ the relevant individuals within the firm who are
responsible for the firm s risk management function, or
for the oversight of that function, have a reasonable
understanding of the operation of the margin model
referred to in MIFIDPRU 4.13.9R(2)(e); and

(b) the firm integrates such understanding of the relevant
margin model into its ICARA process for the purposes
of considering whether:

Q) the resulting K-CMG requirement is sufficient to
cover the relevant risks to which the firm is
exposed; and

(i)  the K-CMG permission remains appropriate in
relation to the portfolio(s) in respect of which it
was granted.

(2)  For the purposes of (1), a firm may use suitable advice or
analysis provided by an appropriate third party, but the firm
retains ultimate responsibility for ensuring that the individuals
in (1)(a) have the necessary knowledge and understanding of
the margin model.

3 An appropriate third party under (2) may include:
(@) asuitably qualified professional adviser;
(b) the relevant clearing member; or

(c) another undertaking within the same investment firm
group as the firm where individuals within that
undertaking have the requisite knowledge and
understanding of the margin model.

14 Editor’s note: The FCA will consult on the content of MIFIDPRU 7 in a subsequent consultation paper.
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4.13.14 R (1)  The criteria referred to in MIFIDPRU 4.13.9R(2)(e) are that:

(@) the margin requirements are sufficient to cover losses
that may result from at least 99% of the exposures
movements over an appropriate time horizon with at
least a two-business day holding period; and

(b) the margin model used by the clearing member or
authorised central counterparty to call the margin is
always designed to achieve a level of prudence similar
to that required in the provisions on margin
requirements in article 41 of EMIR.

2 If the parameters of a margin model operated by a clearing
member or authorised central counterparty do not meet the
criteria in (1)(a), those criteria shall nonetheless be deemed to
be met if:

(@ an adjustment mechanism is applied to produce an
alternative margin requirement; and

(b) the alternative requirement in (a) is at least equivalent to
the margin requirement that would be produced by a
margin model that meets the criteria in (1)(a).

(3)  Any adjustment mechanism under (2) may be applied by
either of the following, provided that the conditions in (4) are
met:

(@ the relevant clearing member; or

(b) the MIFIDPRU investment firm that has been granted
the relevant K-CMG permission.

(4)  The conditions are that the MIFIDPRU investment firm that
has been granted the relevant K-CMG permission:

(@) can provide to the FCA upon request a reasonable
explanation of the adjustment that has been applied
under (2); and

(b) monitors and reviews the effectiveness of the adjustment
mechanism on an ongoing basis as part of its ICARA
process.

[Note: article 23(1), third subparagraph of the IFR.]

4.13.15 G (1 MIFIDPRU 4.13.14R(2) permits the output of a margin model
of a clearing member or authorised central counterparty to be
adjusted to meet the criteria in MIFIDPRU 4.13.14R(1)(a).
For the avoidance of doubt, such an adjustment is used solely
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to determine the K-CMG requirement of a firm. It does not
affect the actual amount of margin that the clearing member
or authorised central counterparty will receive from the firm,
which will continue to be determined by the underlying
(unadjusted) model.

2 For example, the clearing member’s or authorised central
counterparty’s original margin model may produce margin
requirements that are sufficient to cover losses that may result
from at least 95% of the exposures movements over a two-
business day holding period. This would not meet the
minimum criteria in MIFIDPRU 4.13.14R(1)(a). To determine
the firm’s K-CMG requirement, the output of that model may
be adjusted to produce a requirement that would cover losses
that may result from at least 99% of the exposures movements
over that same holding period. Provided that the conditions in
MIFIDPRU 4.13.14R(3) and (4) are satisfied, the minimum
criteria in MIFIDPRU 4.13.14R(1)(a) will be deemed to be
met when the adjustment is applied. This is the case even
though the actual margin received by the clearing member or
authorised central counterparty continues to be determined by
the original (unadjusted) model.

Where the margin model of a clearing member uses parameters that
are more conservative than the minimum criteria in MIFIDPRU
4.13.14R(1), the output of the model may be adjusted downwards
under MIFIDPRU 4.13.14R(2) to produce margin requirements that
are consistent with the minimum criteria. The requirements in
MIFIDPRU 4.13.14R(3) and (4) still apply to any such adjustment.
For the avoidance of doubt, a firm is not required to apply a
downwards adjustment to a more conservative model.

The FCA will consider whether the firm s rationale for choosing a K-
CMG requirement under MIFIDPRU 4.13.9R(2)(f) has taken
adequate account of the nature of, and risks arising from, the firm s
trading activities, including whether:

(1)  the main activities of the firm are essentially trading activities
that are subject to clearing and margining under the
responsibility of a clearing member; and

2 other activities performed by the firm are immaterial in
comparison to those main activities.

[Note: article 23(1)(d) of the IFR.]

1) For the purposes of MIFIDPRU 4.13.9R(2)(g), the fact that
the application of a K-CMG permission to a portfolio may
result in a K-CMG requirement that is lower than the
equivalent K-NPR requirement for that portfolio does not
necessarily mean that the choice to apply a K-CMG
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requirement has been made with a view to engaging in
regulatory arbitrage in a disproportionate or prudentially
unsound manner.

When considering whether the condition in MIFIDPRU
4.13.9R(2)(9q) is satisfied, a firm should consider whether the
K-CMG requirement that would result from the relevant K-
CMG permission more closely reflects the underlying
economic risk of the relevant portfolio when compared with
the equivalent K-NPR requirement for the same portfolio.

The FCA considers that even in circumstances where the K-
CMG requirement is considerably lower than the equivalent
K-NPR requirement, this does not automatically prevent a
firm from meeting the conditions for a K-CMG permission. In
certain situations, a significant difference between the two
requirements may result from the calculation of the K-CMG
requirement being better adapted for capturing the economic
risks of the particular portfolio in question. For example, the
margin model underlying the K-CMG requirement may have
been specifically designed for firms that specialise in trading
the relevant type of portfolio. However, the FCA expects a
firm to provide a clear explanation of how the conditions in
MIFIDPRU 4.13.9R(2) are satisfied in respect of any portfolio
for which a K-CMG permission is sought and the firm should
keep the appropriateness of a K-CMG permission under
regular review as part of its ICARA process.

Except where (2) applies, a firm that has obtained a K-CMG
permission in relation to a portfolio must calculate a K-CMG
requirement for that portfolio for a continuous period of at

least 24 months from the date that the permission is granted.

The requirement in (1) ceases to apply if:

(@) the FCA revokes the relevant K-CMG permission in
relation to that portfolio on its own initiative in the
circumstances described in MIFIDPRU 4.13.11G; or

(b) the business strategy or operations of the trading desk
with responsibility for the relevant portfolio have
changed to such an extent that it has become a different
trading desk.

Where a firm that has been granted a K-CMG permission in
relation to a portfolio subsequently chooses to calculate a K-
NPR requirement for that portfolio instead, the firm must
submit the notification in (2) to the FCA before the firm
begins to calculate the K-NPR requirement.

The notification in (1) must:
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(@ confirm that the requirement in MIFIDPRU 4.13.19R(1)
has been met in relation to the portfolio, or that the
circumstance in MIFIDPRU 4.13.19R(2)(b) applies
instead; and

(b) specify the date on which the relevant K-CMG
permission should cease to apply to the firm.

4.13.21 G Where a firm has submitted the notification in MIFIDPRU
4.13.20R(2) to the FCA in relation to a portfolio, the FCA will not
normally grant another K-CMG permission in relation to the same
portfolio until at least 24 months after the previous K-CMG
permission ceased to apply.

4.14 K-TCD requirement

4.14.1 R (1) TheK-TCD requirement of a MIFIDPRU investment firm
shall be an amount equal to the sum of the TCD own funds
requirement for all transactions specified in (2).

(2)  This rule applies to the transactions in MIFIDPRU 4.14.3R
where those transactions:

(@) arerecorded in the trading book of a firm dealing on
own account (whether for itself or on behalf of a client);
or

(b) in the case of the transactions specified in MIFIDPRU
4.14.3R(7), are undertaken by a firm that has the
necessary permissions to deal on own account.

[Note: article 24 of the IFR.]

4.14.2 G (1)  The effect of MIFIDPRU 4.14.1R(2)(b) is that where a firm is
authorised to deal on own account, it must include in the
calculation of its K-TCD requirement any transactions of the
type specified in MIFIDPRU 4.14.3R(7), even where the
firm’s involvement in the specific transaction may not
constitute dealing on own account and the transaction may not
be recorded in its trading book.

2 However, a firm that is not authorised to deal on own account
IS not subject to the K-TCD requirement under MIFIDPRU
4.14.1R, even though it may be involved in a transaction that
would otherwise fall within MIFIDPRU 4.14.3R(7).

Transactions to which K-TCD applies

4.14.3 R Subject to MIFIDPRU 4.14.5R, the transactions to which MIFIDPRU
4.14.1R applies are as follows:
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derivative contracts listed in Annex Il to the UK CRR, with
the exception of the following:

(@) derivative contracts directly or indirectly cleared
through a central counterparty, where all of the
following conditions are met:

Q) the positions and assets of the firm related to
those contracts are distinguished and segregated,
at the level of both the clearing member and the
central counterparty, from the position and
assets of both the clearing member and the other
clients of that clearing member and, as a result of
that distinction and segregation, those positions
and assets are bankruptcy remote under
applicable law in the event of default or
insolvency of the clearing member or one or
more of its other clients;

(i) the legal requirements applicable to or binding
the clearing member facilitate the transfer of the
client’s positions relating to those contracts and
of the corresponding collateral to another
clearing member within the applicable margin
period of risk in the event of default or
insolvency of the original clearing member; and

(iii)  the firm has obtained an independent, written and
reasoned legal opinion that concludes that, in the
event of a legal challenge, the firm would bear
no losses on account of the insolvency of its
clearing member or of any of its clearing
member’s clients;

(b) exchange-traded derivative contracts; and

(c) derivative contracts held for hedging a position of the
firm resulting from an activity outside the trading book;

long settlement transactions;

repurchase transactions;

securities or commodities lending or borrowing transactions;
margin lending transactions;

any other types of securities financing transactions; and
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@) credits and loans referred to in the activity in point 2 of
paragraph 1 of Part 3A of Schedule 2 to the Regulated
Activities Order, if the firm is:

(@) executing the trade in the name of the client; or

(b) receiving and transmitting the order without executing
it.

[Note: article 25(1) of the IFR.]

A derivative contract that is directly or indirectly cleared through an
authorised central counterparty shall be deemed to meet the
conditions in MIFIDPRU 4.14.3R(1)(a).

[Note: article 25(1), second paragraph of the IFR.]

The K-TCD requirement does not apply to transactions with the
following types of counterparties:

1) central governments and central banks, where the underlying
exposures would receive a 0% risk weight under article 114 of
the UK CRR,;

2 multilateral development banks listed in article 117(2) of the
UK CRR; or

3) international organisations listed in article 118 of the UK
CRR.

[Note: article 25(2) of the IFR.]

(1)  With the prior consent of the FCA, a firm may exclude
transactions with the following counterparties from the
calculation of its K-TCD requirement under MIFIDPRU
4.14.1R:

(@) its parent undertaking;
(b) its subsidiary;
(c) asubsidiary of its parent undertaking; or

(d) an undertaking with which the firm is linked by majority
common management.

2 In order to obtain the FCA consent in (1), the firm must
demonstrate all of the following to the satisfaction of the FCA:

(@) the counterparty is subject to appropriate prudential
requirements and is one of the following:
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Q) a credit institution;

(i) aninvestment firm; or

(iii)  afinancial institution;
(b) the counterparty is:

Q) included in the same prudential consolidation
group as the firm on a full basis in accordance
with the UK CRR or the consolidation provisions
in MIFIDPRU 2.5; or

(i) supervised along with the firm for compliance
with the group capital test in MIFIDPRU 2.6;

(c) the counterparty is subject to the same risk evaluation,
measurement and control procedures as the firm;

(d) the counterparty is established in the UK; and

(e) there is no current or foreseen material practical or legal
impediment to the prompt transfer of own funds or
repayment of liabilities from the counterparty to the
firm.

(3)  Afirm wishing to apply for FCA consent for the purposes of
this rule must complete the form in [Editor’s note: a reference
to the relevant permissions form will be inserted following
consultation on the form in a future consultation paper] and
submit it in accordance with the instructions on that form.

[Note: article 25(3) of the IFR.]
Calculation of TCD own funds requirement

4.14.7 R The TCD own funds requirement for each transaction or netting set
must be determined in accordance with the following formula:

TCD own funds requirement = o * EV * RF * CVA
where:
1) a=12

(2)  EV =the exposure value calculated in accordance with
MIFIDPRU 4.14.8R

3) RF = the risk factor applicable to the counterparty type as set
out in the table in MIFIDPRU 4.14.29R
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4) CVA = the credit valuation adjustment calculated in
accordance with MIFIDPRU 4.14.30R.

[Note: article 26 of the IFR.]
Exposure value

4.14.8 R The exposure value must be determined in accordance with the
following formula:

Exposure value = Max (0; RC + PFE - C)
where:

1) RC = the replacement cost calculated in accordance with
MIFIDPRU 4.14.9R

2 PFE = potential future exposure calculated in accordance with
MIFIDPRU 4.14.10R

3) C = collateral as determined in accordance with MIFIDPRU
4.14.24R and 4.14.25R

[Note: article 27 of the IFR.]
Replacement cost

4.14.9 R (1)  Afirm must calculate the replacement cost for all transactions
referred to in MIFIDPRU 4.14.3R.

(2)  The replacement cost must be determined as follows:

(@) for derivative contracts, the replacement cost is the
CMV;

(b) for long settlement transactions, the replacement cost is
the settlement amount of cash to be paid or to be
received by the firm upon settlement, with a receivable
being treated as a positive amount and a payment being
treated as a negative amount;

(¢) unless (d) applies, for repurchase transactions and
securities or commaodities lending or borrowing
transactions, the replacement cost is the amount of cash
lent or borrowed, with cash lent by the firm being
treated as a positive amount and cash borrowed by the
firm being treated as a negative amount;

(d) for securities financing transactions, where both legs of
the transaction are securities, the replacement cost is the
CMV of the security lent by the firm, increased by the
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corresponding volatility adjustment in MIFIDPRU
4.14.25R; and

(e) for margin lending transactions and the credits and
loans referred to in MIFIDPRU 4.14.3R(7), the
replacement cost is the book value of the asset in
accordance with the applicable accounting framework.

[Note: article 28 of the IFR.]

Potential future exposure

R

R

R

1)

)

A firm is only required to calculate potential future exposure
for derivative contracts.

A firm must calculate the potential future exposure for
derivative contracts in a netting set using one of the following
approaches:

(@) the hedging approach in MIFIDPRU 4.14.14R; or

(b) the derivative netting ratio approach in MIFIDPRU
4.14.18R.

[Note: article 29(1) and (8) of the IFR.]

Where a single derivative contract cannot be allocated to a netting set
with other derivative contracts, it must be treated as a separate netting
set for the purposes of MIFIDPRU 4.14.10R.

A firm must apply its chosen approach under MIFIDPRU 4.14.10R:

(1)
)

continuously for at least 24 months; and

consistently across all its netting sets.

Potential future exposure: hedging approach

G

1)

)

If a derivative contract has a negative replacement cost, a firm
should still calculate a potential future exposure (PFE) in
relation to that contract if it is possible for the replacement
cost to become positive before the maturity date.

As the replacement cost of an individual written option can
never be a positive amount, written options are exempt from
the requirement to calculate a PFE, unless they are subject to
netting with other derivative contracts for the purposes of
calculating PFE in accordance with MIFIDPRU 4.14.14R and
MIFIDPRU 4.14.16R.
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If a written option is subject to netting for the purposes of
calculating PFE, the PFE in relation to that option is capped at
an amount that would result in a replacement cost of zero.

For the purposes of calculating the PFE of derivative contracts
included within a netting set under MIFIDPRU 4.14.16R, a
firm must:

(@) calculate the effective notional amount of each contract
(EN) in accordance with MIFIDPRU 4.14.20R;

(b) allocate each derivative contract to an asset class in
accordance with (2) and (3); and

(c) calculate a separate net notional amount for each asset
class in (b) by netting the EN of all derivative contracts
allocated to that asset class.

Subject to (3), a firm must assign derivative contracts to
separate asset classes as follows:

(@) except as specified in (b) — (d), a derivative contract
must be allocated to the relevant asset class specified in
the table in MIFIDPRU 4.14.22R,;

(b) interest rate derivatives must be allocated to separate
asset classes according to their currency;

(c) foreign exchange derivatives must be allocated to
separate asset classes according to each currency pair;
and

(d) derivative contracts falling within the “other” class in
MIFIDPRU 4.14.22R may be allocated to the same class
if their primary risk driver is identical, but otherwise
must each be treated as a separate class.

Derivative contracts that would fall within a specific asset
class under (2) must be allocated to a separate asset class
where:

(@) they reference the basis between two risk factors and are
denominated in a single currency (i.e. they are basis
transactions), in which case all basis transactions
referencing that same pair of risk factors must be
allocated to a separate asset class; or

(b) they reference the volatility of a risk factor (i.e. they are
volatility transactions), in which case all volatility
transactions referencing that same risk factor must be
allocated to a separate asset class.
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MIFIDPRU 4.14.14R(2) defines the main asset classes to
which derivative contracts should be assigned to calculate the
potential future exposure of a netting set. For example, a
single name equity derivative would be allocated to the equity
single name asset class in MIFIDPRU 4.14.22R, while a credit
derivative would be allocated to the credit asset class in that
rule.

MIFIDPRU 4.14.14R(3) requires basis transactions or
volatility swaps that would otherwise fall within one of the
main asset classes in MIFIDPRU 4.14.14R(2) to be allocated
to separate asset classes. Those separate asset classes are
defined according to the relevant risk factor or pair of risk
factors.

For example, an equity index future on Equity Index A and
another equity index future on Equity Index B would be
allocated to the same asset class under MIFIDPRU
4.14.14R(2)(a), as they both fall within the asset class (i.e.
equity indices) in MIFIDPRU 4.14.22R. However, a volatility
swap that references Equity Index A must be allocated to a
separate class under MIFIDPRU 4.14.14R(3)(b), but can be
grouped with another volatility swap that also references
Equity Index A (i.e. the same risk factor).

For the purposes of MIFIDPRU 4.14.10R(2)(a), a firm must calculate
the potential future exposure of derivative contracts included within a
netting set by:

(1)

()

(3)

1)

multiplying the net notional amount under MIFIDPRU
4.14.14R(1)(c) for each asset class within the netting set by
the supervisory factor for that asset class specified in
MIFIDPRU 4.14.22R;

adding together the product of the calculation in (1) for all
asset classes within the netting set; and

multiplying the sum under (2) by:

(@) 0.42, for netting sets of transactions with financial or
non-financial counterparties for which, if required,
collateral is exchanged bilaterally with the counterparty
in accordance with the conditions laid down in article 11
of EMIR; or

(b) 1, for other netting sets.

Potential future exposure: derivative netting ratio approach

If a derivative contract has a negative replacement cost, a firm
should still calculate a potential future exposure (PFE) in
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relation to that contract if it is possible for the replacement
cost to become positive before the maturity date.

(2)  Asthe replacement cost of an individual written option can
never be a positive amount, written options are exempt from
the requirement to calculate a PFE, unless they are subject to
netting with other derivative contracts for the purposes of
calculating PFE in accordance with MIFIDPRU 4.14.18R.

A firm must calculate a net potential future exposure for each netting
set in accordance with the following formula:

PFEnet = RCnet PFE
net = RCgross gross

where:
1) PFEnet = the net potential future exposure for the netting set

(2)  PFEgross = the sum of the potential future exposure of all
derivative contracts included in the netting set, calculated by
multiplying the effective notional amount of each derivative
contract (as calculated in accordance with MIFIDPRU
4.14.20R) by the relevant supervisory factor for the
corresponding asset class specified in MIFIDPRU 4.14.22R.

3) RCnet = the sum of the replacement cost (as determined in
accordance with MIFIDPRU 4.14.9R) of all transactions
included in the netting set, unless that sum is a negative
amount, in which case RCnet shall be zero.

4) RCgross = the sum of the replacement cost (as determined in
accordance with MIFIDPRU 4.14.9R) of all transactions
included in the netting set that have a positive CMV.

For the purposes of MIFIDPRU 4.14.10R(2)(b), the potential future
exposure for the derivative contracts included within a netting set is
the product of multiplying PFEnet (as determined in accordance with
MIFIDPRU 4.14.18R) by:

Q) 0.42, for netting sets of transactions with financial or non-
financial counterparties for which, if required, collateral is
exchanged bilaterally with the counterparty in accordance
with the conditions laid down in article 11 of EMIR; or

2 1, for other netting sets.

Effective notional amount

R

Q) The effective notional amount must be calculated as follows:
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Effective notional amount =N * D * SD
where:

(@ N =the notional amount, determined in accordance with

(2);
(b) D =the duration, calculated in accordance with (3);

(c) SD =the supervisory delta, calculated in accordance
with (5).

(2 The notional amount, unless clearly stated and fixed until
maturity, must be determined as follows:

(@) for foreign exchange derivative contracts:

Q) if one leg of the contract is in the domestic
currency, the notional amount is the notional
amount of the foreign currency leg of the
contract, converted into the domestic currency;

(i) if both legs of the contract are denominated in
currencies other than the domestic currency, the
notional amount of each leg must be converted
into the domestic currency and the leg with the
larger value in the domestic currency is the
notional amount; and

(iii)  the term “domestic currency”, when used in this
rule, refers to the currency in which the firm
reports to the FCA;

(b) for equity and commodity derivatives contracts and
emissions allowances and derivatives thereof, the
notional amount is the product of the market price of
one unit of the instrument and the number of units
referenced by the trade;

(c) for transactions with multiple pay-offs that are state
contingent including digital options or target redemption
forwards, a firm must calculate the notional amount for
each state and use the largest resulting calculation;

(d)  where the notional is a formula of market values, the
firm must use the CMVs to determine the trade notional
amount;

(e) for variable notional swaps such as amortising and
accreting swaps, a firm must use the average notional
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over the remaining life of the swap as the trade notional
amount;

leveraged swaps must be converted to the notional
amount of the equivalent unleveraged swap so that
where all the rates in a swap are multiplied by a factor,
the stated notional amount is multiplied by the factor on
the interest rates to determine the notional amount; and

for a derivative contract with multiple exchanges of
principal, the stated notional amount must be multiplied
by the number of exchanges of principal in the
derivative contract to determine the notional amount.

The duration must be determined in accordance with the
following:

(@)

(b)

for all derivative contracts other than interest rate
contracts and credit derivative contracts, the duration is
1;

for interest rate contracts and credit derivative contracts,
the duration is determined in accordance with the
following formula in which the time to maturity is
specified in years:

Duration = (1 — exp (-0.05 * time to maturity)) / 0.05

The maturity of a contract must be determined as follows:

(a)

(b)

(©)

(d)

for an option, the maturity is the latest contractual
exercise date as specified by the contract;

for a derivative contact that is structured such that on
specified dates, any outstanding exposure is settled and
the terms are reset so that the fair value of the contract is
zero, the remaining maturity is the time until the next
reset date;

for any other derivative contract, the maturity is the
latest date on which the contract may still be executed;
and

in each case, if the derivative contract references the
value of another interest rate or credit instrument, the
time period must be determined on the basis of that
underlying instrument.

The supervisory delta must be determined as follows:
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(@) for options and swaptions, the firm may calculate the
supervisory delta itself by using an appropriate model if:

Q) the model the firm uses meets the minimum
standards set out in MIFIDPRU 4.12.12G to
4.12.18G (Minimum standards for own estimates
of delta), as modified by MIFIDPRU 4.14.21R,
for each type of option or swaption for which it
calculates delta; and

(i) the firm has notified the FCA that the minimum
standards in (i) are met before the firm begins to
use its own estimates for the relevant supervisory
delta;

(b) for transactions other than options and swaptions, or
transactions in respect of which a firm is unable to use
an appropriate model in accordance with (a), the
supervisory delta shall be 1.

[Note: article 29(2) to (6) of the IFR.]

(1)  When applying the minimum standards in MIFIDPRU
4.12.12G to 4.12.18G for the purposes of MIFIDPRU
4.14.20R(5)(a), those standards apply with the following
modifications:

(@) references to the “standardised approach” should be read
as references to the rules in this section relating to the
calculation of the K-TCD requirement; and

(b) references to the K-NPR requirement should be read as
references to the K-TCD requirement.

2 In addition to the minimum standards in MIFIDPRU 4.12.12G
t0 4.12.18G a firm must also confirm to the FCA that the
relevant model estimates the rate of change of the value of the
option with respect to small changes in the market value of the
underlying.

[Note: article 29(6) of the IFR.]

The supervisory factor for each asset class is set out in the following
table:

Asset class Supervisory
factor

Interest rate 0.5%
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Foreign exchange 4%
Credit 1%
Equity single name 32%
Equity index 20%
Commodity and emission allowance 18%
Other 32%

R

[Note: article 29(7) of the IFR.]

Transactions relating to gold or gold derivatives must be allocated
to the foreign exchange asset class in MIFIDPRU 4.14.22R.

Value of collateral

R

)

)

(3)

(4)

(®)

(6)

This rule applies for the purposes of determining the value
of C under MIFIDPRU 4.14.8R.

For the transactions specified in MIFIDPRU 4.14.3R(1), (5)
and (7), the value of the C is the notional amount of
collateral received by the firm, decreased in accordance with
the relevant volatility adjustment specified in MIFIDPRU
4.14.25R.

Unless (4) applies, for the transactions specified in
MIFIDPRU 4.14.3R(2), (3), (4) and (6), the value of the C
is the sum of:

@) the CMV of the security leg; and

(b) the net amount of collateral posted or received by
the firm.

For securities financing transactions where both legs of the
transaction are securities, the value of the C is the CMV of
the security borrowed by the firm.

Where the firm is purchasing or has lent the security, the
CMV of the security shall be treated as a negative amount
and shall be decreased to a larger negative amount, using
the volatility adjustment specified in MIFIDPRU 4.14.25R.

Where the firm is selling or has borrowed the security, the
CMV of the security shall be treated as a positive amount

and be decreased by the volatility adjustment specified in

MIFIDPRU 4.14.25R.
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(7)  Where different types of transactions are covered by a
contractual netting agreement that meets the requirements in
MIFIDPRU 4.14.28R(3), the applicable volatility
adjustments in column C (volatility adjustment other
transactions) of the table in MIFIDPRU 4.14.25R must be
applied to the respective amounts calculated under (3)(a)
and (b) on an issuer basis within each asset class.

(8)  Where there is a currency mismatch between the transaction
and the collateral received or posted, an additional currency
mismatch volatility adjustment of 8% shall apply.

[Note: article 30(2) and (3) of the IFR.]

4.14.25 R (1) Afirm must apply the volatility adjustments in (2) for all
transactions referred to in MIFIDPRU 4.14.3R.

(2)  All collateral for both bilateral and cleared transactions shall
be subject to volatility adjustments in accordance with the
following table:

(A) (B) (©)
Asset class Volatility adjustment: Volatility
repurchase transactions | adjustment:
and securities lending other
and borrowing transactions
transactions
Debt securities issued | <1 year 0.707% 1%
by central
governments or > 1 year < 5 years 2.121% 3%
central banks
> 5 years 4.243% 6%
Debt securities issued | <1 year 1.414% 2%
by other entities
> 1 year <5 years 4.243% 6%
> 5 years 8.485% 12%
Securitisation <1 year 2.828% 4%
positions (excluding
re-securitisation > 1 year < 5 years 8.485% 12%
positions)
> 5 years 16.970% 24%
Listed equities and convertibles 14.143% 20%
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Other financial instruments (including re- 17.678% 25%
securitisation positions) and commodities

Gold

10.607% 15%

Cash

0% 0%

4.14.26

4.14.27

4.14.28

[Note: article 30(1) of the IFR.]

The references to years in column A of the table in MIFIDPRU
4.14.25R are references to the remaining maturity of the relevant
security or position.

The following is an example of how the volatility adjustment under
MIFIDPRU 4.14.24R and 4.14.25R applies in practice. A firm enters
into an OTC derivative contract and receives collateral in the form of
a debt security issued by a central bank with a maturity of 6 years.
The notional value of the debt security is 100. MIFIDPRU
4.14.24R(2) requires the notional value of the collateral to be
decreased by the applicable volatility adjustment. In accordance with
the table in MIFIDPRU 4.14.25R, the relevant volatility adjustment is
6%. The resulting value of the collateral after the volatility adjustment
had been applied is therefore 94.

Netting

For the purposes of calculating its K-TCD requirement under this
section, a firm may, in the following order:

(1)  first, treat perfectly matching contracts included in a netting
agreement as if they were a single contract with a notional
principal equivalent to the net receipts;

(2) second, net other transactions subject to novation under which
all obligations between the firm and its counterparty are
automatically amalgamated in such a way that the novation
legally substitutes one set single net amount for the previous
gross obligations; and

(3) third, net other transactions where the firm ensures that the
following conditions have been met:

@ those transactions are covered by netting contract with
the counterparty, or by another agreement that creates a
single legal obligation, such that the firm would have
either a claim to receive, or obligation to pay, only the
net sum of the positive and negative mark-to-market
values of the individual transactions if a counterparty
fails to perform due to any of the following:
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Q) default;

(i) bankruptcy;

(iii)  liquidation; or

(iv) similar circumstances;

the netting contract does not contain any clause that, in
the event of default of a counterparty, permits a non-
defaulting counterparty to make limited payments only,
or no payments at all, to the estate of the defaulting
party even if the defaulting party is a net creditor;

the firm has obtained an independent, written and
reasoned legal opinion that, in the event of a legal
challenge to the netting agreement, the firm’s claims
and obligations would be equivalent to those referred to
in (a) under each of the following legal regimes:

Q) the law of the jurisdiction in which the
counterparty is incorporated,

(i) if a foreign branch of a counterparty is
involved, the law of the jurisdiction in which
the branch is located;

(iii)  the law that governs the individual transactions
included in the netting agreement; or

(iv)  the law that governs any contract or agreement
necessary to effect the netting.

[Note: article 31 of the IFR.]

Risk factor

R

The risk factor for a counterparty is set out in the following table:

Counterparty type Risk factor
Central governments, central banks and public 1.6%
sector entities
Credit institutions and investment firms 1.6%
Other counterparties 8%

Credit valuation adjustment

Page 116 of 235




4.14.30

4.15

4151

R

1)

()

(3)

FCA 2021/XX

For the purposes of this rule, the “credit valuation adjustment”
(CVA) means an adjustment to the mid-market valuation of the
portfolio of transactions with a counterparty that reflects the
CMV of the credit risk of the counterparty to the firm, but does
not reflect the CMV of the credit risk of the firm to the
counterparty.

The CVA for all transactions is 1.5, except for the transactions
in (3).

The CVA for the following transactions is 1:

@) the following transactions, if they do not exceed the
clearing threshold specified in article 10(3) and (4) of
EMIR:

(i)  transactions with non-financial counterparties (as
defined in point (9) of article 2 of EMIR); or

(i) transactions with non-financial counterparties
established in a third country;

(b) intra-group transactions as provided for in article 3 of
EMIR;
(©) long settlement transactions;

(d) securities financing transactions unless the FCA has
notified the firm that the firm’s CVA risk exposures
arising from those transactions are material;

(e) credits and loans referred to in MIFIDPRU 4.14.3R(7).

[Note: article 32 of the IFR.]

K-DTF requirement

R

(1)

()

The K-DTF requirement of a MIFIDPRU investment firm is
equal to the sum of:

@ 0.1% of DTF attributable to cash trades; and
(b) 0.01% of DTF attributable to derivatives trades.

A firm must calculate its DTF in accordance with the rules in
this section.

[Note: article 15 of the IFR.]
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The definition of DTF includes transactions that a firm enters
into when dealing on own account or when executing client
orders in the firm’s own name.

A firm that has permission to operate an organised trading
facility may engage in:

(@  matched principal trading in certain types of financial
instruments with client consent, in accordance with
MAR 5A.3.5R(1); and/or

(b)  dealing on own account in illiquid sovereign debt
instruments in accordance with MAR 5A.3.5R(2).

Where a firm engages in either activity, it must include those
transactions in the calculation of its DTF.

Except for the transactions in (2), DTF does not include orders
that a firm handles in the course of operating an organised
trading facility. However, DTF will include transactions
entered into by a firm in its own name through an organised
trading facility where the firm is not operating that organised
trading facility.

A firm must calculate its K-DTF requirement on the first business day
of each month.

[Note: article 33(1), third paragraph of the IFR.]

(1)

()

A firm must calculate the amount of its DTF as:

@) the rolling average of the value of the total daily
trading flow;

(b) measured throughout each business day over the
previous 9 months;

(©) excluding the most recent 3 months,

A firm must calculate the rolling average in (1) as the
arithmetic mean of the daily values for the remaining 6 months,
after the values in (1)(c) have been excluded.

[Note: article 33(1), first and second paragraphs of the IFR.]

(1)

)

When measuring its DTF, a firm must use the sum of the
absolute value of each buy order and sell order, as determined
in accordance with the remainder of this rule.

For cash trades relating to financial instruments, the value of
the order is the amount paid or received on the trade.
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For derivatives trades other than orders relating to interest rate
derivatives, the value of the order is the notional amount of the
contract, determined in accordance with MIFIDPRU
4.14.20R(2).

For orders relating to interest rate derivatives, the value of the
order is the notional amount of the contract determined in
accordance with MIFIDPRU 4.14.20R(2), adjusted in
accordance with MIFIDPRU 4.15.7R.

For cash trades relating to exchange-traded options, the amount paid
or received on the trade under MIFIDPRU 4.15.5R(2) is the premium
paid for the option.

(1)

)

For the purposes of MIFIDPRU 4.15.5R(4), a firm must adjust
the notional amount of an interest rate derivative by
multiplying that notional amount by the duration.

For the purposes of (1), the duration must be determined in
accordance with the following formula:

Duration = time to maturity (in years) / 10

[Note: article 33(2), second subparagraph of the IFR.]

When calculating DTF for the purposes of MIFIDPRU 4.15.4R, a
firm must:

(a)

(b)

include transactions executed by a firm in its own name either
for itself or on behalf of a client; and

exclude transactions executed by the firm for the purpose of
providing portfolio management services on behalf of
investment funds.

[Note: article 33(3) of the IFR.]

1)

)

This rule applies where a firm has had a daily trading flow for
less than 9 months.

For the purposes of its calculation of DTF under MIFIDPRU
4.15.4R, a firm must use:

@ historical data for the relevant period as soon as such
data becomes available; or

(b) such other amounts as the FCA may specify to replace
any missing data points, based on the business
projections that the firm submitted to the FCA when
obtaining permission to perform the relevant activities.
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K-CON requirement

MIFIDPRU 5 contains the provisions relating to the calculation of the
K-CON requirement of a MIFIDPRU investment firm.

Concentration risk

Application and purpose

Application: Who?

R

This chapter applies to:
(1) aMIFIDPRU investment firm; and

(2) a UK parent entity that is required by MIFIDPRU 2.5.7R to
comply with MIFIDPRU 5 on the basis of its consolidated
situation.

Where this chapter applies on the basis of the consolidated situation of
the UK parent entity, any references to a “firm” or “MIFIDPRU
investment firm” in this chapter are to be interpreted as references to the
hypothetical single MIFIDPRU investment firm created under the
consolidated situation.

MIFIDPRU 2.5.45G and 2.5.46G contain additional guidance on how a
UK parent entity should apply the requirements in this chapter on a
consolidated basis.

MIFIDPRU 5.2 to 5.10 do not apply to a commodity and emission
allowance dealer in the circumstances set out in MIFIDPRU 5.11.

Application: What?

R

MIFIDPRU 5.2 applies to all of a firm s activities which may give rise to
concentration risk.

MIFIDPRU 5.2 is therefore relevant to a MIFIDPRU investment firm
that deals on own account and one that does not (e.g. an SNI MIFIDPRU
investment firm).

MIFIDPRU 5.3 to 5.10 apply to a firm when dealing on own account in
relation to transactions which are recorded in the trading book.

[Note: article 24 of the IFR.]

MIFIDPRU 5.3 to 5.10 apply whether a firm is dealing on own account
for itself or on behalf of a client.
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A MIFIDPRU investment firm that has permission to operate an
organised trading facility may rely on that permission to:

(1) engage in matched principal trading in certain types of financial
instruments with client consent, in accordance with MAR
5A.3.5R(1); and

(2) deal on own account in illiquid sovereign debt instruments in
accordance with MAR 5A.3.5R(2).

In either case, the firm will be dealing on own account and is therefore
subject to the requirements in MIFIDPRU 5.3 to 5.10 to the extent
relevant to the transactions it undertakes.

Purpose

G

This chapter contains:

(1) Rules and guidance on how a MIFIDPRU investment firm must
monitor and control concentration risk (MIFIDPRU 5.2).

(2) Rules and guidance on the concentration risk requirements that
apply to the trading book exposures of a MIFIDPRU investment
firm that is dealing on own account (MIFIDPRU 5.3 to 5.10). An
overview of these requirements is set out in MIFIDPRU 5.3.

(3) Rules and guidance on when a commodity and emission allowance
dealer will be exempt from the requirements of this chapter
(MIFIDPRU 5.11).

Interpretation

G

R

In this chapter, references to client include any counterparty of the firm.

Subject to MIFIDPRU 5.1.13R to MIFIDPRU 5.1.16R, a group of
connected clients means:

(1) two or more persons who, unless it is shown otherwise, constitute
a single risk because one of them, directly or indirectly, has
control over the other or others; or

(2) two or more persons between whom there is no relationship of
control as described in (1) but who are to be regarded as
constituting a single risk because they are so interconnected that, if
one of them were to experience financial problems, in particular
funding or repayment difficulties, the other or all of the others
would also be likely to encounter funding or repayment
difficulties.

Where a central government has direct control over, or is directly
interconnected with, more than one person, they do not all have to be
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treated as a single group of connected clients. Instead, the existence of a
group of connected clients may be assessed separately at the level of
each person directly controlled by or directly interconnected with the
central government, which must include all of the natural and legal
persons which are controlled by or interconnected with that person,
including the central government.

Regional governments and local authorities may be treated in the same
way as central governments under MIFIDPRU 5.1.13 if there is no
difference in the risk they pose compared to central governments.

(1) There may be no difference in the risk posed by a regional
government or local authority if it has specific revenue-raising
powers, or if there are specific institutional arrangements which
reduce the risk of default.

(2) The PRA maintains a list of all regional governments and local
authorities within the United Kingdom which it treats as exposures
to the central government of the United Kingdom, in accordance
with Article 115 of the UK CRR.

Two or more persons do not constitute a single group of connected
clients solely because of their direct exposure to the same central
counterparty for clearing purposes.

[Note: article 4(1)(19) of the IFR.]

Exposures to trustees

R

For the purposes of this chapter, if a firm has an exposure to a person
(‘A’) when A is acting on its own behalf, and also an exposure to A
when A acts in the capacity of trustee, custodian or general partner of an
investment trust, unit trust, venture capital or other investment fund,
pension fund or a similar fund (a “fund”), the firm may treat the latter
exposure as if it was to the fund as a separate client, unless such
treatment would be misleading.

When considering whether such treatment would be misleading, a firm
should consider factors such as:

(1) the degree of independence of control of the fund, including the
relation of the fund’s board and senior management to the firm or
to other funds or to both;

(2) the terms on which the counterparty, when acting as trustee, is able
to satisfy its obligation to the firm out of the fund of which it is
trustee;

(3) whether the beneficial owners of the fund are connected to the
firm, or related to other funds managed within the firm s group, or
both; and
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(4) for acounterparty that is connected to the firm itself, whether the
exposure arises from a transaction entered into on an arm’s length
basis.

In deciding whether a transaction is at arm’s length, the following
factors should be taken into account:

(1) the extent to which the person to whom the firm has an exposure
(‘A’) can influence the firm s operations through, for example, the
exercise of voting rights;

(2) the management role of A where A is also a director of the firm;
and

(3) whether the exposure would be subject to the firm s usual
monitoring and recovery procedures if repayment difficulties
emerged.

Monitoring obligation

R

A firm must monitor and control its concentration risk by means of
sound administrative and accounting procedures and robust internal
control mechanisms.

[Note: article 35(1) of the IFR.]

MIFIDPRU 5.2.1R requires a firm to monitor and control all sources of
concentration risk. This is not limited to trading book exposures, but
also encompasses any concentration in assets not recorded in a trading
book (for example, trade debts) and off-balance sheet items. It also
includes any concentration risk that may arise from the following
aspects:

(1) the location of client money;
(2) the location of custody assets;
(3) afirm’s own cash deposits; and

(4) earnings.

Overview of concentration risk requirements for dealing on own account

G

MIFIDPRU 5.4 to 5.10 contain the concentration risk requirements
which apply to the trading book exposures of a MIFIDPRU investment
firm that is dealing on own account:

(1) MIFIDPRU 5.4 explains how a firm should calculate the value of
its exposure to each client or group of connected clients (the
exposure value or EV).
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MIFIDPRU 5.5.1R explains how a firm should calculate the
concentration risk soft limit for its exposure to a client or group of
connected clients.

MIFIDPRU 5.5.3R explains how a firm should calculate the value
by which its exposure to each client or group of connected clients
exceeds the concentration risk soft limit (the exposure value excess
or EVE). The EVE is relevant to the calculation of the K-CON
requirement.

MIFIDPRU 5.6 contains the obligation to calculate the K-CON
requirement and to notify the FCA if the value of a firm s exposure
to a client or group of connected clients exceeds the concentration
risk soft limit.

MIFIDPRU 5.7 explains how to calculate the K-CON requirement.

MIFIDPRU 5.8 contains rules designed to prevent firms from
avoiding the K-CON requirement.

MIFIDPRU 5.9 contains the ‘hard’ concentration risk limits, and
associated provisions.

MIFIDPRU 5.10 excludes certain exposures from the
concentration risk requirements in MIFIDPRU 5.4 to0 5.9.

Calculation of exposure value (EV)

R

For the purposes of MIFIDPRU 5.5 to 5.10, a firm must calculate an
exposure value (EV) for each client or group of connected clients by
adding together the following items:

(1)

(2)

the positive excess of the firm s long positions over its short
positions in all the trading book financial instruments issued by the
client in question, using the approach specified for K-NPR in
MIFIDPRU 4.12.2R to calculate the net position for each
instrument; and

the exposure value of contracts and transactions referred to in
MIFIDPRU 4.14.3R with the client in question, calculated using
the approach specified for K-TCD in MIFIDPRU 4.14.8R.

[Note: article 36(1) of the IFR.]

For the purposes of MIFIDPRU 5.4.1R(1), where a firm calculates a K-
CMG requirement in relation to a portfolio, it must calculate its net
position for the exposures in that portfolio using the approach specified
for K-NPR in MIFIDPRU 4.12.2R.

[Note: article 36(1) of the IFR.]
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The exposure value with regard to a group of connected clients must be
calculated by adding together the exposures to the individual clients
within the group, which must be treated as a single exposure.

[Note: article 36(2) of the IFR.]

When calculating exposure values, a firm must take all reasonable steps
to identify underlying assets in relevant transactions and the
counterparty of the underlying exposures.

[Note: article 36(3) of the IFR.]

55 The concentration risk soft limit and exposure value excess

The concentration risk soft limit

5.5.1 R

5.5.2 G

(1) The concentration risk soft limit for exposure values to an
individual client or group of connected clients is 25% of a firm s
own funds, subject to (2) and (3).

(2) Where an individual client is a MIFIDPRU-eligible institution, the
concentration risk soft limit for that client is the higher of:

(@ 25% of the firm's own funds; or

(b)  £150 million or 100% of the firm’s own funds, whichever is
the lower.

(3) Where a group of connected clients includes one or more
MIFIDPRU-eligible institutions, the concentration risk soft limit
for the group is the higher of:

(@ 25% of the firm’s own funds; or

(b)  £150 million or 100% of the firm’s own funds, whichever is
the lower, provided that for the sum of exposure values with
regard to all connected clients that are not MIFIDPRU-
eligible institutions, the concentration risk soft limit remains
at 25% of the firm s own funds.

[Note: article 37(1) of the IFR.]

The Handbook definition of MIFIDPRU-eligible institution includes
private or public undertakings, including the branches of such
undertakings, provided that those undertakings, if they were established
in the UK, would be UK credit institutions or MIFIDPRU investment
firms, and provided that those undertakings have been authorised in a
third country that applies prudential supervisory and regulatory
requirements comparable to those applied in the UK.

[Note: article 35(2) of the IFR.]
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The exposure value excess (EVE)

55.3 R (1) Afirm that exceeds the concentration risk soft limit for a client or
group of connected clients must calculate the exposure value
excess (EVE).

(2) A firm must calculate the EVE for an individual client or group of
connected clients in accordance with the following formula:

EVE=EV-L
where:
L =the concentration risk soft limit specified in MIFIDPRU 5.5.1R.
[Note: article 37(2) of the IFR.]
5.6 Obligations for a firm that exceeds the concentration risk soft limit

5.6.1 R  Foras long as a firm exceeds the concentration risk soft limit for one or
more clients or groups of connected clients, it must calculate the K-CON
requirement.

5.6.2 R When a firm exceeds the concentration risk soft limit for a client or
group of connected clients, it must notify the FCA without delay of the
amount of the EVE, and the name of the individual client or group of
connected clients.

[Note: article 37(2) of the IFR.]

5.6.3 R A firm must make the notification referred to in MIFIDPRU 5.6.2R
using the form in MIFIDPRU 5 Annex 1R, and must submit it according
to the instructions on the form.

5.7 Calculating K-CON

57.1 R The K-CON requirement of a MIFIDPRU investment firm is equal to the
sum of the CON own funds requirements for each client or group of
connected clients for which the EV exceeds the concentration risk soft
limit.

[Note: article 39(1) of the IFR.]

572 R The CON own funds requirement for each client or group of connected
clients in MIFIDPRU 5.7.1R must be calculated by:

(1) determining the OFRE in accordance with MIFIDPRU 5.7.3R; and

(2) applying the relevant multiplication factor or factors in accordance
with MIFIDPRU 5.7.4R.
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[Note: article 39(1) of the IFR.]

1)

()

The OFRE must be calculated using the following formula:

OFRE OFR EVE
=—— X
EV

(@ The OFR for an individual client is the sum of:

Q) the TCD own funds requirement for exposures to that
client; and

(i)  the K-NPR requirement for the exposures to that
client, subject to (b).

(b)  Where exposures arise from the positive excess of a firm'’s
long positions over its short positions in all the trading book
financial instruments issued by the client in question, the net
position of each instrument calculated in accordance with the
approach specified for K-NPR in MIFIDPRU 4.12.2R shall
only include specific-risk requirements.

(c) A firm that calculates a K-CMG requirement in relation to a
portfolio must calculate the OFR using the approach specified
for K-NPR in MIFIDPRU 4.12.2R, subject to (b).

(d) The OFR for a group of connected clients must be calculated
by adding together the exposures to individual clients within
the group, and then determining a single own funds
requirement for exposures to the group as if the group were a
single undertaking.

[Note: article 39(2) of the IFR.]

1)

)

Where the excess has persisted for 10 business days or less, the
CON own funds requirement is the OFRE multiplied by 200%.

Where the excess has persisted for more than 10 business days:

(@) the EVE must be apportioned according to the tranches in
each row of Column 1 of Table [X];

(b) the proportion of the EVE in each tranche must be calculated
as a percentage of the overall EVE;

(c) the OFRE must be pro-rated according to the proportion of
EVE falling within each tranche;

(d) each portion of the OFRE must be multiplied by the relevant
Factor in Column 2 of Table [X]; and
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(e) the CON own funds requirement is the sum of the amounts
calculated in accordance with (d).

3) Table [X]
Column 1: Column 2: Factors
EVE as a percentage of own
funds
For the amount up to and 200 %

including 40 %

For the amount over 40 % up to | 300 %
and including 60 %

For the amount over 60 % up to | 400 %
and including 80 %

For the amount over 80 % up to | 500 %
and including 100 %

For the amount over 100 % up to | 600 %
and including 250 %

For the amount over 250 % 900 %

[Note: article 39(1) of the IFR.]

(1) K-CON is an additional K-factor own funds requirement in respect
of concentration risk in the trading book.

(2) A firm must calculate a CON own funds requirement for each
client or group of connected clients for which the exposure value
exceeds the concentration risk soft limit. The CON own funds
requirement for each client or group of connected clients is then
added together to arrive at the K-CON requirement.

(3) Determining the CON own funds requirement for each client or
group of connected clients involves a two-step calculation:

(@) The first step involves an exposure-based calculation, known
as the OFRE (the own funds requirement for the excess).

(b) The second step involves applying a multiplying factor to
the OFRE (or applying different multiplying factors to
tranches of the OFRE) based on the length of time for which
the excess has persisted and by how much (as a percentage
of own funds) the exposure value exceeds the concentration
risk soft limit.
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(4) The reference to how long an excess has persisted for relates to
how long a firm has had an exposure to a client or group of
connected clients that exceeds the concentration risk soft limit,
irrespective of whether the constituent parts that make up that total
exposure change over the duration of that total exposure.

(5) The 10-business day period referred to in MIFIDPRU 5.7.4R runs
from the start of the business day on which the excess occurred.

The following example illustrates how to calculate the CON own funds
requirement for an excess to a client that has persisted for 10 business
days or less:

(1) Afirmhas:
(@ own funds of 1000;
(b) aconcentration risk soft limit of 250 (25% of 1000);
(c) anEV of 262; and
(d) an EVE of 12 (262 - 250 = 12).

(2) The exposure is all due to debt securities which have a specific
risk own funds requirement of 8% (according to Table 1 in Article
336 of UK CRR) for the purposes of K-NPR. There is zero K-TCD
to this client.

In this example, the OFR = 262 x 8% = 20.96

(3) To calculate the OFRE:
OFRE = OFR/EV*EVE = 20.96/262 x12 = 0.96

(4) As the excess has persisted for 10 business days or less:
CON own funds requirement = 0.96 x 200% = 1.92

The following example illustrates how to calculate the CON own funds
requirement for an excess that has persisted for more than 10 business
days:

(1) Afirm has:
(@ own funds of 1000;
(b) aconcentration risk soft limit of 250 (25% of 1000);
(c) anEV of 780; and

(d) an EVE of 530 (780 - 250 = 530).
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(2) The exposure is all due to debt securities which have a specific
risk own funds requirement of 8% (according to Table 1 in Article
336 of UK CRR) for the purposes of K-NPR. There is zero K-TCD
to this client.

In this example, the OFR = 780 x 8% = 62.4

(3) To calculate the OFRE:
OFRE = OFR/EV*EVE = 62.4/780 x 530 = 42.4

(4) Asthe excess has persisted for more than 10 business days, the
CON own funds requirement is calculated by apportioning the
OFRE in accordance with the relevant EVE tranche in Table [X],
multiplying each part of the OFRE by the applicable factor, and
then adding the resulting amounts together:

Application of Table [X]
K-CON factor EVE split OFRE CON own
tranche as per by tranche | allocated funds
Table [X] across K-CON | requirement
tranche by (OFRE x
EVE split factor in
Table [X])
Up to 40% 400 400/530 x 42.4 | 32 x 200% =
=32 64
40%-60% 130 130/530 x 42.4 | 10.4 x 300%
=10.4 =312
Total: 530 42.4 95.2
(5) The CON own funds requirement is the total amount in the last
column, 95.2.
5.8 Procedures to prevent investment firms from avoiding the K-CON own

funds requirement
58.1 R A firm must not deliberately avoid the K-CON requirement by:

(1) undertaking artificial transactions to close out an exposure and
create a new exposure; or

(2) temporarily transferring an exposure to another undertaking,
whether within the same group or not.

[Note: article 40(1) of the IFR.]

5.8.2 R A firm must maintain systems which ensure that any closing out or
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transfer that is prohibited by MIFIDPRU 5.8.1R is immediately reported
to the FCA in accordance with SUP 15.7.

[Note: article 40(2) of the IFR.]

The ‘hard’ limits on concentration risk

R

1)

(2)

Whilst an exposure exceeding the concentration risk soft limit has
persisted for 10 business days or less, a firm’s EV for the
individual client or group of connected clients must not exceed
500 % of the firm’s own funds.

Whilst a firm has one or more exposures exceeding the
concentration risk soft limit that have persisted for more than 10
business days, the aggregate EVEs for all such exposures must not
exceed 600% of the firm s own funds.

[Note: article 37(3) of the IFR.]

1)

)

(3)

An exposure exceeding the concentration risk soft limit persists for
as long as the overall exposure exceeds the concentration risk soft
limit, irrespective of whether the constituent parts that make up
that total exposure change over the duration of that total exposure.

For the purpose of MIFIDPRU 5.9.1R(2), the 600% limit applies
to the aggregate of all individual EVEs for excesses that have
persisted for more than 10 business days, irrespective of whether
the individual concentrated exposures are connected to one
another.

The 10-business day period referred to in MIFIDPRU 5.9.1R runs
from the start of the business day on which the excess occurred.

If a firm breaches the requirement in MIFIDPRU 5.9.1R, it must notify
the FCA without delay of:

(1)

()
©)

the amounts of the exposure or exposures which give rise to the
breach;

the name or names of the clients concerned; and

any steps which the firm or any other person has taken or intends
to take to rectify the breach and prevent any future potential
occurrence.

[Note: article 38(1) of the IFR.]

A firm must make the notification referred to in MIFIDPRU 5.9.3R
using the form in MIFIDPRU 5 Annex 1R, and must submit it according
to the instructions on the form.
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5.10.1 R The requirements in MIFIDPRU 5.4 to 5.9 do not apply to the following
exposures:

1)

()

(3)

(4)

exposures which are entirely deducted from a MIFIDPRU
investment firm’s own funds;

exposures incurred in the ordinary course of the settlement of
payment services, foreign currency transactions, securities
transactions and the provision of money transmission;

exposures constituting claims against:

(@) central governments, central banks, public sector entities,
international organisations or multilateral development
banks and exposures guaranteed by or attributable to such
persons, where those exposures would receive a 0 % risk
weight under Articles 114 to 118 of the UK CRR;

(b) the regional governments and local authorities of the UK;
and

(c) central counterparties and default fund contributions to
central counterparties;

exposures incurred by a firm to its parent undertaking, to other
subsidiaries or connected undertakings of that parent undertaking
or to its own subsidiaries or connected undertakings, insofar as
those undertakings are supervised on a consolidated basis in
accordance with MIFIDPRU 2.5 or with UK CRR, are supervised
for compliance with the group capital test in accordance with
MIFIDPRU 2.6, or are supervised in accordance with comparable
standards in force in a third country, and provided that the
following conditions are met:

(@) there is no current or foreseen material practical or legal
impediment to the prompt transfer of capital or repayment of
liabilities; and

(b) the risk evaluation, measurement and control procedures of
the parent undertaking include the firm and any relevant
subsidiary or connected undertaking.

[Note: article 41 of the IFR.]

511 Exemption for commodity and emission allowance dealers
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R A commodity and emission allowance dealer is not required to comply
with MIFIDPRU 5.2 to 5.10 where all of the following conditions are met:

1)
)

©)

(4)

the other counterparty is a non-financial counterparty;

both counterparties are subject to appropriate centralised risk
evaluation, measurement and control procedures;

the transaction can be assessed as reducing risks directly relating
to the commercial activity or treasury financing activity of the
non-financial counterparty or of that group; and

the firm complies with MIFIDPRU 5.11.2R.

[Note: article 42(1) of the IFR.]

R

)

(3)

(4)

(5)

Before relying on the exemption in MIFIDPRU 5.11.1R, a firm
must notify the FCA.

A firm must notify the FCA annually thereafter in order to
continue to rely on the exemption in MIFIDPRU 5.11.1R.

The notification must explain how the firm expects to meet or
continue to meet the conditions in MIFIDPRU 5.11.1R.

In the event of a material change to the information provided in (1)
or (2), a firm must notify the FCA without delay.

The notifications in (1), (2) and (4) must be made using the form
in MIFIDPRU 5 Annex 2R, and must be submitted according to
the instructions on the form.

[Note: article 42(2) of the IFR.]

Notification to FCA that limits for concentration risk have been exceeded

R [Editor’s note: The form can be found at this address:
https://www.fca.org.uk/publication/forms/[xxx]]

Notification to FCA of use of exemption for commodity and emission
allowance dealers

R [Editor’s note: The form can be found at this address:
https://www.fca.org.uk/publication/forms/[xxx]]

Reporting

Application
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9.11 R This chapter applies to:
(1) aMIFIDPRU investment firm;

(2) a UK parent entity that is required under MIFIDPRU 2.5.7R to
comply with MIFIDPRU 9 on the basis of its consolidated
situation; and

(3) aparent undertaking that is required to submit reports on its
compliance with the group capital test in accordance with
MIFIDPRU 2.6.10R.

9.12 R (1) The provisions of SUP 16.3 (General provisions on reporting)
specified in (2) apply to reports submitted under this chapter as
if such reports had been submitted under SUP 16.

(2)  The provisions are:
@ SUP 16.3.6R to SUP 16.3.10G (How to submit reports);

(b) SUP 16.3.11R to SUP 16.3.12G (Complete reporting);
and

(©) SUP 16.3.14R to SUP 16.3.16G (Failure to submit
reports).

9.1.3 G Firms should note that under SUP 16.3.14R (as applied to reports
under this chapter by MIFIDPRU 9.1.2R), a £250 administrative fee
applies where a firm does not submit a complete report by the date on
which that report is due in accordance with the applicable
requirements and submission procedures. SUP 16.3.14AG explains
that the FCA may also take disciplinary action in appropriate cases.

9.2 Periodic reporting requirements
9.2.1 R A non-SNI MIFIDPRU investment firm must:

(1) submit the data items specified in column (A) of the table in
MIFIDPRU 9.2.2R to the FCA with the frequency specified in
column (C) of that table;

(2) complete the data items in (1) with data that reflect the position
as at the relevant reporting reference date specified in column
(D) of the table in MIFIDPRU 9.2.2R; and

(3) submit the data items in (1) before the submission deadline in
column (E) of the table in MIFIDPRU 9.2.2R.

[Note: article 54(1) of the IFR.]

9.2.2 R The following table belongs to MIFIDPRU 9.2.1R:
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(A) (B) (©€) (D) (E)
Data item Data item Reporting Reporting Submission
description frequency reference dates deadline
MIF001 Capital Quarterly Last business day 20 business
in: days after
the
reporting
(1) March; reference
(2) June; date
(3) September;
(4) December
MIF002 Liquidity Quarterly Last business day 20 business
in: days after
the
reporting
(1) March; reference
(2) June; date
(3) September;
(4) December
MIF003 Metrics Quarterly Last business day 20 business
monitoring in: days after
the
reporting
(1) March; reference
(2) June; date
(3) September;
(4) December
MIF004 Non-K-CON Quarterly Last business day 20 business
concentration in: days after
risk reporting the
reporting
(1) March; reference
(2) June; date
(3) September;
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(4) December

MIF005 K-CON Quarterly Last business day 20 business
concentration in: days after
risk reporting the

reporting
(1) March; reference
(2) June; date
(3) September;
(4) December

9.2.3 R An SNI MIFIDPRU investment firm must:

(1) submit the data items specified in column (A) of the table in
MIFIDPRU 9.2.4R to the FCA with the frequency specified in
column (C) of that table;

(2) complete the data items in (1) with data that reflect the position
as at the relevant reporting reference date specified in column
(D) of the table in MIFIDPRU 9.2.4R; and

(3) submit the data items in (1) before the submission deadline in
column (E) of the table in MIFIDPRU 9.2.4R.

[Note: article 54(1), second paragraph and 54(2) third paragraph of

the IFR.]

9.24 R The following table belongs to MIFIDPRU 9.2.3R:

(A) (B) ©) (D) (E)
Data item Data item Reporting Reporting Submission
description frequency reference dates deadline

MIF001 Capital Quarterly Last business day 20 business

in: days after
the
reporting

(1) March; reference

(2) June; date

(3) September;
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(4) December

MIF002 Liquidity Quarterly Last business day 20 business

in: days after

(Note 1) the

reporting
(1) March; reference
(2) June; date
(3) September;
(4) December
MIF003 Metrics Quarterly Last business day 20 business
monitoring in: days after
the
reporting
(1) March; reference
(2) June; date
(3) September;
(4) December
Note 1 If, exceptionally, the FCA has exempted an SNI MIFIDPRU investment
firm from the liquidity requirements in MIFIDPRU [6]*, the firm is not
required to submit MIF002.

9.25 Where a firm is required to submit any of data items MIF001 to
MIFO005 under MIFIDPRU 9.2.1R or 9.2.3R, it must submit those data
items:

(1) inthe format specified in MIFIDPRU 9 Annex 1R; and
(2)  inaccordance with the instructions in MIFIDPRU 9 Annex 2G.

9.2.6 Where an investment firm group contains multiple MIFIDPRU
investment firms, those firms may designate a single MIFIDPRU
investment firm or the UK parent entity to submit all necessary data
items under this section on their behalf.

9.2.7 Where a MIFIDPRU investment firm (“A”) designates another

MIFIDPRU investment firm or a UK parent entity (“B”’) to submit

15 Editor’s note: The FCA intends to consult on the liquidity requirements in MIFIDPRU 6 in
a future consultation paper.
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data items in accordance with MIFIDPRU 9.2.6R, A remains
responsible for the timely submission and the accuracy of any data
items submitted by B on A’s behalf.

Reporting on a consolidated basis

R

1)

@)

A UK parent entity that is required by MIFIDPRU 2.5.7R to
comply with this chapter on a consolidated basis must:

(@)

(b)

if it is treated as a non-SNI MIFIDPRU investment firm
in accordance with MIFIDPRU 2.5.21R, submit data
items in accordance with MIFIDPRU 9.2.1R on the
basis of its consolidated situation; or

if it is treated as an SNI MIFIDPRU investment firm in
accordance with MIFIDPRU 2.5.21R, submit data items
in accordance with MIFIDPRU 9.2.3R on the basis of
its consolidated situation.

For the purposes of (1), MIFIDPRU 9.2 applies with the
following modifications:

(@)

(b)

any reference to a “firm” is to be interpreted as a
reference to the hypothetical single MIFIDPRU
investment firm created under the consolidated
situation; and

the submission deadline for consolidated data items

under column (E) of the tables in MIFIDPRU 9.2.2R
and MIFIDPRU 9.2.4R is 30 business days after the

reporting reference date.

MIFIDPRU 2.5 contains guidance on how to apply the requirements
in MIFIDPRU on the basis of the consolidated situation of a UK
parent entity. That guidance may assist a UK parent entity in
completing the data items required under this section.

Group capital test reporting

R

A parent undertaking that is required to report on the group capital
test under MIFIDPRU 2.6.10R must:

1)

(2)

submit the data item specified in column (A) of the table in

MIFIDPRU 9.4.2R to the FCA with the frequency specified in

column (C) of that table;

complete the data item in (1) with data that reflect the position
as at the relevant reporting reference date specified in column

(D) of the table in MIFIDPRU 9.4.2R; and
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(3) submit the data item in (1) before the submission deadline in

column (E) of the table in MIFIDPRU 9.4.2R.

9.4.2 The following table belongs to MIFIDPRU 9.4.1R:
(A) (B) (©€) (D) (E)
Data item Data item Reporting Reporting Submission
description frequency reference dates deadline
MIF006 Group capital Quarterly Last business 20 business
test reporting day in: days after the
reporting
reference date
(1) March;
(2) June;
(3) September;
(4) December

9.4.3 R (1)  This rule applies where:

@ a parent undertaking is a responsible UK parent; and

(b) MIFIDPRU 2.6.10R(2)(b)(i) applies in relation to a
subsidiary of that responsible UK parent which is a
parent undertaking established in a third country.

(2)  Where this rule applies, the responsible UK parent must submit
an additional data item in accordance with MIFIDPRU 9.4.1R
which reflects the position of the subsidiary in (1)(b).

9.4.4 R Where a parent undertaking is required to submit data item MIF006
under MIFIDPRU 9.4.1R or 9.4.3R, it must submit that data item:
(1) inthe format specified in MIFIDPRU 9 Annex 1R; and
(2)  inaccordance with the instructions in MIFIDPRU 9 Annex 2G.
9.45 G Parent undertakings are reminded that under MIFIDPRU 2.6.11R,

they may designate a single parent undertaking in the UK to submit
data items to the FCA on behalf of all parent undertakings within the
same investment firm group to which this section applies. However,
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each parent undertaking remains responsible for ensuring the timely
submission and the accuracy of any data items submitted on its behalf.

Data items for MIFIDPRU 9
9 Annex R This annex consists of forms which can be found through the
1 following link:
[Editor’s note: insert link to document containing data items for
MIFIDPRU 9 reporting]
Guidance notes on data items in MIFIDPRU 9 Annex 1R
9 Annex G This annex consists of guidance which can be found through the
2 following link:

[Editor’s note: insert link to document containing guidance on
completing data items in MIFIDPRU 9 Annex 1R]

TP 1 Own funds transitional provisions
Application
1.1 R MIFIDPRU TP 1 applies to:

(1) aMIFIDPRU investment firm; and

(2) a UK parent entity that is required by MIFIDPRU 2.5.7R to
comply with MIFIDPRU 3 on the basis of its consolidated
situation.

Purpose

1.2 G MIFIDPRU TP 1 contains transitional provisions relating to certain
permissions granted by the FCA before [Editor’s note: insert date that
MIFIDPRU sourcebook begins to apply] for the purposes of the own
funds provisions of the UK CRR. These provisions set out where a firm
with such a permission may continue to rely on it under the
MIFIDPRU regime.

1.3 G MIFIDPRU TP 1 also contains transitional provisions relating to the
potential continued eligibility of additional tier 1 instruments issued
before [Editor’s note: insert date that MIFIDPRU sourcebook begins
to apply] under the UK CRR (in the form in which the UK CRR stood
prior to that date).

Continuing application of certain UK CRR permissions

1.4 R MIFIDPRU TP 1.5 applies for the duration of the relevant permission
to which it relates, except to the extent that the FCA revokes, varies or
replaces that permission.
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R (1)  This rule applies to any permission listed in column (A) of the
table in MIFIDPRU TP 1.6R where that permission was granted
to a firm by the FCA for the purposes of the UK CRR before
[Editor’s note: insert date that MIFIDPRU sourcebook begins

to apply].

(2)  Where this rule applies, a permission in column (A) of the table
in MIFIDPRU TP 1.6R shall be deemed to have been granted
for its remaining duration on equivalent terms to the relevant
firm by the FCA under the corresponding provision in column
(B) in the same row of that table.

R This table belongs to MIFIDPRU TP 1.5R.

(A)

UK CRR permission granted before
[Editor’s note: insert date that
MIFIDPRU sourcebook begins to

apply]

(B)

Deemed basis for permission on
or after [Editor’s note: insert date
that MIFIDPRU sourcebook
begins to apply]

Article 26(2) UK CRR: inclusion of
interim or year-end profits in common
equity tier 1 capital before the firm has
taken a formal decision confirming the
final profit or loss for the year

MIFIDPRU 3.3.2R

Article 26(3) UK CRR: classification of
an issuance of capital instruments as
common equity tier 1 capital

MIFIDPRU 3.3.3R

G The effect of MIFIDPRU TP 1.5 and MIFIDPRU TP 1.6 is that the
relevant permission that was initially granted under article 26(2) or
26(3) of the UK CRR will continue to produce an equivalent effect
under the corresponding provisions in MIFIDPRU 3.3. The duration
of the original permission is not affected. For example, a relevant
permission that was granted on 1 June 2021 for a one-year duration
will be treated from [Editor’s note: insert date that MIFIDPRU
sourcebook begins to apply] as if it had been granted under
MIFIDPRU 3.3, but will still expire on 1 June 2022.

Additional tier 1 capital instruments issued before [Editor’s note: insert date
that MIFIDPRU sourcebook begins to apply]

R (1) This rule applies where:
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@ a firm which became a MIFIDPRU investment firm on
[Editor’s note: insert date that MIFIDPRU sourcebook
begins to apply] issued instruments before that date
which met the conditions to be classified as additional
tier 1 instruments in accordance with the provisions of
the UK CRR in the form in which it stood immediately
before [Editor’s note: insert date that MIFIDPRU
sourcebook begins to apply]; and

(b) the instruments in (1) remain in issue on [Editor’s note:
insert date that MIFIDPRU sourcebook begins to

apply].

Where this rule applies, a MIFIDPRU investment firm must
notify the FCA by no later than [Editor’s note: insert date one
month after the date that MIFIDPRU sourcebook begins to
apply] to confirm whether:

@) the relevant instruments satisfy the conditions in
MIFIDPRU 3.4 to be classified as additional tier 1
instruments for the purposes of MIFIDPRU,;

(b) the relevant instruments do not satisfy the relevant
conditions in MIFIDPRU 3.4 and the firm has therefore
ceased to recognise them as forming part of its
additional tier 1 capital for those purposes or has
otherwise redeemed or replaced them; or

(b) the firm has applied to the FCA under section 138A of
the Act for a modification of the relevant provisions in
MIFIDPRU 3.4 to continue to allow the firm to classify
the instruments as additional tier 1 instruments for the
purposes of MIFIDPRU.

A MIFIDPRU investment firm that immediately before
[Editor’s note: insert date that MIFIDPRU sourcebook begins
to apply] was subject to the UK CRR may have issued
additional tier 1 instruments before that date that met the
conditions in the UK CRR (in the form in which it then stood)
which remain in issue on [Editor’s note: insert date that
MIFIDPRU sourcebook begins to apply].

Although MIFIDPRU 3.4 contains provisions for the
classification of instruments under MIFIDPRU as additional
tier 1 instruments which are broadly equivalent to those in the
UK CRR, the previous trigger event under article 54(1)(a) of the
UK CRR does not apply under MIFIDPRU. This is because the
own funds requirement under MIFIDPRU is calculated on a
different basis and therefore the trigger event for conversion of
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additional tier 1 instruments under MIFIDPRU must be defined
by reference to different criteria.

In certain circumstances, it is possible that an additional tier 1
instrument issued before [Editor’s note: insert date that MIFIDPRU
sourcebook begins to apply] under the UK CRR may nonetheless meet
the conditions in MIFIDPRU 3.4 so that it can be classified as an
additional tier 1 instrument for the purposes of MIFIDPRU. This may
depend upon how the trigger events were defined in the terms of the
relevant instrument and whether additional trigger events (i.e. over
and above the mandatory UK CRR trigger event that was applicable at
the time of issuance) were also included.

(1)  Afirm may apply to the FCA under section 138A of the Act to
modify the provisions of MIFIDPRU 3.4 in relation to existing
additional tier 1 instruments issued for the purposes of the UK
CRR before [Editor’s note: insert date that MIFIDPRU
sourcebook begins to apply], so as to allow those instruments to
be recognised as additional tier 1 instruments under
MIFIDPRU.

(2) The FCA would expect that an application of the type described
in (1) would demonstrate how the conversion or write-down of
the additional tier 1 instruments would function to enable the
firm to continue to satisfy its own funds requirement under
MIFIDPRU in times of financial stress.

(3) If the FCA grants a modification under section 138A of the Act
in such circumstances, it may choose to do so on a temporary
basis to facilitate the firm s orderly transition to the MIFIDPRU
regime.

Own funds requirements: transitional

Application

R

MIFIDPRU TP 2 applies to a MIFIDPRU investment firm on an
individual basis.

R MIFIDPRU TP 2.23R applies to a UK parent entity when it is
applying MIFIDPRU 4 on the basis of its consolidated situation in
accordance with MIFIDPRU 2.5.

Purpose

G MIFIDPRU TP 2 contains temporary transitional provisions that

permit certain MIFIDPRU investment firms to apply a lower own
funds requirement than would otherwise apply under MIFIDPRU 4.3.
These provisions are designed to provide a smoother transition for
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firms from their regulatory capital requirements under previous
prudential regimes to the requirements under MIFIDPRU.

G (1) MIFIDPRU TP 2 permits a firm (or, in the case of MIFIDPRU
TP 2.23R, a UK parent entity) to substitute an alternative
requirement in place of one or more of its standard permanent
minimum capital requirement, its fixed overheads requirement
or its K-factor requirement. Where a firm does so, the
alternative requirement also replaces the standard requirement
for the purposes of calculating the firm s own funds requirement
under MIFIDPRU 4.3.

(2) For example, under MIFIDPRU TP 2.21R, a former exempt
BIPRU commodities firm may substitute separate alternative
requirements for each of its fixed overheads requirement and its
K-factor requirement. During the transitional period, the own
funds requirement of the firm under MIFIDPRU 4.3.2R would
be the highest of:

@ its permanent minimum capital requirement;

(b) the alternative requirement substituted for its standard
fixed overheads requirement; and

(© the alternative requirement substituted for its standard
K-factor requirement.

References to “UK CRR”

R Any reference in MIFIDPRU TP 2 to the “UK CRR” should be
interpreted as a reference to the UK CRR in the form in which it stood
on [Editor’s note: insert the day before the earlier of the date on which
MIFIDPRU enters into force and the date on which the CRR 2
amendments take effect].

Duration of transitional arrangements

R MIFIDPRU TP 2 applies until [Editor’s note: insert date five years
after MIFIDPRU begins to apply], except in the circumstances set out
in MIFIDPRU TP 2.19R.

Transitional for fixed overheads requirement and K-factor requirement for
former IFPRU investment firms and BIPRU firms

R (1)  This rule applies to a MIFIDPRU investment firm that, under
the rules in force on [Editor’s note: insert the date immediately
before the day that MIFIDPRU begins to apply], was classified
as:
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@ an IFPRU investment firm (other than an exempt IFPRU
commodities firm or a collective portfolio management
investment firm); or

(b) a BIPRU firm (other than an exempt BIPRU
commaodities firm or a collective portfolio management
investment firm).

(2) A firm may substitute the alternative requirement in (3) for each
of:

@ its fixed overheads requirement under MIFIDPRU
[4.5]*; and

(b) to the extent applicable, its K-factor requirement under
MIFIDPRU 4.6.

(3) Subject to (4), the alternative requirement is an amount equal to
twice the following, if it had continued to apply to the firm:

@ for a former IFPRU investment firm, the own funds
requirement in Chapter 1 of Title I of Part Three of the
UK CRR; or

(b) for a former BIPRU firm, the variable capital
requirement in GENPRU 2.1.40R and 2.1.45R.

(4)  The alternative requirement in (3) is subject to:

@ for a former IFPRU investment firm, article 93(1) of the
UK CRR, with the reference to the initial capital
requirement in that provision being read as a reference
to the base own funds requirement that would have
applied under IFPRU 3.1 if it had continued to apply to
the firm; or

(b) for a former BIPRU firm, the base capital requirement
that would have applied under GENPRU 2.1.47R and
2.1.48R.

[Note: article 57(3)(a) of the IFR.]

2.8 G (1) The effect of MIFIDPRU TP 2.7R(2) is that even where
MIFIDPRU TP 2.7R applies, it does not affect the calculation
of a MIFIDPRU investment firm’s permanent minimum capital
requirement under MIFIDPRU 4.4. The extent to which
separate transitional arrangements may also apply to the
permanent minimum capital requirement of a former IFPRU

18 Editor’s note: The FCA will consult on the rules for calculating the fixed overheads
requirement in MIFIDPRU 4.5 in a subsequent consultation.
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investment firm or BIPRU firm is set out in MIFIDPRU TP
2.13R t0 2.18R.

(2)  Therefore, where the permanent minimum capital requirement
(where applicable, as limited by MIFIDPRU TP 2.13R to
2.18R) is higher than the alternative requirement in MIFIDPRU
TP 2.7R(3), the firm will still need to ensure that it has
sufficient own funds to meet that higher permanent minimum
capital requirement in accordance with MIFIDPRU 4.3.

Where a MIFIDPRU investment firm chooses to apply the transitional
arrangements in MIFIDPRU TP 2.7, the alternative requirement under
MIFIDPRU TP 2.7R(3) reflects how the previous requirements under
the UK CRR or GENPRU would otherwise apply to the firm on an
ongoing basis. The firm should therefore recalculate the alternative
requirement under the UK CRR or GENPRU regularly. The FCA
considers that it would be appropriate for the firm to carry out such
calculations at least as frequently as it reports information on its own
funds requirement to the FCA in accordance with MIFIDPRU 9.

Transitional for fixed overheads requirement and K-factor requirement for
former exempt CAD firms

R

(1)  This rule applies to a MIFIDPRU investment firm that under the
rules in force on [Editor’s note: insert the date immediately
before the day that MIFIDPRU begins to apply] was classified
as an exempt CAD firm.

(2)  Afirm may substitute the alternative requirement in (3) in place
of each of:

€)) its fixed overheads requirement under MIFIDPRU [4.5];
and

(b) to the extent applicable, its K-factor requirement under
MIFIDPRU 4.6.

(3) The alternative requirement is:

@) from [ Editor’s note: insert the date that MIFIDPRU
begins to apply] to [Editor’s note: insert the date one
year after MIFIDPRU begins to apply minus one day],
an amount equal to the firm’s permanent minimum
capital requirement after any transitional relief that may
apply under MIFIDPRU TP 2.12R has been taken into
account; and

(b) from [ Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [Editor’s note: insert the
date five years after MIFIDPRU begins to apply minus
one day]:
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(i) in relation to the firm’s fixed overheads
requirement, the relevant percentage specified in
(4) of the firm’s fixed overheads requirement (as
that requirement would be determined if the
substitution in (2)(a) did not apply); and

(i) inrelation to the firm’s K-factor requirement, the
relevant percentage specified in (4) of the firm'’s
K-factor requirement (as that requirement would
be determined if the substitution in (2)(b) did not

apply).
(4)  The relevant percentage is:

@) from [ Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date two years after MIFIDPRU begins to apply
minus one day]: 10%);

(b) from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: 25%);

(© from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: 45%; and

(d) from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: 70%.

Transitional for K-factor requirement for firms not in existence before
[Editor’s note: insert the date on which MIFIDPRU begins to apply]

2.11 R (1)  This rule applies to a MIFIDPRU investment firm that
immediately before [Editor’s note: insert the date on which
MIFIDPRU begins to apply]:

€)) was not in existence; or
(b) did not have a Part 4A permission that permitted the
firm to carry on any investment services and/or

activities.

(2) A firm may substitute the alternative requirement in (3) in place
of its K-factor requirement under MIFIDPRU 4.6 (to the extent
that such a requirement applies).
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(3)  The alternative requirement is an amount equal to twice the
fixed overheads requirement of the firm, as calculated in
accordance with MIFIDPRU [4.5] from time to time.

[Note: article 57(3)(b) of the IFR.]

Transitional for permanent minimum capital requirement: former exempt
CAD firms

R (1)  This rule applies to a MIFIDPRU investment firm that under the
rules in force on [Editor’s note: insert the date immediately
before the day on which MIFIDPRU begins to apply] was
classified as an exempt CAD firm.

(2) A firm may substitute the alternative requirement in (3) in place
of its permanent minimum capital requirement under
MIFIDPRU 4.4.

(3) The alternative requirement is as follows:

@ from [Editor’s note: insert the date on which
MIFIDPRU begins to apply] to [Editor’s note: insert the
date one year after MIFIDPRU begins to apply minus
one day]: £50,000;

(b) from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date two years after MIFIDPRU begins to apply
minus one day]: £55,000;

(© from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: £60,000;

(d) from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: £65,000; and

(e) from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: £70,000.

(4) This rule is subject to MIFIDPRU TP 2.19R.

Transitional for permanent minimum capital requirement: former IFPRU
investment firms
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Subject to (2), this rule applies to a MIFIDPRU investment firm
that under the rules in force on [Editor’s note: insert the date
immediately before the day on which MIFIDPRU begins to
apply] was classified as an IFPRU 50K firm.

This rule does not apply to a firm to which MIFIDPRU TP
2.18R applies.

A firm may substitute the alternative requirement in (4) in place
of its permanent minimum capital requirement under
MIFIDPRU 4.4.

The alternative requirement is as follows:

@ from [Editor’s note: insert the date on which
MIFIDPRU begins to apply] to [Editor’s note: insert the
date one year after MIFIDPRU begins to apply minus
one day]: £50,000;

(b) from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date two years after MIFIDPRU begins to apply
minus one day]: £55,000;

(© from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: £60,000;

(d) from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: £65,000; and

(e) from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: £70,000.

This rule is subject to MIFIDPRU TP 2.19R.

[Note: article 57(4)(b) of the IFR.]

1)

(2)

Subject to (2), this rule applies to a MIFIDPRU investment firm
that under the rules in force on [Editor’s note: insert the date
immediately before the day on which MIFIDPRU begins to
apply] was classified as an IFPRU 125K firm.

This rule does not apply to a firm to which MIFIDPRU TP
2.18R applies.
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A firm may substitute the alternative requirement in (4) in place
of its permanent minimum capital requirement under
MIFIDPRU 4.4.

The alternative requirement is as follows:

@ from [Editor’s note: insert the date on which
MIFIDPRU begins to apply] to [Editor’s note: insert the
date one year after MIFIDPRU begins to apply minus
one day]: £125,000;

(b) from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date two years after MIFIDPRU begins to apply
minus one day]: £130,000;

(© from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: £135,000;

(d) from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: £140,000; and

(e) from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: £145,000.

This rule is subject to MIFIDPRU TP 2.19R.

[Note: article 57(4)(b) of the IFR.]

1)

(2)

(3)

This rule applies to a MIFIDPRU investment firm that under the
rules in force on [Editor’s note: insert the date immediately
before the day on which MIFIDPRU begins to apply] was
classified as an IFPRU 730K firm.

A firm may substitute the alternative requirement in (3) in place
of its permanent minimum capital requirement under
MIFIDPRU 4.4.

The alternative requirement is as follows:

@) from [Editor’s note: insert the date on which
MIFIDPRU begins to apply] to [Editor’s note: insert the
date one year after MIFIDPRU begins to apply minus
one day]: £730,000;
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(b) from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date two years after MIFIDPRU begins to apply
minus one day]: £735,000;

(© from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: £740,000;

(d) from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: £745,000; and

(e) from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: £750,000.

This rule is subject to MIFIDPRU TP 2.19R.

[Note: article 57(4)(b) of the IFR.]

Transitional for permanent minimum capital requirement: former BIPRU

firms

R

1)

@)

3)

(4)

This rule applies to a MIFIDPRU investment firm that under the
rules in force on [Editor’s note: insert the date immediately
before the day on which MIFIDPRU begins to apply] was
classified as a BIPRU firm (other than an exempt BIPRU
commodities firm or a collective portfolio management
investment firm).

This rule does not apply to a firm to which MIFIDPRU TP
2.18R applies.

A firm may substitute the alternative requirement in (4) in place
of its permanent minimum capital requirement under
MIFIDPRU 4.4.

The alternative requirement is as follows:

@) from [Editor’s note: insert the date on which
MIFIDPRU begins to apply] to [Editor’s note: insert the
date one year after MIFIDPRU begins to apply minus
one day]: £50,000;

(b) from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
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the date two years after MIFIDPRU begins to apply
minus one day]: £55,000;

(© from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: £60,000;

(d) from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: £65,000; and

(e) from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: £70,000.

This rule is subject to MIFIDPRU TP 2.19R.

[Note: article 57(4)(c) of the IFR.]

1)

@)

The transitional arrangements in MIFIDPRU TP 2.13R to
2.16R permit the relevant MIFIDPRU investment firms to
substitute an alternative requirement for their permanent
minimum capital requirement. Those provisions do not affect
the fixed overheads requirement or, where applicable, the K-
factor requirement for such firms.

The effect of (1) is that where the fixed overheads requirement
or the K-factor requirement of the relevant MIFIDPRU
investment firm (in each case, as modified by any other relevant
transitional arrangements in this section) is higher than the
alternative requirement substituted for the firm s permanent
minimum capital requirement, the firm’s own funds requirement
under MIFIDPRU 4.3 will still be the higher of those other two
requirements.

Transitional for permanent minimum capital requirement: former IFPRU and
BIPRU firms that relied on IFPRU 1.1.12R or BIPRU 1.1.23R (former
“matched principal” firms)

R

1)

This rule applies to a firm that, under the rules in force on
[Editor’s note: insert the date immediately before the day on
which MIFIDPRU begins to apply], was classified as one of the
following:

@ an IFPRU 50K firm, due to the application of IFPRU
1.1.12R (Meaning of dealing on own account);
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(b) an IFPRU 125K firm, due to the application of IFPRU
1.1.12R (Meaning of dealing on own account); or

(© a BIPRU firm, due to the application of BIPRU 1.1.23R
(Meaning of dealing on own account).

(2) A firm may substitute the alternative requirement in (3) in place
of its permanent minimum capital requirement under
MIFIDPRU 4.4.

(3) The alternative requirement is as follows:

@ from [Editor’s note: insert the date on which
MIFIDPRU begins to apply] to [Editor’s note: insert the
date one year after MIFIDPRU begins to apply minus
one day]:

(i) for a former BIPRU firm or a former IFPRU 50K
firm: £50,000;

(i) for a former IFPRU 125K firm: £125,000;

(b) from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date two years after MIFIDPRU begins to apply
minus one day]: £190,000;

(©) from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: £330,000;

(d) from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: £470,000; and

(e) from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: £610,000.

Disapplication of permanent minimum capital requirement transitional
provisions due to changes in permission

2.19 R The transitional arrangements in MIFIDPRU TP 2.12R to 2.16R cease
to apply where there is a change in the permissions of the relevant
MIFIDPRU investment firm on or after [Editor’s note: insert the date
on which MIFIDPRU begins to apply] that results in an increase in the
permanent minimum capital requirement that would apply to the firm
under MIFIDPRU 4.4.
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[Note: article 57(5) of the IFR.]
Transitional for own funds requirement: former local firms
2.20 R (1)  This rule applies to a MIFIDPRU investment firm that:
@) was in existence before 25 December 2019; and

(b) under the rules in force on [Editor’s note: insert the date
immediately before the day on which MIFIDPRU
begins to apply], was classified as a local firm.

(2)  Afirm may substitute the alternative requirement in (3) in place
of its own funds requirement under MIFIDPRU 4.3.

(3) The alternative requirement is as follows:

@ from [Editor’s note: insert the date on which
MIFIDPRU begins to apply] to [Editor s note: insert the
date one year after MIFIDPRU begins to apply minus
one day]: £250,000;

(b) from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date two years after MIFIDPRU begins to apply
minus one day]: £350,000;

(© from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: £450,000;

(d) from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: £550,000; and

(e) from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: £650,000.

[Note: article 57(6) of the IFR.]

Transitional for fixed overheads and K-factor requirements: exempt
commodities firms

2.21 R (1)  This rule applies to a MIFIDPRU investment firm that, under
the rules in force on [Editor’s note: insert the date immediately
before the day on which MIFIDPRU begins to apply], was
classified as:
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@ an exempt IFPRU commaodities firm; or
(b) an exempt BIPRU commodities firm.

(2) A firm may substitute the alternative requirement in (3) in place
of each of:

@ its fixed overheads requirement under MIFIDPRU [4.5];
and

(b) to the extent applicable, its K-factor requirement under
MIFIDPRU 4.6.

(3) Subject to (5), the alternative requirement is:

@ from [Editor’s note: insert the date on which
MIFIDPRU begins to apply] to [Editor’s note: insert the
date one year after MIFIDPRU begins to apply minus
one day]: an amount equal to the firm s permanent
minimum capital requirement;

(b) from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [Editor’s note: insert the
date five years after MIFIDPRU begins to apply minus
one day]:

() in relation to the firm’s fixed overheads
requirement, the relevant percentage specified
in (4) of the firm’s fixed overhead requirement
(as that requirement would be determined if the
substitution in (2)(a) did not apply); and

(i) in relation to the firm’s K-factor requirement,
the relevant percentage specified in (4) of the
firm’s K-factor requirement (as that
requirement would be determined if the
substitution in (2)(b) did not apply).

(4) The relevant percentage is:

@ from [Editor’s note: insert the date one year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date two years after MIFIDPRU begins to apply
minus one day]: 10%;

(b) from [Editor’s note: insert the date two years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date three years after MIFIDPRU begins to apply
minus one day]: 25%;
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from [Editor’s note: insert the date three year after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date four years after MIFIDPRU begins to apply
minus one day]: 45%; and

from [Editor’s note: insert the date four years after
MIFIDPRU begins to apply] to [ Editor’s note: insert
the date five years after MIFIDPRU begins to apply
minus one day]: 70%.

If the firm was subject to IPRU(INV) 3 on [Editor’s note: insert
the date immediately before the day on which MIFIDPRU
begins to apply], the alternative requirement can never be lower
than the amount of the financial resources requirement that
would apply to the firm if it had continued to be subject to
IPRU(INV) 3 in the form in which that chapter stood on that

date.

MIFIDPRU TP 2.21R(5) means that the alternative fixed overheads
requirement and alternative K-factor requirement of an exempt IFPRU
commodities firm or an exempt BIPRU commodities firm under the
transitional arrangements are subject to a floor if the firm was
previously subject to IPRU(INV) 3. Firms are reminded that the base
requirement under IPRU(INV) 3-71R (in the form in which it stood on
[Editor’s note: insert the date immediately before the day on which
MIFIDPRU begins to apply]) is calculated by reference to the highest
of an absolute minimum requirement, an expenditure requirement and
a volume of business requirement.

Transitional for consolidated own funds requirement

R

1)

(@)

3)

This rule applies to a UK parent entity that is required to apply
prudential consolidation to an investment firm group in
accordance with MIFIDPRU 2.5.

A UK parent entity may substitute the alternative requirements
in (3) in place of the following, as they result from applying
MIFIDPRU 4 to its consolidated situation:

(a)
(b)

the consolidated fixed overheads requirement; and

the consolidated K-factor requirement.

Subject to (8), the alternative requirement is:

(@)

(b)

in relation to the fixed overheads requirement, an
amount calculated in accordance with the formula in
(4); and

in relation to the K-factor requirement, an amount
calculated in accordance with the formula in (6).
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(4)  The formula for calculating the alternative requirement for the
consolidated fixed overheads requirement is:

A=B-C
where:

A = the alternative requirement for the consolidated
fixed overheads requirement.

B = the consolidated fixed overheads requirement that
results from applying MIFIDPRU 4 to the consolidated
situation in accordance with MIFIDPRU 2.5 without
applying MIFIDPRU TP 2.

C = the transitional credit, determined in accordance
with (5).

(5)  For the purposes of (4), the transitional credit (C) is the sum of
the output of the following formula as applied to each
MIFIDPRU investment firm in the investment firm group:

C=D-E
where:

D = the individual fixed overheads requirement that
would apply to the MIFIDPRU investment firm under
MIFIDPRU 4, ignoring any transitional relief under
MIFIDPRU TP 2.

E = the alternative requirement that applies to the
MIFIDPRU investment firm under MIFIDPRU TP 2 in
place of the individual fixed overheads requirement. If
no alternative requirement applies to the firm in place of
its individual fixed overheads requirement, the value of
E is equal to D.

(6) The formula for calculating the alternative requirement for the
consolidated K-factor requirement is:

F=G-H
where:

F = the alternative requirement for the consolidated K-
factor requirement.

G = the consolidated K-factor requirement that results
from applying MIFIDPRU 4 to the consolidated
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situation in accordance with MIFIDPRU 2.5 without
applying MIFIDPRU TP 2.

H = the transitional credit, determined in accordance
with (7).

(7)  For the purposes of (6), the transitional credit (H) is the sum of
the output of the following formula as applied to each
MIFIDPRU investment firm in the investment firm group:

where:

H=J-K

J = the K-factor requirement that would apply to the
individual MIFIDPRU investment firm under
MIFIDPRU 4, ignoring any transitional relief under
MIFIDPRU TP 2.

K = the alternative requirement that applies to the
MIFIDPRU investment firm under MIFIDPRU TP 2 in
place of the individual K-factor requirement. If no
alternative requirement applies to the firm in place of its
individual K-factor requirement, the value of K is equal
to J.

(8)  The alternative requirement can never be lower than the
following:

(@)

(b)

in relation to the consolidated fixed overheads
requirement, the sum of the following in relation to the
investment firm group:

(i) for each MIFIDPRU investment firm that is
subject to an alternative requirement under
MIFIDPRU TP 2 in place of its individual fixed
overheads requirement, that alternative
requirement; and

(i) for every other MIFIDPRU investment firm, the
firm’s individual fixed overheads requirement;

in relation to the consolidated K-factor requirement, the
sum of the following in relation to the MIFIDPRU
investment firms in the investment firm group:

M for each MIFIDPRU investment firm that is
subject to an alternative requirement under
MIFIDPRU TP 2 in place of its individual K-
factor requirement, that alternative
requirement; and
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(i) for other MIFIDPRU investment firms, the
individual K-factor requirement.

TP 3 Group capital test: transitional arrangements
Application
3.1 R MIFIDPRU TP 3 applies to the following:

(1) a MIFIDPRU investment firm;
(2) a UK parent entity; and

(3) a relevant financial undertaking that is a parent undertaking
in an investment firm group.

Purpose

3.2 G MIFIDPRU TP 3 contains transitional provisions which allow an
investment firm group to apply the group capital test on a temporary
basis before the FCA has determined an application made in
accordance with MIFIDPRU 2.4.17R, provided that certain conditions
are met.

Temporary application of the group capital test

3.3 R (1) This rule applies in relation to an investment firm group
where:

@) the UK parent entity or a MIFIDPRU investment
within that investment firm group has submitted an
application to the FCA in accordance with
MIFIDPRU 2.4.17R by no later than [Editor’s note:
insert date one month after the date that the
MIFIDPRU sourcebook begins to apply]; and

(b) the management body of the UK parent entity or
MIFIDPRU investment firm in (1) has determined
that there is a reasonable basis to conclude that the
investment firm group satisfies the requirements in
MIFIDPRU 2.4.17R(2)(a) and (b).

(2) This rule applies from [Editor’s note: insert date that the
MIFIDPRU sourcebook begins to apply] until the earlier of
the following:

@ [Editor’s note: insert date two years after the
MIFIDPRU sourcebook begins to apply]; or

(b) such earlier date as may be specified in the
notification to the UK parent entity or MIFIDPRU
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investment firm of the F'CA4 ’s decision in relation to
the application in (1)(a).

(3) Where this rule applies, the undertakings in MIFIDPRU TP
3.1 may apply the group capital test in accordance with
MIFIDPRU 2.6, notwithstanding that the FCA has not granted
permission to use the group capital test in accordance with
MIFIDPRU 2.4.17R.

Under MIFIDPRU 2.4.18R(2)(g), an application submitted under
MIFIDPRU 2.4.17R must contain an explanation of how the
investment firm group would comply with the consolidated
requirements under MIFIDPRU 2.5 if the FCA did not grant
permission to apply the group capital test. The application must also
contain an explanation of the timeframe in which the investment firm
group would expect to achieve compliance with those consolidated
requirements. The FCA will have regard to these explanations when
considering any date that it may specify under MIFIDPRU TP
3.3R(2)(b) for the transitional arrangements to cease, if the FCA has
decided not to grant the relevant application.

K-factor metric calculations: transitional

Application

MIFIDPRU TP 4 applies to a MIFIDPRU investment firm where:

(1) immediately before [Editor’s note: insert the date on which
MIFIDPRU begins to apply], the firm was carrying on
investment services and/or activities; and

(2)  the investment services and/or activities in (1) result in K-factor
metrics that are relevant to the calculation of the following on
or after [Editor’s note: insert the date on which MIFIDPRU
begins to apply]:

Q) the firm’s K-factor requirement; or

(i) an alternative requirement in MIFIDPRU TP 2 that is
calculated by reference to the K-factor requirement.

MIFIDPRU TP 4.11 applies to a UK parent entity where the following
conditions are met:

(1) the UK parent entity is required to apply MIFIDPRU 4 on a
consolidated basis in accordance with MIFIDPRU 2.5.7R; and

(2) the consolidated situation of the UK parent entity includes one
or more the following:
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@ a MIFIDPRU investment firm to which MIFIDPRU TP
4.1R applies; or

(b) a third country entity to which MIFIDPRU TP 4.1R
would apply if it were established in the UK.

Purpose

4.3 G (1) The standard rules in MIFIDPRU 4 require a MIFIDPRU
investment firm to collect data on the K-factor metrics that are
relevant to the investment services and/or activities that the firm
carries on. Certain K-factor metric calculations are based on
average values and require a minimum level of historical data.

(2) MIFIDPRU TP 4 contains transitional rules for the calculation
of a firm’s K-factor requirement where a firm was carrying on
investment services and/or activities immediately before
MIFIDPRU began to apply, but does not have the historical
data necessary to calculate the relevant K-factor metric.

(3) MIFIDPRU TP 4 is not relevant to the calculation of the
following elements of the K-factor requirement, as they do not
use historical data:

Q) the K-NPR requirement;
(2) the K-TCD requirement; and
3) the K-CON requirement.

(4) MIFIDPRU TP 4 does not apply to the extent that a firm
modifies its permissions on or after [Editor’s note: insert the
date on which MIFIDPRU begins to apply] to carry on new
investment services and/or activities. In that case, to the extent
relevant to the new activity, the rules in MIFIDPRU 4 specify
that the firm should use the information in the business
projections submitted with its application for a variation of
permission to calculate the relevant K-factor metric until
historical data becomes available.

Duration

4.4 G The duration of the transitional arrangements in MIFIDPRU TP 4
depends on the relevant K-factor metric. Under MIFIDPRU TP
4.5.R(3), the transitional arrangements cease to apply once a firm has
(or should have) collected sufficient historical information to perform
the necessary calculations in accordance with the standard calculation
rules for the relevant K-factor metric in MIFIDPRU 4.

Missing historical data for K-factor calculations: transitional for individual
MIFIDPRU firms
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This rule applies to the extent that a MIFIDPRU investment
firm does not have the necessary historical data to calculate the
K-factor metric required for any of the following in accordance
with the relevant rules in MIFIDPRU 4:

@ its K-AUM requirement;
(b) its K-CMH requirement;
(© its K-ASA requirement;
(d) its K-COH requirement;
(e) its K-DTF requirement; or
(d) its K-CMG requirement.

Subject to MIFIDPRU TP 4.13R(2)(a), where this rule applies,
a firm may either:

@ use reasonable estimates to fill any missing historical
data points in the calculation of the relevant K-factor
metric; or

(b) by way of derogation from the standard calculation
rules in MIFIDPRU 4, use the modified calculation in
MIFIDPRU TP 4.11R to calculate the relevant K-factor
metric.

This rule ceases to apply in relation to a K-factor metric on the
earlier of the following:

@ the date on which the firm has collected sufficient
historical information to calculate the K-factor metric in
accordance with the standard calculation rules in
MIFIDPRU 4; or

(b) the date that falls n months after the date on which
MIFIDPRU first began to apply, where n is the number
of months’ worth of data points required to calculate
that K-factor metric in accordance with the standard
calculation rules in MIFIDPRU 4.

MIFIDPRU TP 4.5R(3) specifies the date on which the
transitional arrangements for calculating a K-factor metric will
cease to apply and the firm will therefore need to use the
standard calculation rules in MIFIDPRU 4 in relation to that K-
factor metric. This date may vary depending on the position of
the individual firm.
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(2) Under MIFIDPRU TP 4.5R(3)(a), once a firm has sufficient
historical information to perform the calculation in the standard
way, it is no longer permitted to use either reasonable estimates
for missing data points or to use the modified calculation in
MIFIDPRU 4.11R. For example, on the date on which
MIFIDPRU begins to apply, Firm A already has historical data
on its AUM covering the previous 10 months. The standard
calculation of AUM in MIFIDPRU 4 requires 15 months of
historical data. Since the firm must begin collecting AUM data
no later than the date that MIFIDPRU begins to apply, the firm
will have sufficient data to perform the standard calculation 5
months later. At that point, the transitional arrangements under
MIFIDPRU TP 4 will no longer apply to the firm’s calculation
of AUM.

(3) MIFIDPRU TP 4.5R(3)(b) acts as a “long-stop” date for the
transitional arrangements under MIFIDPRU TP 4. Since a firm
must begin collecting data on its K-factor metrics no later than
the date that MIFIDPRU begins to apply, all MIFIDPRU
investment firms should have sufficient historical data to
perform the standard calculation of a K-factor metric once
sufficient months have elapsed to cover at least the standard
calculation period for that K-factor metric. For example, the
standard calculation for CMH requires 9 months of historical
data. For the purposes of MIFIDPRU TP 4.5.R(3)(b), the value
of n is therefore 9, and the transitional arrangements under
MIFIDPRU TP 4 will cease to apply in relation to the
calculation of CMH 9 months after MIFIDPRU first begins to

apply.

(1) A firm must apply its chosen approach under MIFIDPRU TP
4.5R(2) consistently in relation to a specific K-factor metric.

(2) A firm may apply different approaches under MIFIDPRU TP
4.5R(2) in relation to different K-factor metrics.

MIFIDPRU TP 4.7R prevents a firm from changing its approach to
missing historical data points in relation to a particular K-factor. For
example, if a firm is missing the necessary historical data points and
chooses to apply the modified calculation in MIFIDPRU TP 4.11R to
determine AUM, it cannot subsequently decide to estimate the missing
values for AUM instead. However, a firm may choose, for example, to
use reasonable estimates for missing values for AUM, but to apply the
modified calculation in MIFIDPRU TP 4.11R for the purposes of
missing values for COH. In the example, this could reflect the fact that
the firm has a reasonable basis on which to estimate AUM, but is
unable to produce reasonable estimates for COH.
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A firm that uses reasonable estimates in accordance with MIFIDPRU
TP 4.5R(2)(a) must, upon request, provide a reasonable explanation to
the FCA of how it has determined the relevant estimates.

If a firm does not have a reasonable basis on which to estimate
missing historical data points in relation to a K-factor metric, it should
apply the modified calculation in MIFIDPRU TP 4.11R.

(1) Afirm that is using the modified calculation for determining a
K-factor metric, other than in relation to the K-CMG
requirement, must apply the following requirements:

@) the firm must calculate the arithmetic mean of the daily
values (or in the case of AUM, monthly values) for the
K-factor metric over the previous n months, excluding
the most recent y months;

(b) n is the number of months that have elapsed since
MIFIDPRU began to apply (with the month during
which MIFIDPRU begins to apply being counted as
month 1);

(©) y is the greater of the following:
(i) zero; or
(i) n minus x; and
(d) x is a fixed value, being:
(1) 12 in the case of AUM;
(i) 6 in the case of CMH, ASA or DTF; and
(iii) 3 in the case of COH.

(2)  Afirm that is using the modified calculation for determining the
level of margin for the purposes of the K-CMG requirement
must apply the following requirements:

@ the firm must calculate the third highest amount of total
margin as calculated under MIFIDPRU 4.13.5R
required from the firm on a daily basis over the
preceding n months; and

(b) n is the number of months that have elapsed since
MIFIDPRU began to apply (with the month during
which MIFIDPRU begins to apply being counted as
month 1).
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The following are worked examples of the modified calculation
in MIFIDPRU TP 4.11R.

Firm A has chosen to apply the modified calculation in relation
to AUM. MIFIDPRU has been in force for 6 months. Firm A
would calculate its AUM as follows:

Q) The value of n is 6, being the length of time that
MIFIDPRU has been in force.

(i) The value of y is zero, as zero is greater than n minus x
(i.e. 6 minus 12). This means that Firm A must not
exclude any of the most recent months of daily figures.

(iili)  When calculating AUM for present purposes, Firm A
must therefore calculate the arithmetic mean of the
previous 6 months of daily values for AUM.

Firm B applies the modified calculation in relation to COH, as
it is unable to generate reasonable estimates for missing data
points for COH. MIFIDPRU has been in force for 4 months.
Firm B would calculate its COH as follows:

Q) The value of n is 4, being the length of time that
MIFIDPRU has been in force.

(i) The value of y is 1, as n minus x (i.e. 4 minus 3) is
greater than zero.

(i) When calculating COH for present purposes, Firm B
must therefore calculate the arithmetic mean of the
previous 4 months of daily values for COH, excluding
the values for the most recent month.

MIFIDPRU has been in force for 10 months. Although Firm C
would like to apply the modified calculation in relation to
CMH, under MIFIDPRU TP 4.5R(3)(b), this is not permitted.
This is because the standard calculation of CMH under
MIFIDPRU 4 requires only 9 months of daily values. Firm C
should therefore have collected sufficient data by that time to be
able to apply the standard calculation.

Missing historical data for K-factor calculations: transitional for investment
firm groups to which consolidation applies

R

1)

(2)

If the conditions in (2) are met, a UK parent entity may apply
the transitional arrangements in MIFIDPRU TP 4.5R to 4.11R,
as modified by MIFIDPRU TP 4.14R, when calculating K-
factor metrics on a consolidated basis.

The conditions are as follows:
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@ to the extent that it is relying on the transitional
arrangements in MIFIDPRU TP 4, each MIFIDPRU
investment firm in the investment firm group must apply
the same approach under MIFIDPRU TP 4.5R(2) in
relation to calculating a specific K-factor metric on an
individual basis; and

(b) the UK parent entity must apply the same approach
under MIFIDPRU TP 4.5R(2) in relation to calculating
a specific K-factor metric on a consolidated basis as the
firms in (a) have applied on an individual basis.

Where a UK parent entity is applying MIFIDPRU TP 4.5R to 4.11R in
accordance with MIFIDPRU TP 4.13R, the following modifications

apply:

(1) references to a “K-factor metric” shall be read as references to
that K-factor metric as it applies on a consolidated basis;

(2) references to the “K-AUM requirement”, “K-COH
requirement”, “K-ASA requirement”, “K-CMH requirement”,
“K-DTF requirement” or “K-CMG requirement” shall be read
as references to those requirements as they apply on a
consolidated basis;

(3) references to MIFIDPRU 4 shall be read as references to that
chapter as it applies on a consolidated basis in accordance with
MIFIDPRU 2.5; and

(4)  references to a “firm” should be read as references to the UK
parent entity.

(1)  Under MIFIDPRU 2.5, third country entities that would be
MIFIDPRU investment firms if they were established in the UK
may contribute towards a consolidated K-factor metric. A UK
parent entity may rely on the transitional arrangements in
MIFIDPRU TP 4 in relation to missing data points relating to
such entities that the UK parent entity requires to calculate the
consolidated K-factor requirement.

(2) However, UK parent entities are reminded that under
MIFIDPRU 2.5.9R, they are responsible for ensuring that any
subsidiaries that are not subject to MIFIDPRU (including third
country entities) implement the necessary arrangements to
ensure that the UK parent entity can comply with consolidated
requirements. As a result, the guidance in MIFIDPRU TP
4.6G(2) is equally applicable in relation to third country entities
within the investment firm group, which must ensure that they
begin to collect the necessary data once MIFIDPRU begins to

apply.
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Part 2: Come into force on [Editor’s note: insert date one month before the application
date specified for Part 1]

TP5 Advance data collection
Application
51 R MIFIDPRU TP 5 applies to:

(1) aMIFIDPRU investment firm; and
(2) a UK parent entity.
Duration

5.2 R MIFIDPRU TP 5 applies from [Editor’s note: insert date one month
before the date on which MIFIDPRU applies in full] until [Editor’s
note: insert date on which MIFIDPRU applies in full] (the “relevant
period”).

Purpose

5.3 G (1) MIFIDPRU TP 5 requires MIFIDPRU investment firms and UK
parent entities to begin collecting data on K-factor metrics one
month before the MIFIDPRU sourcebook begins to apply in
full.

(2) If firms and parent undertakings will be using the alternative
calculation in MIFIDPRU TP 4 after MIFIDPRU begins to
apply in full, the data covering the relevant period will allow
them to calculate their K-factor requirement during the first
month.

(3) If firms and parent undertakings will be using the reasonable
estimates approach in MIFIDPRU TP 4 after MIFIDPRU
begins to apply in full, the data covering the relevant period will
provide at least one month’s observed historical data which
must be used in the relevant calculations. The observed data
may also be helpful for verifying whether any remaining
estimated historical data points are reasonable.

Requirement to collect data on K-factor metrics

5.4 R (1) A MIFIDPRU investment firm or UK parent entity must collect
the required information in (2) throughout the relevant period.

(2)  The required information is:
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@ in the case of a MIFIDPRU investment firm, data on the
K-factor metrics that the firm would be required to
collect to calculate its individual K-factor requirement if
MIFIDPRU applied in full; and

(b) in the case of a UK parent entity, data on the K-factor
metrics that the investment firm group would be
required to collect to calculate its K-factor requirement
on a consolidated basis if MIFIDPRU applied in full.

MIFIDPRU TP 5.4R only requires a firm or parent undertaking to
collect data on K-factor metrics that are relevant to the investment
services/and or activities that it undertakes (or in the case of a parent
undertaking, that relevant entities within its investment firm group
undertake).
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Annex B
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

cash trade

clearing margin
given

client money held

client orders
handled

CMG
CMH

assets safeguarded and administered

[Editor’s note: This definition will be published in a subsequent
CP]

[Editor’s note: This definition will be published in a subsequent
CP]

assets under management

(in MIFIDPRU) means 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.

the MIFID client money that a MIFIDPRU investment firm holds,
taking into account the legal arrangements in relation to asset
segregation and irrespective of the accounting regime applicable to
client money held by the MIFIDPRU investment firm.

the value of orders that a MIFIDPRU investment firm handles for
clients through:

@ the reception and transmission of client orders; and
(2) the execution of orders on behalf of clients in the name of
the client.

clearing margin given

client money held
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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.

the own funds requirement calculated in accordance with
MIFIDPRU 5.7.2R that 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.

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) means an order relating to the purchase or sale of
a financial instrument that is not a cash trade.

daily trading flow
(in MIFIDPRU 5) the exposure value

(in MIFIDPRU 5) the exposure value excess
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(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.

(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.

the requirement in MIFIDPRU 2.6.5R.

[Editor’s note: This definition will be published in a subsequent
CP.J¥

the recurring provision of investment advice as well as 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.

1) (in MIFIDPRU 2.4, and in any other provision which
refers to a group to which MIFIDPRU 2.5 applies) a
group of undertakings which:

(@) consists of a parent undertaking (including an
undertaking that is deemed to be a parent
undertaking for the purposes of MIFIDPRU 2.5)
and:

Q) the subsidiaries and connected undertakings
of that parent undertaking; and

(i)  the connected undertakings of the
subsidiaries of that parent undertaking;

(b) includes at least one MIFIDPRU investment firm;
and

(c) does not include a subsidiary which is a UK credit
institution.

(2) (in any provision which refers to a group to which
MIFIDPRU 2.6 applies) a group of undertakings which:

(@) consists of a parent undertaking and its
subsidiaries;

(b) includes at least one MIFIDPRU investment firm;
and

17 The FCA will consult on detailed proposals for the individual capital adequacy and risk
assessment (ICARA) process in a subsequent consultation paper.

Page 171 of 235



investment holding
company

K-ASA requirement

K-AUM requirement

K-CMG permission

K-CMG requirement

K-CMH requirement

K-COH requirement

FCA 2021/XX

(c) does not include a UK credit institution.

a financial institution which meets all of the following conditions:

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.

For the purposes of this definition, the subsidiaries of a financial
institution are “mainly” investment firms or financial institutions
where:

@) 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).

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].

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].

a permission granted to a MIFIDPRU investment firm in
accordance with MIFIDPRU 4.13.9R permitting the firm to
calculate a K-CMG requirement in respect of a portfolio.

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.

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].

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].

Page 172 of 235



K-CON requirement

K-DTF requirement

K-NPR requirement

K-TCD requirement

K-factor metric

K-factor requirement

FCA 2021/XX

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.

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.

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.

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

(2) 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)  ASA;

2  AUM;
3)  CMG;
4)  CMH;
(5)  COH;
(6)  CON;
(7)  DTF

(8) NPR; and
9) TCD.

the part of the own funds requirement calculated in accordance
with MIFIDPRU 4.6.
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[Editor’s note: The FCA will consult on this definition in a
subsequent consultation paper.]

a relationship between an undertaking (“A”) and another
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.

Part 1 (FCA) of the UK version of Regulation (EU) No 529/2014
of 12 March 2014 supplementing Regulation (EU) No 575/2013 of
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.

(in MIFIDPRU) money that a MIFIDPRU investment 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 such money has been deposited into a client bank
account in accordance with CASS 7.13.3R;

(2) where a MIFIDPRU investment firm has placed such
money in a qualifying money market fund in accordance
with CASS 7.13.3R(4); and

(3) any amount of such money which a MIFIDPRU
investment firm has allowed a third party to hold in
accordance with CASS 7.14.]*

the Prudential sourcebook for MiFID Investment Firms.
(in MIFIDPRU 5) means
1) a MIFIDPRU investment firm;

2 a UK credit institution;

18 The FCA will consult on the rules relating to the calculation of K-CMH and the definition
of “client money held” and “MiFID client money” for these purposes in a subsequent
consultation. This draft definition is provided here for context in this consultation paper.
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(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 which satisfies the following conditions:

third country
investment firm @ 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
which are comparable to those applied in the UK.

MIFIDPRU-eligible  a credit institution which 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
which are comparable to those applied in the UK.

MIFIDPRU an FCA investment firm as defined in [section 143A of the Act].*®

Investment firm In summary, this an investment firm that meets the following

conditions:

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

19 Editor’s note: This definition is based on the definition in the Financial Services Bill, as
introduced in the House of Commons on 20 October 2020. This definition may change if
the Bill is amended during the parliamentary process.
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(5) it is not an investment firm that has a Part 4A 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.

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.

an entity which is not a financial sector entity.

(in MIFIDPRU) any account that is not a segregated account.

a MIFIDPRU investment firm that is not an SNI MIFIDPRU
investment firm.

net position risk

(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).

(in MIFIDPRU 5) the own funds requirement for the excess
calculated in accordance with MIFIDPRU 5.7.3R(1).

the requirement for a MIFIDPRU investment firm to maintain a
minimum level of own funds specified in MIFIDPRU 4.3.%°

the part of the own funds requirement calculated in accordance
with MIFIDPRU 4.4.

(in relation to the K-CMG requirement or a K-CMG permission)
either:

1) all the trading book positions attributable to a specific
trading desk within the firm; or

20 Editor’s note: Tt is the FCA’s intention that MIFIDPRU 4.3 will contain the draft rules
specifying the basic own finds requirement for a MIFIDPRU investment firm. This will be
the higher of the fixed overheads requirement and the permanent minimum capital
requirement for an SNI investment firm, and the highest of the fixed overheads requirement,
permanent minimum capital requirement and K-factor requirement for a non-SNI firm. These
draft rules will be published in a subsequent consultation paper.

Page 176 of 235



positions held with
trading intent

relevant financial
undertaking

responsible UK
parent

FCA 2021/XX

(2) a subset of the positions in (1) that share identified
common characteristics and risks.

any of the following:

(@) 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.

any of the following:

1) an investment firm;
(2) a financial institution;
(3) an ancillary services undertaking; or

4) 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 incorporated in the UK or has its registered office
(or, if it has no registered office, its head office) in the
UK;

(2) A is part of an investment firm group;

(3) A is the parent undertaking of an undertaking established
in a third country (“B”);

4) B:
@) is a parent undertaking; and

(b) would be a relevant financial undertaking if B
were established in the UK; and

5) A does not have a subsidiary which:
@ is incorporated in the UK or has its registered
office (or, if it has no registered office, its head
office) in the UK; and

(b) is a parent undertaking of B.
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segregated account  [Editor’s note: the FCA will consult on this definition in a
subsequent consultation.]

SNI MIFIDPRU a MIFIDPRU investment firm that is classified as an SNI
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 4.14.17R which applies to the transactions specified

in MIFIDPRU 4.14.1R(2).

trading counterparty the exposures in the trading book of 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 accordance with a well-defined and consistent
business strategy, operating under the same risk management
structure.

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 United
holding company Kingdom or that has its registered office (or, if it has no registered
office, its head office) in the United Kingdom.

UK mixed-activity a mixed-activity holding company that is incorporated in the
holding company United Kingdom or that has its registered office (or, if it has no
registered office, its head office) in the United Kingdom.

UK mixed financial ~ a mixed financial holding company that is incorporated in the
holding company United Kingdom or that has its registered office (or, if it has no
registered office, its head office) in the United Kingdom.

UK parent entity any of the following:
(1) a UK parent investment firm;
2 a UK parent investment holding company; or
(3) a UK mixed financial holding company.
UK parent a MIFIDPRU investment firm which:
investment firm
(1) is part of an investment firm group;
2 either holds a participation in or has as a subsidiary:
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@ a MIFIDPRU investment firm;
(b) a designated investment firm; or
(©) a financial institution; and

3 Is not a subsidiary of:
@ a MIFIDPRU investment firm; or

(b)  aninvestment holding company or mixed financial
holding company that is incorporated in the UK or
that has its registered office (or, if it has no
registered office, its head office) in the UK.

UK parent an investment holding company incorporated in the UK or that has
investment holding its registered office (or, if it has no registered office, its head
company office) in the UK which:

1) is part of an investment firm group; and

(2) is not a subsidiary of:

@) a MIFIDPRU investment firm; or

(b)  aninvestment holding company or mixed financial
holding company that is incorporated in the UK or
that has its registered office (or, if it has no
registered office, its head office) in the UK.

UK parent mixed a mixed financial holding company incorporated in the UK or that
financial holding has its registered office (or, if it has no registered office, its head
company office) in the UK which:

1) is part of an investment firm group; and

(2) is not a subsidiary of:

@) a MIFIDPRU investment firm; or

(b)  aninvestment holding company or mixed financial
holding company that is incorporated in the UK or
that has its registered office (or, if it has no
registered office, its head office) in the UK.

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 the requirements in
MIFIDPRU 3.4.
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2) (except in MIFIDPRU) as defined in article 61 of the UK
CRR.

Q) (in relation to an instrument issued by a MIFIDPRU
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.

: .
tFor the pulplese eﬁl B;.l ”U.llg (I ||_|e e_aleu,latlen of GGﬁH_IItEIp_aI by-Fisk

i i an entity that
legally interposes itself between counterparties to contracts traded
within one or more financial markets, becoming the buyer to every
seller and the seller to every buyer.

(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) means any
counterparty of the investment firm.
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(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 1 (1) (in MIFIDPRU) as defined in article 50 of the UK CRR,
capital as applied and modified by the requirements in
MIFIDPRU 3.3.

2) (except in MIFIDPRU) as defined in article 50 of the UK
CRR.

consolidated basis has the meaning in article 4(1)(48) of the UK CRR. means on the

basis of the consolidated situation.

consolidated has the meaning in article 4(1)(47) of the UK CRR. the situation
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 formed, together with all the
investment firms, financial institutions, ancillary services
undertakings and tied agents in the investment firm group, a single
MIFIDPRU investment firm.

For the purpose of this definition, the terms investment firm,
financial institution, ancillary services undertaking and tied agent
shall also apply to undertakings established in other countries,
which, were they established in the UK, would fulfil the
definitions of those terms.

control 1) (except in -ane2A) (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
similar relationship between a natural or legal person and
an undertaking.

3) (except in 2-and2A) (2), (2A) and (2B)) ...

4) (except in 2)-ard2A) (2), (2A) and (2B)) ...

21 The FCA will consult on any remaining content of MIFIDPRU 4 and 9 and on the content
of MIFIDPRU 8 in a subsequent consultation.
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5) (except in 2)-anrd2A) (2), (2A) and (2B)) ...

convertible (for the purposes of B{PRU-anrd-H=PRU 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 (forthepurpese-of BIRPRU-13.5(CCRstandardised-method))-the
I I 4 rolio of ) e 1l .

a A N ala AHNiarn L o' alla¥a a A m
A" v v AL A, v v

are-used-in-computing-current-marketvalue- 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:

(€8] 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.

financial holding afinanciakinstitition-that fulfis-the-following-conditions:

company
{exeeptin{2)) has the meaning in article 4(1)(20) of the
UK CRR.

® I_ FI_.I'I' tortakings |

financial institution
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(5) (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, or any other
undertaking the principal activity of which is to
acquire holdings or to pursue one or more of the
Annex 1 activities; and

(b) it is not one of the following:

(i) a UK credit institution;

(i) a MIFIDPRU investment firm;

(iii)  apure industrial holding company; or

(iv)  an insurance holding company or mixed-
activity insurance holding company, as
defined in the PRA Rulebook.

1) {exeeptinIRRU(INV)-and-for-the-purpoeses-of GENPRU
(except GENPRU 3 and BIPRU (except BIPRU 12}) the
” el ; loulated i
fixed-overheadsreguirement). [deleted]

(2) (in IPRU(INV)) the part of the own funds requirement
calculated in accordance with IPRU(INV) 11.3.3R (Fixed
overheads requirement).

3) (in MIFIDPRU) the part of the own funds requirement
calculated in accordance with MIFIDPRU [4.5].

s L itin-asticle 4.1(30) of 4 |

(in MIFIDPRU 5) has the meaning in MIFIDPRU 5.1.12R to
5.1.16R.

@) : : . :
.("' the-case-ot 2 B.” RE I““'). sapital FesoHrees theluded
A-stage- :(SG_IE Herone eap_ltal) ok e sapital resources
tabl_e pllus sapital |e|se| ulEees |||elu|ded H stagel B. ofthe
preference-shares)- [deleted]

(5) [deleted]
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(6) . .
(for-the PUFPOSES of tlle_deluutlen of-dealing-on OWh
aﬁ GIGI.GH“E H II B. H EI ;}g A Ifdf ';” tlne. ealse of-an H“de: tallamgll_let
accordancewHh-(3and-paragraphs (3)-and-(dy-ob-the

definition-of capital-resources. [deleted]

() (in IPRU(INV) 13) the initial capital of a firm calculated
in accordance with IPRU(INV) 13.1A.6R.

(8) HoranHFPRU-nvestmentfirm)-the-amount-of-own-funds
. .
|elle|||ee| tel ha tlelel 26(1)@)' to-{e}ot-the E:; CRR-and
Regulations (Own funds).
Note:article 28(1H)-of CRB] [deleted]

) . )
(forthe PUFPeSe of-the-definition-of-dealing-on-own .
aee.eunt i-IFPRU)-the-amount of-own-funds |elened_ to-#h
af tlelel%(l)(a)_ lte (e)y-ofthe Qﬁ llé cl !Izandl ea_leulagteel i
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) has the meaning in article 4(1)(3) of the UK CRR.

(2) (for the purposes of GENRPRU-ard-BIPRY MIFIDPRU)
ircludes-a-CAD-investmentfirm a UK credit institution or
a designated investment firm.

long settlement a transaction where a counterparty undertakes to deliver a security,

transaction a commodity, or a foreign currency amount against cash, other
CRbB financial instruments, or commodities, or vice versa, at a
settlement or delivery date thatis-contractuathy-specified-asmore
than-the-lower-of specified by contract that is later than the market
standard for this particular type of transaction ané or five business
days after the date on which the person enters into the transaction,
whichever is earlier.

Definitions)]
margin lending for-thepurpose-of BIRRU-13(The-caleulation-of counterparty risk
transaction exposure values for financial derivatives, securities financing

Page 184 of 235



FCA 2021/XX

[EHGEE. Part 1; ]9' AnnexHot-the Banking-Consolidation-Directive

has the meaning in point (10) of article 3 of the SFTR.

mixed-activity (6] (in IFPRU 11, SUP 16 and SYSC 12) has the meaning
holding company given to the definition of “mixed activity holding
company” in article 4(1)(22) of the UK CRR-;

2) (in MIFIDPRU) a parent undertaking that meets 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.

netting set

(in MIFIDPRU) a group of transactions with a single counterparty

that meet the conditions in MIFIDPRU 14.14.28R.

own funds Q) r-GENPRU(except GENPRU-3{Cross-sector-groups)
‘?“d |B“ |g|g (e;_sleepl E.B” I_:QI 2 (I:'qu'd'? SI lsanelallel_s)) OWh

Consolidation-Directive: [deleted]
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T . hat .
[deleted]

(5) (except in (1) to (4)) has the meaning in article-4(1)}(118)
ofthe-CRR MIFIDPRU 3.2.1R.

own funds @ (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

3) (for the purposes of GENPRU 3, BIPRU 12,-H=RPRU;
SYSC 19A (IFPRU 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]
4) (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):

(i) anundertaking referred to in (a); and

(ii) an undertaking that is deemed to be a parent
undertaking in accordance with MIFIDPRU
24.

participation & forthe prrpesesof GENPRU {except GENPRU 3} -and
for-thepurposesof BIPRU-{except BIRRU-12)-as-they
apply on a consolidated basis):

@ bedefined i
to:

Page 186 of 235


https://www.handbook.fca.org.uk/handbook/glossary/G1509.html?date=2019-05-29
https://www.handbook.fca.org.uk/handbook/SYSC/19A/#D1

FCA 2021/XX

) (otherwise) the o hin of

subsidiary-undertaking: [deleted]

(2 {exeeptin{d) has the meaning in article 4(1)(35) of the
UK CRR.

repurchase
transaction

Page 187 of 235


https://www.handbook.fca.org.uk/handbook/glossary/G1225.html
https://www.handbook.fca.org.uk/handbook/glossary/G184.html
https://www.handbook.fca.org.uk/handbook/glossary/G184.html
https://www.handbook.fca.org.uk/handbook/glossary/G284.html
https://www.handbook.fca.org.uk/handbook/glossary/G284.html
https://www.handbook.fca.org.uk/handbook/glossary/G954.html
https://www.handbook.fca.org.uk/handbook/glossary/G184.html
https://www.handbook.fca.org.uk/handbook/glossary/G1225.html
https://www.handbook.fca.org.uk/handbook/glossary/G184.html
https://www.handbook.fca.org.uk/handbook/glossary/G184.html
https://www.handbook.fca.org.uk/handbook/glossary/G2254.html
https://www.handbook.fca.org.uk/handbook/glossary/G1225.html
https://www.handbook.fca.org.uk/handbook/glossary/G184.html
https://www.handbook.fca.org.uk/handbook/glossary/G2261.html
https://www.handbook.fca.org.uk/handbook/glossary/G2261.html
https://www.handbook.fca.org.uk/handbook/glossary/G1225.html

securities or
commodities lending
or borrowing
transaction

securities financing
transaction

subsidiary

tier 2 capital
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ot : N
tNote: article 3(Ljtm) of-the Capial Adequacy Directive-and
15 V EIFG.|E. _I(ssz)]el the-Banking-Consokidation-Directive

has the meaning in article 3(9) of the SFTR.

a transaction that falls within the definition in article 3(7) of the

SFTR.

(AB)  (in CASS and MIFIDPRU) a securities financing
transaction as defined in article 3(11) of the SFTR.

(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) Hortheprrpose-of-HFRPRUS-has-the-meaning-in-article
4{H{16)-of the UK-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) (in MIFIDPRU) as defined in article 71 of the UK CRR,
as applied and modified by the requirements in
MIFIDPRU 3.5.

Page 188 of 235


https://www.handbook.fca.org.uk/handbook/glossary/G136.html
https://www.handbook.fca.org.uk/handbook/glossary/G4570s.html

FCA 2021/XX

2) (except in MIFIDPRU) as defined in article 71 of the UK
CRR.

trading book 1) [deleted]
() {i-BIPRU-and-GENPRU-nrelation-to-a BIPRU-firm)-has

(3)

|

[deleted]
4) : in-relat . -
[deleted] |
(5) (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 in order to hedge positions held with trading
intent.

UK CRR (€8] 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.

2 (in MIFIDPRU TP 2) has the meaning in MIFIDPRU TP
2.5R.
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Delete the following definitions. The text is not shown struck through.

deal on own 1) (for the purposes of GENPRU and BIPRU) has the

account? 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 (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 IFPRU 1.1.12R(2)
and IFPRU 1.1.12R(3).

own funds

. as defined in article 92 (Own funds requirements) of the UK CRR.
requirements

22 Editor’s note: There are currently two separate definitions in the Handbook Glossary. One
is defined as “deal on own account” and is used for the purposes of referring to the
“matched principal” prudential treatment in BIPRU 1.1.23R and IFPRU 1.1.12R. This
definition will no longer be necessary under IFPR and is being deleted in this draft
instrument. The separate definition of “dealing on own account” refers to the general MiFID
activity of trading against proprietary capital resulting in the conclusion of transactions in
one or more financial instruments. That definition is being retained. References in the draft
rules in this instrument to “deal(s) on own account” should therefore be read as references
to carrying on that general MiFID activity, in accordance with the guidance on related
expressions in GEN 2.2.7R(2) and GEN 2.2.8G.
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In this Annex, underlining indicates new text and striking through indicates deleted text,
unless otherwise stated.

16

16.1

16.1.3

16.3

Reporting requirements

Application

R Application of different sections of SUP 16 (excluding SUP 16.13,
SUP 16.15, SUP 16.16, SUP 16.17, SUP 16.22 and SUP 16.26)

(1) Section(s) (2) Categories of firm to which (3) Applicable
section applies rules and
guidance
SUP 16.18 A full-scope UK AIFM and a small SUP 16.8.3R

authorised UK AIFM

SUP 16.20

Ar-HPRU-730kfirm A firm to which
MIFIDPRU 4.4.1R applies and a
qualifying parent undertaking that is
required to send a recovery plan, a
group recovery plan or information for
a resolution plan to the FCA

Entire Section

General provisions on reporting

Service of Notices Regulations

Page 191 of 235



FCA 2021/XX

16.3.22 G  The Financial Services and Markets Act 2000 (Service of Notices)
Regulations 2001 (SI 2001/1420) contain provisions relating to the
service of documents on the FCA. They do not apply to reports
required under SUP 16, because of the specific rules in this section.

16.3.26 G  Examples of reports covering a group are:

(1) the compliance reports required from banks under SUP
16.6.4R;

(2) annual controllers reports required under SUP 16.4.5R;

(3) annual close links reports required under SUP 16.5.4R

(4) consolidated financial reports required from banks under SUP
16.12.5R;

(5) consolidated reporting statements required from securities and
futures firms under SUP 16.12.11R;.

® ine in relati ofinec liauidi I
16-12:

16.7A Annual report and accounts

Requirement to submit annual report and accounts

16.7A.3 R Afirmin the RAG in column (1) and which is a type of firm in column
(2) must submit its annual report and accounts to the FCA annually
on a single entity basis.
O @
RAG | Firm type
1 UK bank
Dormant account operator
A non-UK bank
2.2 | The Society
3 H-PRU-nvestmentfirms MIFIDPRU investment firms
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BIPRU-firms
; bi 1N G
All other firms subject to the following chapters in IPRU(INV):

1) Chapter 3
(2 Chapter 5
3) Chapter 9

4 HEPRU-nvestment-firms MIFIDPRU investment firms

BIPRU-firms
S ADfi bi 1) -Cl

Collective portfolio management firm

All other firms subject to the following chapters in IPRU(INV):

1) Chapter 3

2 Chapter 5

3) Chapter 9

5)4) Chapter 12
5 All firms

6 All firms other than firms subject to IPRU (INV) Chapter 13 that-are
not exempt CAD firms

7 HEPRU-nvestment-firms MIFIDPRU investment firms

BIHPRU-firms
. bi 1) -Gl

8 All firms other than firms subject to IPRU (INV) Chapter 13 that-are
not exempt CAD firms

Requirement to submit annual report and accounts for mixed activity holding
companies
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16.7A.5 R Afirmin the RAG group in column (1), which is a type of firm in
column (2) and whose ultimate parent is a mixed activity holding
company must:

(1)  submit the annual report and accounts of the mixed activity
holding company to the FCA annually; and

(2) notify the FCA that it is covered by this reporting requirement by
email using the email address specified in SUP 16.3.10G(3), by
its accounting reference date.

O 1@
RAG | Firm type

1 UK bank

3 HFPRU-nvestmentfirm MIFIDPRU
investment firm

BIPRUHfirm

4 HFPRU-investmentfirm MIFIDPRU
investment firm

BIPRU-firm

7 HFPRU-nvestmentfirm MIFIDPRU
investment firm

BIPRUfirm

Time period for firms submitting annual report and accounts for mixed
activity holding companies

16.7A.9 R Firms must submit the annual report and accounts of a mixed activity
holding company in accordance with SUP 16.7A.5R within 7 months of
their accounting reference date.

16.12 Integrated Regulatory Reporting
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16.123-A G &

16.12.3-B

16.12.3B

16.12.4

FCA 2021/XX

Purpose

G (1) Principle 4 requires firms to maintain adequate financial
resources. The-lnterim-Prudential-sourcebooksBIPRU:
GENPRU-and+H-RPRU The prudential sourcebooks, which are
contained in the Prudential Standards block in the Handbook, set

out the FFCA’s detailed capital adequacy requirements. By
submitting regular data, firms enable the FCA to monitor their
compliance with Principle 4 and their prudential requirements.

G lati : ; " I o

italicised-expression: [deleted]

G  Firms’ attention is drawn to SUP 16.3.25G regarding a single
submission for all firms in the group.

R  Table of applicable rHes rules containing data items, frequency and
submission periods

1) ) ©) (4)
RAG | Regulated Activities Provisions containing:
number
applicable reporting due date
data items frequency /
period
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RAG 1

accepting
deposits

meeting of
repayment
claims

managing
dormant
account funds
(including the
investment of
such funds)

RAG 1 firms should complete their
prudential reporting requirements as set out
in the PRA Rulebook.

RAG 3

dealing in
investment as
principal

dealing in
investments as
agent

advising on
investments
(except P2P
agreements)
(excluding retail
investment
activities)

arranging
(bringing about)
deals in
investments
(excluding retail
investment
activities)

advising on P2P
agreements
(when carried on
exclusively with
or for
professional
clients)

SUP 16.12.10R
SUP 16.12.11R

and-FSA002on
consolidated
basisfor
EINREP-firms

SUP
16.12.10R

SUP
16.12.12R

SUP
16.12.10R

SUP
16.12.13R

RAG 4

managing
investments

establishing,

SUP 16.12.14R
SUP
16.12.15R;

SUP
16.12.14R

SUP
16.12.14R
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operating or
winding up a
collective
investment
scheme

establishing,
operating or
winding up a
stakeholder
pension scheme

establishing,
operating or
winding up a
personal pension
scheme

managing an AlIF

managing a UK
UCITS

operating an
electronic system
in relation to
lending (FCA-
authorised
persons only)

SUP
16.12.16R

SUP
16.12.17R

RAG 7

retail investment
activities

advising on P2P
agreements
(except when
carried on
exclusively with
or for
professional
clients)

advising on
pensions
transfers & opt-
outs

arranging
(bringing about
deals) in retail

SUP
16.12.22AR

SUP
16.12.23AR

SUP
16.12.24AR
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16.12.4C

16.12.9
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investments
RAG8 |e making SUP SUP SUP

arrangements 16.12.25AR o | 16.12.26R | 16.12.2/R
with a view to SUP
transactions in 16-12.25CR for
investments UK-designated

e operating a .f :
multilateral FSAGOL and
trading facility ESAQG2

e operating an consolidated
organised bastsfor
trading facility FINREP-firms

liauidi .

G

lated " ) Guid osi I
iguidi i 12). [deleted]

Investment firm group reporting

G

Investment firm groups are reminded that MIFIDPRU 9 contains
reporting requirements for:

(1) UK parent entities of investment firm groups that are subject to
consolidation under MIFIDPRU 2.5; and

(2) parent undertakings that are subject to the group capital test.

Those reporting requirements apply irrespective of whether the UK
parent entity or parent undertaking is an authorised person.

latod Activi
Regulated Activity Group 2.2

R

The applicable data items referred to in SUP 16.12.4R are set out
according to type of firm in the table below.

The applicable reporting frequencies for submission of data items and
periods referred to in SUP 16.12.4R are set out in the table below and
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are calculated from a firm s accounting reference date, unless indicated
otherwise.

The applicable due dates for submission referred to in SUP 16.12.4R
are set out in the table below. The due dates are the last day of the
periods given in the table below following the relevant reporting
frequency period.

Member’s adviser

the Society (note 1)

Description | Frequency | Submission | Description | Frequency | Submission

of data deadline of data deadline

item item

Balance Sheet

FSA001 Quarterly | (note 14)

(rotes15; | or half

note 20) or | yearly

Large Exposures

FSA008 Quarterly | 20 business

(Netes note days (note

20:-21) 19)

Note 1 The Society must prepare its reports in the format specified in
IPRU(INS) Appendix 9.11, unless Note 2 applies.

Note 14

All UK consolidation group reports report half yearly on 45
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business days submission. All other firms report monthly on 20
business days submission.
Note 15 Fhis-data-item-enly-apphes-to BIPRU-firms. [deleted]
Note 21 This will not be applicable to BIPRU firms. [deleted]
16.12.9A G A member’s adviser that is also an-H=-RRU-investmentfirm a

MIFIDPRU investment firm will also fall under one of the higher
number RAGs that apply to HFPRU-nvestmentfirms MIFIDPRU
investment firms. That means it will have to report data items in
addition to those that it has to supply under RAG 2.2.

Regulated Activity Group 3

16.12.11 R The applicable data items referred to in SUP 16.12.4R are set out

according to firm type in the table below:

[Editor’s note: The existing table in SUP 16.12.11R is deleted in its entirety. The deleted text
is not shown. The following table is inserted to replace the deleted text.]

Description of Firms’ prudential category and applicable data items (note 1)
data item
MIFIDPRU Firms other than MIFIDPRU investment firms
investment firms
IPRU(INV) | IPRU(INV) | IPRU(INV) | IPRU(INV)
Chapter 3 | Chapter5 | Chapter 9 | Chapter 13
Solvency No standard No No
statement format (note 4) standard standard
format format
(note 6) (note 4)
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Balance sheet FSA029 FSA029 FSA029 FSA029 Section A

(note 2) (note 5) RMAR
Income FSA030 FSAO030 FSA030 FSAO030 Section B
statement (note 2) (note 5) RMAR
Capital MIF001 FSA033 FSA034 or | FSA031 Section D1
adequacy (notes 2 and 3) (note 5) FSAO035 or RMAR

FINO71
(note 7)

[Pillar 2 [Editor’s note:
questionnaire] The FCA will

consult on the

form of Pillar 2

reporting in a

subsequent CP]
Threshold Section F
conditions RMAR
Client money FSA039 FSA039 FSA039 FSA039 Section C
and client assets RMAR
CFTC FSA040 (note 8) | FSA040 FSA040 FSA040 FSA040

(note 8) (note 8) (note 8) (note 8)

[Securitisations]

[Editor’s note:
The FCA will
consult on
potential
securitisation
reporting
requirements in a
subsequent CP]

Liquidity

MIF002
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(notes 2, 3 and
10)

Metrics MIF003
reporting (notes 2 and 3)
Concentration MIF004

%}M (notes 2, 3 and

con) 1)

Concentration MIF005

risk (K-CON notes 2, 3 and
11)

Group capital MIF006

test (notes 3 and 12)

Liquidity MLA-M (note 9) | MLA-M MLA-M MLA-M MLA-M

Questionnaire (note 9) (note 9) (note 9) (note 9)

Note 1 All firms (except MIFIDPRU investment firms in relation to items
reported under MIFIDPRU 9) must, when submitting the completed
data item required, use the format of the data item set out in SUP 16
Annex 24R. Guidance notes for completion of the data items are
contained in SUP 16 Annex 25G.

Note 2 A UK parent entity of an investment firm group to which consolidation
applies under MIFIDPRU 2.5 must also submit this report on the basis
of the consolidated situation.

Note 3 Data items MIFO01 — MIF006 must be reported in accordance with the
rules in MIFIDPRU 9.

Note 4 Only applicable to a firm that is a sole trader or partnership. Where the

firm is a partnership, this report must be submitted by each partner.
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Note 5

Except if the firm is an adviser (as referred to in IPRU(INV) 3-60(4)R).

Note 6

Only required in the case of an adviser (as referred to in IPRU(INV) 3-
60(4)R) that is a sole trader.

Note 7

FSA034 must be completed by a firm not subject to the exemption in
IPRU(INV) 5.4.2R, unless it is a firm whose permitted business includes
establishing, operating or winding up a personal pension scheme, in
which case FINO71 must be completed.

FSA035 must be completed by a firm subject to the exemption in
IPRU(INV) 5.4.2R.

Note 8

Only applicable to firms granted a Part 30 exemption order and
operating an arrangement to cover forward profits on the London Metals

Exchange.

Note 9

Only applicable to RAG 3 firms carrying on home financing or home
finance administration connected to requlated mortgage contracts,
unless as at 26 April 2014 the firm’s Part 4A permission was and
remains subject to a restriction preventing it from undertaking new home
financing or home finance administration connected to requlated
mortgage contracts.

Note 10

Does not apply to an SNI MIFIDPRU investment firm which has been
granted an exemption from the liquidity requirements in MIFIDPRU [6].

Note 11

Only applicable to a non-SNI MIFIDPRU investment firm.

Note 12

Only applicable to a parent undertaking to which the group capital test
applies.
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16.12.12 R

The applicable reporting frequencies for data items referred to in SUP
16.12.4R are set out in the table below according to firm type.
Reporting frequencies are calculated from a firm s accounting reference
date, unless indicated otherwise.

[Editor’s note: The existing table in SUP 16.12.12R is deleted in its entirety. The deleted text
is not shown. The following table is inserted to replace the deleted text.]

Data item Non-SNI SNI MIFIDPRU | Investment firm | Firm other than
MIFIDPRU investment firm rou a MIFIDPRU
investment firm investment firm
Solvency Annually Annually Annually
statement
FSA029 Quarterly Quarterly Quarterly Quarterly
FSA030 Quarterly Quarterly Quarterly Quarterly
FSA031 Quarterly
FSA033 Quarterly
FSA034 Quarterly
Quarterly
FSA035
FSA039 Half yearly Half yearly Half yearly

Page 204 of 235




FCA 2021/XX

FSA040 Quarterly Quarterly Quarterly
FINO71 Quarterly
MIF001 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
MIF002 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
MIF003 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
MIF004 Quarterly Quarterly
(note 3) (note 3)
MIF005 Quarterly Quarterly
(note 3) (note 3)
MIF006 Quarterly Quarterly
(note 3) (note 3)
Section A Half yearly
RMAR (note 1)
Quarterly
(note 2)
Section B Half yearly
RMAR (note 1)
Quarterly
(note 2)
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Section C Half yearly
RMAR (note 1)
Quarterly
(note 2)
Section D1 Half yearly
RMAR (note 1)
Quarterly
(note 2)

Section F Half yearly

RMAR

MLA-M Quarterly Quarterly Quarterly Quarterly

Note 1 Annual requlated business revenue up to and including £5 million.

Note 2 Annual requlated business revenue over £5 million.

Note 3 Reporting frequencies and reporting periods for this data item are
calculated on a calendar year basis and not by reference to the firm'’s
accounting reference date. The relevant quarters end on the last business
day of March, June, September and December.

16.12.13 The applicable due dates for submission referred to in SUP 16.12.4R

are set out in the table below. The due dates are the last day of the
periods given in the table below following the relevant reporting
frequency period set out in SUP 16.12.12R, unless indicated otherwise.

[Editor’s note: The existing table in SUP 16.12.13R is deleted in its entirety. The deleted text

is not shown. The following table is inserted to replace the deleted text.]
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Data item

Quarterly

Half yearly

Annual

Solvency statement

3 months

FSA029

20 business days

(note 1)

30 business days

(note 2)

FSAO030

20 business days

(note 1)

30 business days

(note 2)

FSA031

20 business days

FSAO033

20 business days

FSA034

20 business days

FSAO035

20 business days

FSA039

30 business days

FSA040

15 business days

FINO71

20 business days

MIF001

20 business days

(note 1)

30 business days

(note 2)

MIF002

20 business days

(note 1)

30 business days

(note 2)

MIF003

20 business days
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(note 1)

30 business days

(note 2)

MIF004

20 business days

(note 1)

30 business days

(note 2)

MIF005

20 business days

(note 1)

30 business days

(note 2)

MIF006

20 business days

Section A RMAR

30 business days

30 business days

Section B RMAR

30 business days

30 business days

Section C RMAR

30 business days

30 business days

Section D1 RMAR

30 business days

30 business days

Section F RMAR

30 business days

MLA-M 20 business days
Note 1 For reports relating to the position of an individual firm.
Note 2 For reports relating to the consolidated situation of an investment

firm group.

Regulated Activity Group 4
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The applicable data items referred to in SUP 16.12.4R are set out

according to firm type in the table below:

[Editor’s note: The existing table in SUP 16.12.15R is deleted in its entirety. The deleted text

is not shown. The following table is inserted to replace the deleted text.]

Description of

Firms’ prudential category and applicable data items (note 1)

data item
MIFIDPRU Firms other than MIFIDPRU investment firms
investment
firms
IPRU( | IPRU(I | IPRU( | IPRU( | IPRU(I | IPRU(
NV) NV) NV) NV) NV) NV)
Chapter | Chapter | Chapter | Chapter | Chapter | Chapter
3 5 g 11 12 13
(collecti
ve
portfoli
(0]
manage
ment
firms
only)
Solvency No No No
statement standard standard standard
(note 2) format format format
Balance sheet FSA029 | FSA029 | FSA029 | FSA029 | FSA029 | FSA029 | Section
A
Income FSA030 | FSA030 | FSA030 | FSA030 | FSA030 | FSA030 | Section
statement B
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Capital MIF001 | FSA033 | FSA034 | FSA031 | FIN0O66 | FINO69 | Section
adequacy or D1
g%i?’ FSA035 RMAR
or
FINO71
(note 5)
[Pillar 2 [Editor’
questionnaire] s note:
The
FCA
will
consult
on the
form of
Pillar 2
reportin
gina
subsequ
ent CP]
Threshold Section
conditions F
RMAR
Volumes and FSA038 | FSA038 | FSA038 | FSA038 FSA038
types of
business
Client money FSA039 | FSA039 | FSA039 | FSA039 | FSA039 | FSA039 | Section
and client assets C
RMAR
[Securitisations] | [Editor’
s note:
The
ECA
will
consult
on
potentia
I
securitis
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Liquidity
(notes
3,4 and
6)
Metrics MIF003
monitoring (notes 3
and 4

Concentration MIF004

—(7233)([\' non-K- (notes
CON) 3,4 and

7

Concentration MIF005
risk (K-CON) (notes

3,4 and

-

Group capital MIF006

test (notes 4
and 8
Information on FINQ70

P2P agreements

Note 1 All firms, except MIFIDPRU investment firms in relation to items
reported under MIFIDPRU 9, must, when submitting the completed data
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item required, use the format of the data item set out in SUP 16 Annex
24. Guidance notes for completion of the data items are contained in
SUP 16 Annex 25.

Note 2

Only applicable to a firm that is a sole trader or partnership. Where the
firm is a partnership, this report must be submitted by each partner.

Note 3

A UK parent entity of an investment firm group to which consolidation
applies under MIFIDPRU 2.5 must also submit this report on the basis
of the consolidated situation.

Note 4

Data items MIF001 — MIF006 must be reported in accordance with the
rules in MIFIDPRU 9.

Note 5

FSA034 must be completed by a firm not subject to the exemption in
IPRU(INV) 5.4.2R, unless it is a firm whose permitted business includes
establishing, operating or winding up a personal pension scheme, in
which case FINO71 must be completed.

FSA035 must be completed by a firm subject to the exemption in
IPRU(INV) 5.4.2R.

Note 6

Does not apply to an SNI MIFIDPRU investment firm which has been
granted an exemption from the liquidity requirements in MIFIDPRU [6].

Note 7

Only applicable to a non-SNI MIFIDPRU investment firm.

Note 8

Only applicable to a parent undertaking to which the group capital test
applies.

16.12.15A G

16.12.16

R

he col in the table | 10 hat deals witl .

BIPRU-firm{(pleasesee-notes25-and-30)- [deleted]

The applicable reporting frequencies for data items referred to in SUP
16.12.15R are set out in the table below according to firm type.
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Reporting frequencies are calculated from a firm ’s accounting reference
date, unless indicated otherwise.

[Editor’s note: The existing table in SUP 16.12.16R is deleted in its entirety. The deleted text
is not shown. The following table is inserted to replace the deleted text.]

Data item Non-SNI SNI MIFIDPRU | Investment firm Firm other
MIFIDPRU investment firm rou than a
investment firm MIFIDPRU
investment
firm
Solvency Annually Annually Annually
statement
FSA029 Quarterly Quarterly Quarterly Quarterly
FSA030 Quarterly Quarterly Quarterly Quarterly
FSAQ31 Quarterly
FSA033 Quarterly
FSAQ034 Quarterly
FSA035 Quarterly
FSA039 Half yearly Half yearly Half yearly
FINO71 Quarterly
MIF001 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
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MIF002 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
MIF003 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
MIF004 Quarterly Quarterly
(note 3) (note 3)
MIF005 Quarterly Quarterly
(note 3) (note 3)
MIF006 Quarterly Quarterly
(note 3) (note 3)
Section A Half yearly
RMAR (note 1)
Quarterly
(note 2)
Section B Half yearly
RMAR (note 1)
Quarterly
(note 2)
Section C Half yearly
RMAR (note 1)
Quarterly
(note 2)
Section D1 Half yearly
RMAR (note 1)
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Quarterly
(note 2)

Section F Half yearly
RMAR .(M
Quarterly
(note 2)

Note 1 Annual reqgulated business revenue up to and including £5 million.

Note 2 Annual requlated business revenue over £5 million.

Note 3 Reporting frequencies and reporting periods for this data item are
calculated on a calendar year basis and not by reference to the firm’s
accounting reference date. The relevant quarters end on the last business
day of March, June, September and December.

16.12.17 R The applicable due dates for submission referred to in SUP 16.12.4R
are set out in the table below. The due dates are the last day of the
periods given in the table below following the relevant reporting
frequency period set out in SUP 16.12.16R, unless indicated otherwise.

[Editor’s note: The existing table in SUP 16.12.17R is deleted in its entirety. The deleted text
is not shown. The following table is inserted to replace the deleted text.]

Data item Quarterly Half yearly Annual

Solvency statement 3 months

FSAQ029 20 business days
(note 1)

30 business days

(note 2)
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FSAO030

20 business days

FSA031

20 business days

FSAOQ33

20 business days

FSA034

20 business days

FSA035

20 business days

FSA039

30 business days

FINO71

20 business days

MIF001

20 business days

(note 1)

30 business days

(note 2)

MIF002

20 business days

(note 1)

30 business days

(note 2)

MIF003

20 business days

(note 1)

30 business days

(note 2)

MIF004

20 business days

(note 1)

30 business days

(note 2)

MIF005

20 business days

(note 1)

30 business days
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(note 2)
MIF006 20 business days
Section A RMAR 30 business days 30 business days
Section B RMAR 30 business days 30 business days
Section C RMAR 30 business days 30 business days
Section D1 RMAR 30 business days 30 business days

Section F RMAR

30 business days

MLA-M 20 business days
Note 1 For reports relating to the position of an individual firm.
Note 2 For reports relating to the consolidated situation of an investment
firm group.
Regulated Activity Group 6
16.12.19A R  The applicable data items referred to in SUP 16.12.4R are set out

according to type of firm in the table below:

Description of Firms’ prudential category and applicable data items (note 1)
data item
IPRU(INV) IPRU(INV) IPRU(INV) IPRU(INV)
Chapter 3 Chapter 5 Chapter 9 Chapter 13
Solvency No standard
statement format
(note 6)
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Balance sheet FSA029 FSA029 FSA029 FSAD29-of
Section A
RMAR {rete?)
Income FSA030 FSA030 FSA030 FSAO30 or
statement Section B
RMAR {rete-#)
Capital FSA033 FSA034 or FSA031 FSAB320r
adequacy FSA035 or Section D1
FINO71 or RMAR {rotes5
FINO72 (note 4) and 7)
Threshold Section F
conditions RMAR {Nete-#)
Client money FSA039 FSA039 FSA039 Section C
and assets RMAR {rote-7)
or FSA039
Pillar 2 FSAO019 (note

questionnaire

8)

Note 1 When submitting the completed data item required, a firm must use the
format of the data item set out in SUP 16 Annex 24. Guidance notes for
completion of the data items are contained in SUP 16 Annex 25.

Note 2 [deleted]

Note 3 [deleted]

Note 4 FSA034 must be completed by a firm not subject to the exemption in

IPRU(INV) 5.4.2R, unless it is a firm whose permitted business includes
establishing, operating or winding up a personal pension scheme, in
which case FINO71 must be completed.
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FSA035 must be completed by a firm subject to the exemption in
IPRU(INV) 5.4.2R, unless the firm is the depositary of a UCITS scheme
in which case, FINO72 must be completed.

Note 5 FSAD32 must be completed by a firm subject to IPRU(INV) Chapter 13
which-is-an-exempt- CAD-firm- [deleted]
Note 6 Only applicable to a firm that is a partnership, when the report must be

submitted by each partner.

Note 7 FSAD29FSADIOFSAL32 and-FSAO39-onby-apphyto-atirm-subtectto

Note 8 Only applicable to a firm that is the depositary of a UCITS scheme.

Regulated Activity Group 7

16.12.22A R  The applicable data items referred to in SUP 16.12.4R are set out
according to type of firm in the table below:

[Editor’s note: The existing table in SUP 16.12.22AR is deleted in its entirety. The deleted
text is not shown. The following table is inserted to replace the deleted text.]

Description of data Firms’ prudential category and applicable data item (note 1)
item
MIFIDPRU Firms subject to Firms that are also
investment firms IPRU(INV) in one or more of
RAGs 2 to 6 and
L not subject to
IPRU(INV)
Chapter 13
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Solvency statement

No standard format

(note 2)

Balance sheet FSA029 Section A RMAR
(note 3)

Income statement FSA030 Section B RMAR
(note 3)

Capital adequacy MIF001 Section D1 RMAR
(notes 3 and 6) (note 9)

Liquidity

MIF002 (notes 3, 4
and 6)

Metrics monitoring MIF003
(notes 3 and 6)
Concentration risk MIF004

(non-K-CON)

(notes 3, 5 and 6)

Concentration risk

MIFO05

(K-CON)

(notes 3, 5 and 6)

Group capital test

MIF006

(notes 6 and 8)

[Pillar 2
questionnaire]

[Editor’s note: The
FCA will consult on
the form of Pillar 2
reporting in a
subsequent CP]
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[Securitisations]

[Editor’s note: The
FCA will consult on
the form of
securitisation
reporting in a
subsequent CP]

Professional
indemnity insurance

(note 15)

Section E RMAR

Section E RMAR

Section E RMAR

Threshold conditions

Section F RMAR

Training and
competence

Section G RMAR

Section G RMAR

Section G RMAR

COBS data

Section H RMAR

Section H RMAR

Section H RMAR

Client money and

Section C RMAR

Section C RMAR

client assets

Fees and levies

Section J RMAR

Section J RMAR

Adviser charges

Section K RMAR

Section K RMAR

Section K RMAR

(note 7)

(note 7)

(note 7)

Note 1

When submitting the completed data item required, a firm (except a

MIFIDPRU investment firm in relation to an item reported under

MIFIDPRU 9) must use the format of the data item set out in SUP

16 Annex 24R, or SUP 16 Annex 18AR in the case of the RMAR.

Guidance notes for completion of the data items are contained in

SUP 16 Annex 25, or SUP 16 Annex 18BG in the case of the

RMAR.

Note 2

Only applicable to a firm that is a sole trader or partnership. Where

the firm is a partnership, this report must be submitted by each

partner.
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Note 3 A UK parent entity of an investment firm group to which
consolidation applies under MIFIDPRU 2.5 must also submit this
report on the basis of the consolidated situation.

Note 4 Does not apply to an SNI MIFIDPRU investment firm which has
been granted an exemption from the liquidity requirements in
MIFIDPRU [6].

Note 5 Only applicable to a non-SNI MIFIDPRU investment firm.

Note 6 Data items MIF001 — MIF006 must be reported in accordance with

the rules in MIFIDPRU 9.

Note 7 This item only applies to firms that provide advice on retail
investment products and P2P agreements.

Note 8 Only applicable to a parent undertaking to which the group capital
test applies.
Note 9 Where a firm submits data items for both RAG 7 and RAG 9, the

firm must complete Section D1.

16.12.22B G Fhe-columninthetable-in SUP-16-12.22AR that deals-with- H-PRY

HASBIRPRU-firm(see-hotes-18-and-24)- [deleted]

16.12.23A R  The applicable reporting frequencies for data items referred to in SUP
16.12.22AR are set out in the table below. Reporting frequencies are
calculated from a firm's accounting reference date, unless indicated
otherwise.

[Editor’s note: The existing table in SUP 16.12.23AR is deleted in its entirety. The deleted
text is not shown. The following table is inserted to replace the deleted text.]
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Data item Frequency
Non-SNI SNI Investment Annual Annual
MIFIDPRU | MIFIDPRU | firm group requlated requlated
investment investment business business
firm firm revenue up revenue
to and over £5
including £5 million
million
Solvency Annually Annually
statement
FSA029 Quarterly Quarterly Quarterly
FSA030 Quarterly Quarterly Quarterly
MIF001 Quarterly Quarterly Quarterly
(note 1) (note 1) (note 1)
MIF002 Quarterly Quarterly Quarterly
(note 1) (note 1) (note 1)
MIF003 Quarterly Quarterly Quarterly
(note 1) (note 1) (note 1)
MIF004 Quarterly Quarterly
(note 1) (note 1)
MIF005 Quarterly Quarterly
(note 1) (note 1)
MIF006 Quarterly Quarterly
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(note 1) (note 1)
Section A Half yearly | Quarterly
RMAR
Section B Half yearly | Quarterly
RMAR
Section C Half yearly | Quarterly
RMAR
Section D1 Half yearly | Quarterly
RMAR
Section E Half yearly | Half yearly | Half yearly | Half yearly | Quarterly
RMAR
Section F Half yearly | Half yearly | Half yearly | Half yearly | Half yearly
RMAR
Section G Half yearly | Half yearly | Half yearly | Half yearly | Half yearly
RMAR
Section H Half yearly | Half yearly | Half yearly | Half yearly | Half yearly
RMAR
Section J Annually Annually Annually Annually Annually
RMAR
Section K Annually Annually Annually Annually Annually
RMAR
Note 1 Reporting frequencies and reporting periods for this data item are

calculated on a calendar year basis and not by reference to the firm'’s
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accounting reference date. The relevant quarters end on the last business
day of March, June, September and December.

16.12.24A R

The applicable due dates for submission referred to in SUP 16.12.4R
are set out in the table below. The due dates are the last day of the
periods given in the table below following the relevant reporting
frequency period set out in SUP 16.12.23AR, unless indicated
otherwise.

[Editor’s note: The existing table in SUP 16.12.24AR is deleted in its entirety. The deleted
text is not shown. The following table is inserted to replace the deleted text.]

Data item

Quarterly Half yearly Annual

Solvency statement 3 months

FSA029

20 business days

(note 1)

30 business days

(note 2)

FSA030

20 business days

(note 1)

30 business days

(note 2)

MIF001

20 business days

(note 1)

30 business days

(note 2)

MIF002

20 business days

(note 1)

30 business days

(note 2)

Page 225 of 235




FCA 2021/XX

MIFO003

20 business days

(note 1)

30 business days

(note 2)

MIF004

20 business days

(note 1)

30 business days

(note 2)

MIF005

20 business days

(note 1)

30 business days

(note 2)

MIF006

20 business days

Section A RMAR

30 business days

30 business days

Section B RMAR

30 business days

30 business days

Section C RMAR

30 business days

30 business days

Section D1 RMAR

30 business days

30 business days

Section E RMAR

30 business days

30 business days

Section F RMAR

30 business days

Section G RMAR

30 business days

Section H RMAR

30 business days

Section J RMAR

30 business days

Section K RMAR

30 business days

Note 1

For reports relating to the position of an individual firm.
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Note 2 For reports relating to the consolidated situation of an investment
firm group.
Regulated Activity Group 8
16.12.25A R  The applicable data items referred to in SUP 16.12.4R are set out

according to type of firm in the table below:

[Editor’s note: The existing table in SUP 16.12.25AR is deleted in its entirety. The deleted
text is not shown. The following table is inserted to replace the deleted text.]

Description of

Firms’ prudential category and applicable data items (note 1)

data item
MIFIDPRU Firms other than MIFIDPRU investment firms
investment firms
IPRU(INV) | IPRU(INV) | IPRU(INV) | IPRU(INV)
Chapter 3 | Chapter5 | Chapter 9 | Chapter 13
Solvency No standard
statement format
(note 2)
Balance sheet FSA029 FSA029 FSA029 FSA029 Section A
(note 3) RMAR
Income FSA030 FSAQ30 FSAQ030 FSA030 Section B
statement (note 3) RMAR
Capital MIF001 FSA033 FSA034 or | FSA031 Section D1
adequacy FSAO035 or RMAR
(notes 3 and 5) FINOTL —_—
(note 4)
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Liquidity MIF002
(notes 3 and 5)
Metrics MIF003
monitoring (notes 3 and 5)
Concentration MIF004

risk (non-K-
CON)

(notes 3, 5and 7)

Concentration

MIFO005

risk (K-CON (notes 3, 5 and 7)
Group capital MIF006

test (notes 5 and 6)
[Pillar 2 [Editor’s note:

questionnaire]

The FCA will
consult on the
form of Pillar 2
reporting in a
subsequent CP]

[Securitisations]

[Editor’s note:
The FCA will
consult on the
form of
securitisation
reporting in a

subsequent CP]
Threshold Section F
conditions RMAR
(note 17)
Client money FSA039 FSA039 FSA039 FSA039 Section C
and client assets RMAR
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(note 13)
or FSA039

Note 1

All firms (except MIFIDPRU investment firms in relation to items
reported under MIFIDPRU 9) when submitting the completed data item
required, must use the format of the data item set out in SUP 16 Annex
24. Guidance notes for completion of the data items are contained in
SUP 16 Annex 25.

Note 2

Only applicable to a firm that is a sole trader or partnership. Where the
firm is a partnership, this report must be submitted by each partner.

Note 3

A UK parent entity of an investment firm group to which consolidation
applies under MIFIDPRU 2.5 must also submit this report on the basis
of the consolidated situation.

Note 4

FSA034 must be completed by a firm not subject to the exemption in
IPRU(INV) 5.4.2R, unless it is a firm whose permitted business includes
establishing, operating or winding up a personal pension scheme, in
which case FINO71 must be completed.

FSA035 must be completed by a firm subject to the exemption in
IPRU(INV) 5.4.2R.

Note 5

Data items MIF001 — MIF006 must be reported in accordance with the
rules in MIFIDPRU 9.

Note 6

Only applicable to a parent undertaking to which the group capital test
applies.

Note 7

Only applicable to a non-SNI MIFIDPRU investment firm.
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G

R
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HASBIPRU-rm{see-notes23-and-28). [deleted]

The applicable reporting frequencies for data items referred to in SUP
16.12.25AR are set out according to the type of firm in the table below.
Reporting frequencies are calculated from a firm s accounting reference
date, unless indicated otherwise.

[Editor’s note: The existing table in SUP 16.12.26R is deleted in its entirety. The deleted text
is not shown. The following table is inserted to replace the deleted text.]

Data item Non-SNI SNI MIFIDPRU | Investment firm | Firm other than
MIFIDPRU investment firm rou a MIFIDPRU
investment firm investment firm

Solvency Annually Annually Annually
statement
ESA029 Quarterly Quarterly Quarterly Quarterly
ESA030 Quarterly Quarterly Quarterly Quarterly
FSA031 Quarterly
FSA033 Quarterly
FSA034 Quarterly
FSA035 Quarterly
FSA039 Half yearly Half yearly Half yearly
FINO71 Quarterly
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MIF001 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
MIF002 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
MIF003 Quarterly Quarterly Quarterly
(note 3) (note 3) (note 3)
MIF004 Quarterly Quarterly
(note 3) (note 3)
MIF005 Quarterly Quarterly
(note 3) (note 3)
MIF006 Quarterly Quarterly
Section A Half yearly
RMAR (note 1)
Quarterly
(note 2)
Section B Half yearly
RMAR (note 1)
Quarterly
(note 2)
Section C Half yearly
RMAR (note 1)
Quarterly
(note 2)
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Section D1 Half yearly

RMAR (note 1)
Quarterly
(note 2)

Section F Half yearly

RMAR

Note 1 Annual reqgulated business revenue up to and including £5 million.

Note 2 Annual regulated business revenue over £5 million.

Note 3 Reporting frequencies and reporting periods for this data item are
calculated on a calendar year basis and not by reference to the firm’s
accounting reference date. The relevant quarters end on the last business
day of March, June, September and December.

16.12.27 R The applicable due dates for submission referred to in SUP 16.12.4R

are set out in the table below. The due dates are the last day of the
periods given in the table below following the relevant reporting
frequency period set out in SUP 16.12.26R, unless indicated otherwise.

[Editor’s note: The existing table in SUP 16.12.27R is deleted in its entirety. The deleted text
is not shown. The following table is inserted to replace the deleted text.]

Data item

Quarterly Half yearly Annual

Solvency statement

3 months

FSA029

20 business days

(note 1)

30 business days

(note 2)
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FSAO030

20 business days

(note 1)

30 business days

(note 2)

FSA031

20 business days

FSAOQ33

20 business days

FSA034

20 business days

FSA035

20 business days

FSA039

30 business days

FINO71

20 business days

MIF001

20 business days

(note 1)

30 business days

(note 2)

MIF002

20 business days

(note 1)

30 business days

(note 2)

MIF003

20 business days

(note 1)

30 business days

(note 2)

MIF004

20 business days

(note 1)

30 business days

(note 2)
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MIF005

20 business days

(note 1)

30 business days

(note 2)

MIF006

20 business days

Section A RMAR

30 business days

30 business days

Section B RMAR

30 business days

30 business days

Section C RMAR

30 business days

30 business days

Section D1 RMAR

30 business days

30 business days

Section F RMAR

30 business days

30 business days

Note 1 For reports relating to the position of an individual firm.
Note 2 For reports relating to the consolidated situation of an investment
firm group.
Regulated Activity Group 9
16.12.28A R  The applicable data items, reporting frequencies and submission

deadlines referred to in SUP 16.12.4R are set out in the table below.
Reporting frequencies are calculated from a firm s accounting reference
date, unless indicated otherwise. The due dates are the last day of the
periods given in the table below following the relevant reporting
frequency period.
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Description of Data Frequency Submission
data item item deadline
(note 1)
Annual regulated Annual regulated
business revenue up | business revenue
to and including £5 over £5 million
million
Professional Section | Half yearly Quarterly 30 business days
indemnity E
insurance RMAR
(note 2)
Note 1
Note 2 This item only applies to firms that may be subject to an FCA

requirement to hold professional indemnity insurance and are not exempt
CAD-firms MIFIDPRU investment firms.
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