CFA INSTITUTE NEWSLETTER FOR EU REGULATORY AUDIENCES

SUMMER 2011 I )| g

INSTITUTE

REGULATORY
UPDATE

Page 2

Capital Markets Briefing
MiFID roundtable
event — Brussels

Page 3

Capital Markets
CFA Institute members
concerned with mis-selling

Page 4

Capital Markets

CFA Institute poll on
proposed EU financial
sector taxations

Page 5

Financial Reporting
Investors require a more
informative auditor report

Page 6

Financial Reporting
Convergence - significant
risk of a damp squib

Page 7

Guest Article
Judith Hardt, FESE

Page 8

CFA Institute Update
CFA Institute 64th
Annual Conference

CFA Institute is the global
association of investment
professionals that awards the
CFA and CIPM designations,
publishes research, conducts
professional development
programs and sets ethics-
based professional standards
for the investment industry.
CFA Institute has more than
105,000 members, who
include the world’s 94,200
CFA charterholders in 135
countries and territories.

More information may be
found at www.cfainstitute.org.




CAPITAL MARKETS
I{START (BACKWARD FORWARD?» END)I

MIFID ROUNDTABLE EVENT - BRUSSELS

In March, CFA Institute held a joint roundtable event with the research report on the structure, regulation, and transparency
Federation of European Securities Exchanges in Brussels on of equity markets under MiFID, and from Prof. Peter Gomber
the Markets in Financial Instruments Directive (MiFID), titled of Goethe University Frankfurt, who spoke on over-the-counter
“Looking at MiFID from an Investor’s Perspective: What Can (OTC) equity trading. A lively panel of senior buy-side investors
We Improve?” The event attracted a range of attendees from and Paulina Dejmek from Commissioner Barnier's cabinet
exchange representatives to EU policymakers and featured discussed the benefits and costs of dark pools, MiFID’s impact
presentations from Rhodri Preece, CFA, director of capital on retail investors and the implications of MiFID for the
markets policy at CFA Institute, who spoke on the CFA Institute bond market.

- Rhodri Preece, CFA,
(far left) presented
is recently published
eport, The Structure,
Regulation, and
- Transparency of
European Equity
Markets under
MIFID, at the MiFID
roundtable event.

TradeTech Conference Packaged Retall
In April, Rhodri Preece, CFA, participated in a panel | nvestmen‘t PrOd UC'tS

discussion on regulation of high-frequency trading (HFT) at
the TradeTech conference in London. This HFT-focused event (P R | PS)
attracted more than 100 attendees from the trading and
investment community and received coverage in the media.
Rhodri spoke on the proposals under the MiFID review to
regulate HFT, expressing the support CFA Institute has for
requiring HFT firms to be authorised. However, proposals
to restrict HFT activity, such as enforcing a minimum
resting period for orders or a cap on the ratio of orders to
transactions, would be likely to prove counterproductive.
CFA Institute also commented that circuit breakers—or
other mechanisms used to temporarily halt excessive price
movements—should be applied consistently across trading In a second step, more work is needed to define the
venues to provide investors with the same protections format and content of the Key Investor Information
wherever they trade. Document (KIID), a short document which CFA
Institute believes should be as standardised as
possible to allow retail investors to compare

Following the European Commission’s consultation
on Packaged Retail Investment Products (PRIPs),
which closed on 31 January 2011 and to which CFA
Institute responded, the Commission is now planning
to publish its proposal for a directive defining the
general framework for PRIPs, along with an impact
assessment, in July 2011.

CFA Finland — the returns, risks, and costs of various PRIPs.

: : Therefore, lessons need to be drawn from the
Event on EthICS and Regl‘”atlon recent Undertakings for Collective Investment in
In May, the CFA Society of Finland hosted an event in Helsinki Transferable Securities (UCITS) Directive, under
on post-crisis ethics and regulation in the financial industry, which a standardised Key Information Document
bringing together prominent members of the local investment (KID) was defined. However, CFA Institute foresees
community and local regulators and industry stakeholders. that the exercise will be more difficult for PRIPs
Rhodri Preece, CFA, delivered a presentation on EU regulation, because of the diversity of the financial instruments
covering the regulatory framework and current key policy being covered. Deliberation is likely to focus on
initiatives. llkka Harju, Director at Ministry of Finance, provided counterparty risk assessment, the presentation of the
comments on Ministry's perspective and Jarkko Syyrila, Deputy underlying structured product risks and the costs of
Director at EFAMA (European Fund and Asset Management these products. CFA Institute is planning to provide its
Association) and Kari Vatanen, CFA, Quantitative Strategist at expertise when these issues are tackled later this year.

Varma Pension, presented their views on regulation.
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In January 2011, CFA Institute

polled its global membership on

the key ethical issues facing capital
markets. More than 5,700 members
responded, including some 1,000
members in the Europe, Middle East
and Africa (EMEA) region. The poll
results are useful to CFA Institute in
confirming that our advocacy agenda
reflects the concerns of practitioners
in the marketplace and also in
illuminating the issues that are of
greatest concern, without shading by
any particular commercial interest,
for the benefit of policymakers.

CFA Institute members are a

diverse group of investment
professionals, including security
analysts, portfolio managers,
investment advisers, traders, and
investment firm managers.

The most notable ethical issue of
concern to EMEA respondents in their
home markets has to do with mis-selling
by financial advisers, with 31 percent of
EMEA member respondents indicating
that this is the single most serious
issue. Respondents in the Americas
also ranked mis-selling as the issue

of highest concern in home markets,
whereas those in Asia Pacific ranked it
as the second highest issue of concern,
after market fraud.

When asked to consider the most
serious ethical issue confronting global
markets, EMEA respondents again
identified mis-selling as the top concern.
Survey respondents globally did not
share this assessment, ranking the

use and disclosure of derivatives and
the honesty and integrity of financial
reporting as the key global issues.

Policymakers in Europe should draw
some comfort that their agenda tracks
with the concerns expressed by
professional investors in the survey.
Considerable attention has been
devoted in Europe to improving the
quality of disclosure to investors and
improving the suitability of products for
less sophisticated retail investors. For
example, the forthcoming introduction
on 1 July 2011 of the Key Investor
Information Document (KIID) under
UCITS IV takes an important step in the
direction of clear, relevant disclosure
to investors of the important details

of popular investment products.
Similarly, the European Commission’s
proposals to improve the quality of
pre-sale disclosure for Packaged Retall
Investment Products (PRIPs) raise the
likelihood that more uniform standards

for disclosure will be adopted across the
EU and across the spectrum of different
legal forms of investment products.
Regulation of sales practices remains
largely the province of the Markets in
Financial Instruments Directive (MiFID)
directive, and it is within that framework
that many of the thorny issues around
advisers' interaction with prospective
clients will be resolved.

When asked to consider the

most important regulatory or

industry action to improve market
integrity and trust in the coming

year, EMEA poll respondents

diverged somewhat from their global
counterparts, indicating that improved
regulation and oversight of global
systemic risk has the greatest potential.
Especially in the Americas, members
responded that improved enforcement
of existing regulations and laws offer
the best path to improved trust and
integrity in markets. Both improved
systemic risk oversight and stronger
enforcement efforts may imply greater
demands on stretched budgets, a
difficult proposition in the aftermath of
the global financial crisis.

EMEA survey respondents also
sounded a note of optimism, with
two-thirds indicating that the prospects
for global capital markets integrity will
be the same or better compared with
2010. This perspective squares with the
survey results from respondents in Asia
and the Americas as well.
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CFA INSTITUTE POLL ON
PROPOSED EU FINANCIAL
SECTOR TAXATIONS

Agnés Le Thiec, CFA

Director

Capital Markets Policy
CFA Institute, Brussels

In response to the recent European
Commission consultation on
financial sector taxation in the
European Union, CFA Institute

polled 722 members in the EU and
Switzerland. The poll found that
members are evenly split on whether
levying a new tax on the financial
sector is justifiable, with 48% of
respondents considering that it was
and 49% of respondents considering
that it was not. Respondents
suggested that if new taxations were
to be imposed on the financial sector,
the one considered to be the most
appropriate would be a bank levy
(31%), the next was a FAT (15%) and
least appropriate was a FTT (12%).

/22

members polled in the European
Union and Switzerland
|

However, findings suggest that the
costs will eventually be borne by the
end customer, and that to be effective
and avoid regulatory arbitrage, any tax
would have to be applied at least at G20
level. Many respondents, therefore,
seemed to believe that a preferable
way to avoid excessive risk taking

and prevent a future crisis might be to
raise capital requirements and change
compensation structures.

Other key findings from the poll include:

» The major contributors to the global
financial and economic crisis were
considered to be shortcomings from
public authorities (92 %), financial
institutions (89%), and to a lesser
extent financial markets (43%).

» The financial sectors/activities
considered to be most under-taxed
were investment banking (48%) and
alternative investment funds (38%),
while the majority of respondents
considered that investment/pension
funds, insurance, and traditional
banking (commercial and retail) were
appropriately taxed (55%, 54% and
61% respectively).

v

For the three types of taxes, a majority
of respondents considered that the
costs of an eventual tax would be
mainly borne by the end customer
(75% for the FTT, 60% for the FAT and
59% for the bank levy).

» While a large proportion of
respondents (45%) considered that
a FTT would not be effective at any
level, 44% answered that, should
a FTT be implemented, it would be
most effective if implemented at least
at G20 level.

A majority of the respondents (54 %)
considered that a FAT would be most
effective if applied at least at G20
level, while 29% considered that it
would not be effective at any level.

v

v

A majority of the respondents (59%)
considered that a bank levy would
be most effective if applied at least
at G20 level (11% at EU level), while
23% considered that it would not be
effective at any level.

According to our poll, the major contributors
to the global financial and economic crisis are:

PUBLIC AUTHORITY

FINANCIAL INSTITUTION

FINANCIAL MARKETS
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If new taxations were to be
imposed on the financial sector,
according to our poll, the most
appropriate would be:

31 BANK LEVY

%
12%

ACTIVITIES
TAX (FAT)

FINANCIAL
TRANSACTION
TAX (FTT)

The three types of financial taxes
being considered by the European
Commission:

a levy that would be asset
based or liability based.

a tax levied on the sum of
profits and wages—wages
being effectively disallowed as
a deduction to profits, which
means that the tax is by its
design labour neutral.

a tax on financial transactions
based on their transaction value,
regardless of the parties involved.
In its broadest form, it could be
applied to organised and over-
the-counter (OTC) trading of stock
(including units in investment/
pension funds), bonds, derivatives,
and currencies. In principle, it
would be applied each time the
asset is traded. A narrow-based
FTT would be limited to stocks
and bonds. Where possible, the
tax collection would be via the
trading system which executes
the transfer.
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INVESTORS REQUIRE
A MORE INFORMATIVE
AUDITOR REPORT

FINANCIAL REPORTING

Vincent Papa, CFA
Director

Financial Reporting
Policy

CFA Institute, Europe,

‘t\ Middle East and Africa

L

The extent to which auditors act

in the interests of investors has

yet again been brought into sharp
focus in the aftermath of the
2007-09 market crisis, just as it has
in market crises and accountancy-
related corporate scandals that
have occurred in the past. This new
focus has resulted in increased
attention from several regulatory
authorities on the adequacy of the
role of auditors, especially in light
of the significant expenditure by
corporations on audit fees and the
perceived failure of the audit process
to contribute to an early-warning
mechanism for investors. An
important part of this discussion is
the current form of the independent
auditor report.

As the only observable output of audit
effort, the auditor report contributes

to investor perception of the overall
utility of the audit process. There is

an underlying expectation that the
auditors should convey their unique
auditor insight regarding the state of
financial affairs of the reporting entity.
The auditor report is perceived to be an
integral part of the financial reporting
communication package for investors. In
fact, a March 2010 CFA Institute survey
showed that 72 percent of respondents
regard the auditor report as either very
important or important to their analyses.

Nevertheless, it would not be an
exaggeration to characterise the
existing version of the auditor report
as being caught in what resembles a
‘time warp': It has neither kept pace
with increasingly complex business

models nor sufficiently adjusted to

the need to provide unique auditor
insight in response to increasingly
subjective accounting standards, such
as the application of entity-specific fair
values and the application of significant
managerial judgment when recognising
revenues for multiple element contracts.
For the benefit of investors, there is a
both urgent and important need to ramp
up the information content beyond the
current pass/fail auditor report.

This perspective was conveyed by CFA
Institute during the International Forum
of Independent Audit Regulators (IFIAR)
Investor Working Group panel session
on the auditor report in Berlin on 12 April
2011. The session was organised by
Public Company Accounting Oversight
Board (PCAOB) board member Steve
Harris, with Vincent Papa, CFA,
representing CFA Institute. Other panel
speakers included Martin Baumann from
the PCAOB and Daniel Montgomery
from Ernst & Young. Concurrently,
during the session, representatives from
the European Commission, the United
Kingdom'’s Financial Reporting Council,
and the International Organization

of Securities Commissions (I0OSCO)
provided updates on their auditor-
report-related efforts. The audience
included global audit regulators and
representatives from a number of key
supranational institutions, including

the World Bank and the Financial
Stability Board.

Areas for Enhancement

A core part of the CFA Institute
presentation was sharing the results
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90+

support for auditor assessment
of quality of management's
selection and application of
critical accounting estimates
and judgments

of a more recent member survey, from
March 2011, in which 58 percent of
respondents indicated their support

for more information within the auditor
report. The survey results also show
that from those respondents supporting
a more detailed auditor report, there

is demand for more information in the
following areas:

» an assessment of management'’s
critical accounting judgments and
estimates (86 percent support);

v

an assessment of the quality, not
just the acceptability, of
management's selection and
application of accounting principles
(90 percent support); and

v

an understanding of the entity’s
business model and operating
environment in assessing the entity’s
material mis-statement risk occurring
in the financial statements (77
percent support).

The above areas are not exhaustive.
Previous CFA Institute surveys and
those by other investor groups also
show the need for information on
auditor materiality assessment,
sensitivity analysis, key financial risks,
and unusual transactions.

Across the panel, there is consensus
on the need for reform of the auditor
report. However, the challenge
remains to ensure that the reform is
seen as important and urgent and that
all regulatory bodies act together to
provide an auditor report that fulfills
investor requirements without undue
exaggeration of the costs of providing
additional information.
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CONVERGENCE -
SIGNIFICANT RISK
OF A DAMP SQUIB

Vincent Papa, CFA
Director

Financial Reporting
Policy

CFA Institute, Europe,
Middle East and Africa

The International Financial Reporting
Standards (IFRS) Board and Financial
Accounting Standards Board (FASB)
recently agreed to extend the
deadline for completion of ongoing
accounting standards by a couple

of months (from the originally
designated 30 June 2011 deadline).
In the final stages of convergence,
the boards have chosen to prioritise
the completion of three key projects:
financial instruments, revenue
recognition, and leases. Even then,
the targeted completion of these
projects within the 2011 period
seems quite ambitious given the
significant amount of outstanding
work required to ensure a converged
financial instruments standard. For
example, exposure drafts recently
issued by both boards on derivatives
and hedging activities, if adopted,
will result in widened differences
between IFRS and U.S. accounting
standards.
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Furthermore, beyond the designated
convergence phase, a number of
questions linger that point to a
significant likelihood of falling short of
the original expectations by financial
reporting stakeholders about the
convergence process. These questions
include the following:

» Will the United States adopt IFRS as a
result of the significant convergence
effort, and if so, when?

» Has convergence been reasonably
achieved by both boards across the
areas of key differences?

» Has the convergence process yielded

Derivatives and
hedging activities,
if adopted, will
result in widened
differences
between IFRS and
US accounting
standards

To respond meaningfully to any of these
questions requires a comprehensive
evaluation, and it is fair to say the jury
is out on all of them. Nevertheless,

the fact that these questions still linger
during a period that is supposed to be
the tail end of the process indicates a
growing expectation gap. Hence, during
the next few months, in order to best
serve the interests of investors and
other stakeholders, it will be critical

for the boards and related regulatory
authorities to resolve the raft of issues
implied in these lingering questions.

the highest quality standards possible? “A number of questions

» What should the priority focus of
the IFRS be after this phase of
convergence is completed?

» Are there sufficient steps in place
to ensure efficient continuity in
addressing projects that have been
addressed in the past and are partially
complete, such as the financial
statement presentation?

linger that point to a
significant likelihood of
falling short of the original
expectations by financial
reporting stakeholders
about the convergence
process.”
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ALL INVESTORS SHOULD
BE FIRST-CLASS

INVESTORS

GUEST ARTICLE

Judith Hardt
Secretary General
Federation of
European Securities
Exchanges (FESE)

When the citizens of Europe want
to buy and sell securities, there

is only one thing they care about:
getting a decent, fair return for
their savings. Stock exchanges

play a fundamental role in making
this happen. Unfortunately, more
and more trading is happening on
platforms that do not provide the
same protections as exchanges. The
European Parliament will have a
chance to close this loophole with
the Markets in Financial Instruments
Directive (MiFID) review.

Stock exchanges are where the
fairmarket price of a security is formed
by bringing together the widest
possible orders to buy and sell, in

full transparency and in an execution
system that ensures the neutrality and
credibility of the result. All investors
can have direct or indirect access
(through brokers) to an exchange, which
must accept as a trading member

any qualifying entity. Finally, a stock
exchange invests a lot of its technology
and resources into the trustworthiness
of the trading—a legal obligation as well
as a natural part of the business model
of an exchange, which does market
surveillance for all shares to detect and
prevent market abuse. This ensures
confidence in markets and encourages
investors to invest in companies.

According to the main EU law that
regulates this area (‘MiFID’), an

"Stock exchanges are
where the fairmarket price
of a security is formed
by bringing together the
widest possible orders
to buy and sell, in full
transparency and in an
execution system that
ensures the neutrality and
credibility of the result.”
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exchange is a ‘Regulated Market’ and is
subject to the full set of trading venue
rules. A security can be traded on more
than one exchange or on alternative
trading venues (i.e., "Multilateral Trading
Facilities’) to enable competition.
However, wherever the trading is taking
place, it is always subjected to the same
rules to ensure fairness, reliability,

and efficiency.

While all of this is good news for the
investor, we are facing a critical problem
in Europe with the implementation of
the EU law. Some of the new trading
platforms set up by brokers are currently
categorised as ‘over-the-counter’ and
accordingly operate with none of these
rules. The Federation of European
Securities Exchanges (FESE) believes
that this is a harmful development

for investors because it allows equity
trading to happen without any of the
protections for the investors. Investors
are excluded from some of the venues,
which do not have to be open to the
whole market, creating ‘first-class’ and
‘second-class’ investors. In the long
run, all investors will suffer from a less
efficient marketplace where not all the
supply and demand interact. Moreover,
those investors who do have access
will have their orders executed at the
discretion of the broker instead of
under the predictable and fair process
mandatory on exchanges. Furthermore,
because such platforms operate without

END X1

any transparency to the market about
the orders, the public price mechanism
could gradually fall apart; we may

stop knowing what the real price of a
security is, with devastating results for
confidence and fairness. Finally, none
of the broker platforms are obliged to
monitor for market abuse, which could
make it easier for unscrupulous people
to take advantage of retail investors.

The European Parliament’s own-initiative
report in December 2010 highlighted
this as a major problem and had a clear
solution: to better enforce the MiFID
rules through clarified and strengthened
definitions to eliminate loopholes. Both
CFA Institute and FESE have been
strong supporters of this approach;
two recent studies’ associated with
these organizations highlight the
problem clearly. Instead, the European
Commission's consultation paper (also
December 2010) takes a different
approach, opting for a lighter regime
for these platforms, which could have
the practical effect of allowing some
EU investors to be treated like second-
class investors. We believe that the
Commission’s final proposal for the
MiFID review should rather heed the
parliament’s advice and ensure proper
protection for all investors.

T http://www.fese.eu/en/?inc=news&id=149

http://www.cfainstitute.org/learning/
products/publications/cch/Pages/ccb.
v2011.n3.1.aspx
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CFA Institute has launched a blog to raise awareness of key developments in financial
markets and to promote the exchange of views and opinions amongst the investment
community. To view comments, visit http://blogs.cfainstitute.org/.
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Let's Make the Auditor Report More Informative Home

Vincent Papa, PhD, CFA

it/ Mblogs.clainstitute.org/ i ) (9 Q)

Similar to market crises and accountancy-related corporate scandals that have occurred in the past,
the extent to which auditors act in the interests of investors has yet again been brought into sharp
focus in the aftermath of the 2007-2009 market crisis. This has resulted in increased attention by
several regulatory authorities on the adequacy of the role of auditors, ially in light of the
significant expenditure by corporations on sudit fees, and the perceived failure of the audit process
to contribute to an early-waming mechanism for investors. An important part of this discussion is
the current form of the independent auditor report.

As the anly obsarvable output of audit effort, the auditor report contributes to investor perception

CFA Institute
64th Annual
Conference

At the recent CFA Institute Annual
Conference, which was held in the

UK for the first time in its 64-year
history, Jon Stokes, Head, Standards
of Practice, CFA Institute and Agnés Le
Thiec, CFA, Director, Capital Markets
Policy, CFA Institute discussed issues
of financial market integrity and ethics
with an audience of leading investment
professionals. Their presentations
covered new standards and codes of
conduct developed by CFA Institute for
investment professionals, and issues
where CFA Institute is speaking out
for investors, with a focus on the
European marketplace.

CFA SOCIETIES IN THE EU

CFA Institute has more than 12,000 members in the European
Union organised in 20 national member societies.

CFA Austria French CFA Society CFA Society of Netherlands

www.cfanetherlands.nl

www.cfaaustria.org

Belgian CFA Society
www.belgiancfasociety.eu

Bulgarian CFA Society
www.membersocieties.org/
bulgaria

CFA Society of Cyprus
www.cfacyprus.com

Czech CFA Society
www.membersocieties.org/
czechrepublic

CFA Denmark
www.finansanalytiker.dk

CFA Society of Finland
www.cfafinland.org

www.cfafrance.org

German CFA Society
www.gcfas.de

Hellenic CFA Society
www.cfasociety.gr

CFA Society of Hungary
www.cfahungary.hu

CFA Ireland
www.cfaireland.com

Italian CFA Society
www.italiancfasociety.it

Luxembourg CFA Society
www.membersocieties.org/
luxembourg
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CFA Society of Poland
www.cfa.com.pl

Romanian CFA Society
www.membersocieties.org/
romania

CFA Spain
www.cfaspain.org

CFA Society of Sweden
www.cfasweden.se

CFA Society of the UK
www.cfauk.org

> CONTACT US

Agnés Le Thiec, CFA
Director

H Capital Markets
Policy, Brussels

CFA Institute
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1000 Brussels
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T +32 (0) 2 401 68 29

E agnes.lethiec@cfainstitute.org

Rhodri Preece, CFA
Director

Capital Markets
Policy

CFA Institute

131 Finsbury Pavement, 7th Floor
London, EC2A 1NT

United Kingdom

T +44 (0)20 7330 9522

E rhodri.preece@cfainstitute.org

Vincent Papa, CFA
Director

Financial Reporting
Policy

CFA Institute, Europe,
Middle East and Africa

CFA Institute

131 Finsbury Pavement, 7th Floor
London, EC2A 1NT,

United Kingdom

T +44 (0)20 7330 9521

E vincent.papa@cfainstitute.org

CFA Institute Regulatory
Update Newsletter

Editor Emily Lacey

Subscriptions email
kate.fisher@cfainstitute.org

This newsletter provides an
overview of regulatory issues.
It is not exhaustive and cannot
be substituted for detailed
readings of regulations or

law. The comments and
opinions of non CFA Institute
representatives, as published in
this newsletter, are those of the
authors and do not represent
CFA Institute official positions.
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