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In the wake of the fi nancial crisis of 2008, the 
European Commission published a proposal to 
recast the European Union’s Markets in Financial 

Instruments Directive (MiFID), which has been in 
force since November 1, 2007.1 Th e proposal, which 
consists of two linked pieces of legislation – a revised 
MiFID2 and the Markets in Financial Instruments 
Regulation (MiFIR)3, is collectively referred to as 
MiFID II. MiFID II is one of the most ambitious 
and contentious legislative reform proposals to come 
out of Europe in decades.4 It is a wide ranging 
piece of legislation that, depending on the busi-
ness model of a US asset manager, could aff ect a 
wide range of functions, including trading, prod-
uct development, client services, human resources, 
and IT infrastructure. Th is article examines the 
key regulatory considerations for US asset man-
agers resulting from MiFID II based on the most 
common ways that US asset managers interact 
with Europe, including: (i) operating a portfolio 
management subsidiary in Europe; (ii) operating a 
marketing subsidiary in Europe to off er products 
and services to European investors and clients; 
(iii) managing assets on a cross-border basis from the 
United States directly for European clients; (iv) pro-
viding sub-advisory services from the United States 
to a MiFID investment manager or European fund; 
and (v) simply trading in European fi xed income and 
equity markets. 

I. Why Is MiFID Being Reformed?
MiFID came into force on November 1, 2007 

as part of the European Single Market Programme 
to remove barriers to cross-border fi nancial services 
within Europe, foster a competitive and level play-
ing fi eld between trading venues for fi nancial instru-
ments in the European Economic Area (EEA) and 
to improve investor protection across the EEA.5 In 
the aftermath of the fi nancial crisis of 2008, the 
European Commission launched a public consul-
tation to revise MiFID.6 It was perceived by the 
European Commission that the fi nancial crisis 
exposed weaknesses in the functioning and trans-
parency of fi nancial markets which “can contribute 
to harmful socioeconomic eff ects.”7 Th e European 
Commission deemed it essential to revise MiFID 
to establish a “safer, sounder, more transparent and 
more responsible fi nancial system working for the 
economy and society as a whole.”8 In addition, the 
European Commission noted that MiFID needed 
to be revised to: (i) regulate opaque parts of the 
fi nancial system to improve the organization, trans-
parency and oversight of certain market segments, 
including with respect to those instruments traded 
over-the-counter (OTC); (ii) support the original 
purpose of effi  cient and integrated fi nancial markets 
and to take into account rapid changes in technolog-
ical advancements; (iii) further strengthen investor 
protection throughout the EU; and (iv) minimize, 
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where appropriate, discretion of national regulators 
in applying European law to the fi nancial services 
sector.9

From this regulatory agenda, MiFID II was pro-
posed in October 2011 as a “single rule book” for 
fi nancial services in Europe.10 Political agreement 
on the European Commission’s proposals in a recast 
MiFID and a new MiFIR was reached on January 14 
2014, after months of negotiations among EU 
legislatures, and fi nally adopted on July 2 2014.11 
Lengthy “Level 2” provisions, in the form of tech-
nical standards and delegated acts, have been under 
consultation since the adoption of MiFID II in 2014 
and required to be transposed into national law by 
European Union Member States by July 2, 2016 with a 
full implementation date of January 3, 2017.12 As of the 
date of this article, the implementation of MiFID II 
has been postponed until January 3, 2018.13

Th ere are fi ve key areas of reform in MiFID II: 
(i) internal organization and governance14; (ii) market 
structure15; (iii) market transparency16; (iv) investor pro-
tection17; and (v) reporting and market oversight,18 as 
discussed more fully below in the context of their appli-
cation to US asset managers. 

II. Application of MiFID II to 
US Asset Managers

Th e impact of MiFID II on a US asset manager 
will be largely dependent on the business model of 
the US asset manager and the level of contact it has 
with the European Union. Generally, the fewer con-
nections that a US asset manager has with Europe 
the less of an impact MiFID II will have on its over-
all business. As a result, US asset managers will wish 
to review their current business model and the con-
nections their model has to Europe to understand 
the implications of MiFID and to, perhaps, avoid 
some of the more costly and burdensome implica-
tions of MiFID to the extent possible. 

Th e following discussion examines the key regu-
latory considerations and their impact for US asset 
managers resulting from MiFID II based on the most 
common ways that US assets managers interact with 

Europe. We examine these considerations in order of 
impact that MiFID II may have on the activities that 
a US asset manager may undertake vis-à-vis Europe.

A. US Asset Manager Trading European 
Equities, Fixed Income, or Derivative 
Instruments 

Generally, MiFID II established requirements 
in relation to: (i) the authorization of and operat-
ing conditions for investment fi rms; (ii) provision 
of investment services or activities by third-country 
fi rms through establishment of a branch; (iii) autho-
rization and operation of EU regulated markets; 
(iv) authorization and operation of data reporting 
service providers; and (v) supervision, cooperation, 
and enforcement by EU competent authorities.19 
MiFID II, however, only applies to asset manag-
ers that have a physical presence in Europe that are 
operating under a MiFID permission and regulated 
by a European regulator.20 As a result, US asset man-
agers are not directly regulated by MiFID. 

While US asset managers are not directly in 
scope of the MiFID II authorization and operating 
conditions for fi rms, MiFID II introduces signifi -
cant structural changes to EU fi nancial markets that 
will have an impact on all asset managers, including 
those domiciled in the United States and registered 
with the US Securities and Exchange Commission. 
Th ese market structure reforms are designed to 
improve transparency but may also increase the cost 
and complexity of trading and may reduce liquidity 
in the fi xed income markets. Th e main provisions of 
MiFID II aff ecting market structure apply directly 
to the way sell side fi rms do business in the EU and 
indirectly to managers and other buy side fi rms who 
deal with or though EU sell side fi rms. Th e following 
is an overview of the market structure and transpar-
ency changes proposed by MiFID that could indi-
rectly impact a US asset manager.

1. Changes to Market Structure 

One of the overarching goals of MiFID I was 
to make EU markets more integrated, competitive 
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and effi  cient.21 Among other things, MiFID I intro-
duced more EU competition among traditional 
exchanges/regulated markets (RMs) by introducing 
alternative trading venues or multilateral trading 
facilities (MTFs). While the introduction of MTFs 
brought increased competition, it also resulted in 
market fragmentation. A signifi cant amount of fi xed 
income securities and derivative instruments were 
also traded outside of organized venues on an OTC 
basis which provided, in the view of regulators, non-
transparent risk to the fi nancial system.22 To address 
these perceived issues, all organized trading will now 
take place on regulated trading venues or by system-
atic internalisers (SIs).23 In addition, a new category 
of venue, known as an organized trading facility 
(OTF) will be introduced for organized multilateral 
discretionary systems for non-equity order match-
ing and agency crossing.24 Derivatives contracts 
that are eligible for clearing under the European 
Market Infrastructure Regulation (EMIR)25 by the 
European Securities Market Authority (ESMA) will 
be required to be traded on an RM, MTF, or OTF.26 

Investment fi rms that operate internal matching 
systems to execute client orders in shares and other 
equity instruments may need to obtain extended 
authorization to carry on such activities and be 
subject to more detailed regulations. New operat-
ing requirements will be applied to trading venues, 
moving the regulation of MTFs and OTFs closer to 
the RM model.27

2. Impact on Equity and Fixed Income 
Financial Markets 

All trading in shares must be carried out on RMs, 
MTFs, or SIs, or equivalent third country venues,28 
subject to certain exceptions. OTC trading of equi-
ties is likely to be substantially limited, with sell side 
broker-crossing networks eff ectively shut out of the 
market. Asset managers will need to check the impact 
of the new rules on their internal crossing systems. 

Currently, pre-trade transparency requires the 
publication of real time orders and quotes (subject to 
certain exceptions). Post-trade transparency requires 

the immediate publication of the price and volume 
of executed transactions (with some deferred pub-
lication allowed). Currently under MiFID I these 
rules only apply to equities traded on an RM.

Under MiFID II, all trading venues (RMs, 
MTFs, and OTFs) must publish current bid and off er 
prices and depth of trading interest, on a continuous 
basis for equities and equity-like instruments such as 
depositary receipts, exchange-traded funds (ETFs), 
and certifi cates traded on RMs.29 Pre-trade transpar-
ency requirements will be required for diff erent types 
of trading systems, including book order, quote-
driven and auction trading.30 MiFIR will introduce a 
new pre- and post-trade transparency regime for cer-
tain non-equity instruments, including bonds, struc-
tured fi nance products traded on a RM or for which 
a prospectus is published, emissions allowances, and 
derivatives traded on an RM, MTF, or OTF.31 In addi-
tion, SIs must make public fi rm quotes on a regular 
and continuous basis.32 

Th e types of trade for which national regulators 
will be able to grant pre-trade transparency waivers is 
reduced to restrict dark pool trading.33 A European 
consolidated tape for post-trade data will be intro-
duced from 2019 giving the price, volume, and time 
of trades as close to real time as possible.34

3. Commodity Derivatives 

National regulators will be able to set position 
limits for commodity derivatives traded on RMs, 
MTFs, and OTFs as well as economically equivalent 
OTC derivatives.35 Th e limits will apply to invest-
ment funds as well as to clients of portfolio manag-
ers and are expected to be applied at the level of the 
fund rather than the manager. Th ere will also be new 
reporting requirements for commodity derivatives. 
Trading venues will publish weekly reports on aggre-
gate positions and fi rms trading OTC must make 
daily reports of their positions to the regulator.36

4. Practical Considerations 

Based on the provisions noted above, the market 
may be impacted signifi cantly by resulting in lower 
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to pass-through MiFID II requirements, for now. It 
remains to be seen whether national regulators at 
the urging of ESMA will introduce requirements to 
amend the UCITS Directive (or local implementing 
legislation) to implement certain MiFID II require-
ments at the product level. It should be noted that 
UCITS management companies will fall outside of 
scope of MiFID II when carrying out the activity of 
managing or marketing the UCITS funds for which 
they act as the management company. 

2. Practical Considerations 

US asset managers should consult with legal 
counsel to review any form of sub-investment man-
agement for a MiFID fi rm or a European fund to 
limit the potential collateral impacts of MiFID II on 
their organization. 

C. US Manager Marketing Cross-Border 
Products and Services to European Clients

Many US asset managers attempt to raise assets 
from European clients by marketing products and 
services on a cross-border basis, including marketing 
“separately managed accounts” and pooled invest-
ment products. 

1. Marketing Separately Managed 
Accounts to European Clients

Currently, to the extent that a US asset manager 
wishes to market its investment strategies and advi-
sory services in the form of a “separately managed 
account” to potential clients in Europe and manage 
those accounts from the United States, the US asset 
manager must undertake to review the licensing 
regime in each jurisdiction in which a potential client 
resides to determine whether the manager is required 
to be licensed to manage the assets (or even market its 
investment advisory services to that potential client).39 

MiFID II will introduce a new change with 
respect to a US investment manager’s ability to mar-
ket and manage separately managed accounts with-
out having to establish a new EU subsidiary with 
a MiFID permission for portfolio management or 

liquidity in the European fi xed income market and 
additional costs associated with trading European 
equities. Position limits in commodities may have a 
direct impact on portfolio construction and product 
development for European funds. For US asset man-
agers that manage European funds or US funds with 
EU counterparties, the position limits for derivatives 
also could have an impact on portfolio management 
for commodity related strategies. 

B. US Asset Manager Providing 
Sub-Advisory Services 

As a technical matter, US asset managers, which 
otherwise do not have a physical presence in the EU 
and are not regulated under a MiFID permission, 
are not within the scope of MiFID. Nevertheless, 
US asset managers may be indirectly impacted by 
MiFID II requirements where such US asset man-
agers provide sub-advisory services to MiFID fi rms. 

1. Indirect Impact – Sub-Advisory Contracts

It is expected that MiFID fi rms will attempt to 
delegate compliance with certain obligations of MiFID 
II via contract with US asset managers. As a practical 
matter, US asset managers providing sub-advisory ser-
vices to MiFID fi rms will be required to comply with 
certain of the transparency and reporting obligations 
of MiFID fi rms since these requirements will be very 
diffi  cult for a MiFID fi rm to comply with without the 
assistance of its US asset manager delegate. US asset 
managers will, however, be reluctant to adhere to other 
MiFID II conduct of business or internal organizational 
requirements (for example, telephone recording, best 
execution, dealing commission usage rules, etc.) dis-
cussed more fully herein.37 Th ese conduct of business 
rules could, in some cases, be directing contradictory 
to practices in the US and would have a direct impact 
on a US asset manager’s business, including the way in 
which an asset manager trades for its client accounts. 

With respect to pooled products, a US asset 
manager providing sub-advisory services to 
European Undertakings for Collective Investment in 
Transferable Securities (UCITS)38 will not be subject 
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obtaining direct licensing in the EU country in 
which the EU client or potential client resides.40 

MiFID II goes some way towards harmonizing 
access to the EU markets for so-called “third-country 
fi rms” of which the United States is a member by 
virtue of not being in the European Union. Th e fol-
lowing will apply to any third-country fi rm provid-
ing MiFID services (such as investment advice or 
portfolio management) to an EU-based client.

a. Retail Clients

EU Member States will be able to require third 
country managers located outside the EU but provid-
ing portfolio management or other MiFID II services 
to EU retail and elective professional clients in their 
jurisdiction to establish a branch and obtain local 
authorization.41 Th e branch will then be eligible for a 
passport to provide its services to professional clients 
in other EU jurisdictions, something not currently 
possible under the MiFID I passport regime.42

b. Professional Clients 

A third-country fi rm providing portfolio man-
agement or other MiFID services to professional 
clients may do so if its home jurisdiction meets cer-
tain equivalence requirements and it registers with 
ESMA.43 MiFID II also allows reverse solicitation 
by a third country fi rm without authorization or 
registration but defi nes this narrowly as being at the 
“exclusive initiative” of the client.44

2. Marketing Pooled Products

US asset managers that wish to off er pooled 
products to European clients whether directly or 
through an EU affi  liate (or third-party) will need to 
consider the application of MiFID II to any mar-
keting activity that takes place in Europe or that is 
directed at European clients, including both alterna-
tive investment funds (AIFs) and UCITS.

a. Off ering Alternative Funds

US asset managers that wish to off er alterna-
tive investment funds (AIFs) for purposes of the 

Alternative Investment Fund Managers Directive 
(AIFMD)45 that are not domiciled in the EU will 
not be impacted by MiFID II and will still need 
to comply with the provisions of the AIFMD, 
including any national private placement regime 
in the country in which any potential EU investor 
resides. A fi rm that has been authorized as an alter-
native investment fund manager (AIFM) under the 
AIFMD falls outside the scope of MiFID II when 
conducting the activities of managing or marketing 
the AIF for which it serves as AIFM. To the extent 
that an AIFM is authorized to conduct activities of 
a MiFID investment fi rm under Article 6(4) of the 
AIFMD (for example, authorized to conduct port-
folio management of individual managed accounts), 
the AIFM will be in scope for MiFID II purposes. 

b. Off ering UCITS Funds

US managers off ering UCITS directly to 
European institutional clients or through EU inter-
mediaries will be indirectly impacted by the new 
investor protection regime described in Section D 
below, which will impact the design, off ering disclo-
sure, marketing, and distribution of UCITS. 

As noted above, a UCITS management com-
pany falls outside of the scope of MiFID II when 
conducting the activities of managing or market-
ing the UCITS for which it serves as UCITS man-
agement company. To the extent that a UCITS is 
authorized to conduct activities of a MiFID invest-
ment fi rm, the UCITS management company will 
be in scope for MiFID II purposes. 

3. Practical Considerations

Th e determination of whether the United States 
is deemed “equivalent” for MiFID II purposes is 
likely to be fraught with politics. To the extent that 
the United States is granted equivalency, this may 
also impact on the availability of US asset manag-
ers to utilize the national private placement regimes 
under AIFMD in connection with the marketing, 
off er and sale of AIFs domiciled outside of Europe 
(for example, in Delaware or the Cayman Islands). If, 
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as a result of equivalency, the EU concludes that the 
AIFMD passport should be extended to US manag-
ers, this could mean that national private placement 
regimes will no longer be available for US AIFMs 
off ering non-EU products to EU investors, which 
may force more US managers to establish an onshore 
European presence to be eff ective in marketing AIF 
products to European investors.

Th e distribution of UCITS funds by US asset 
managers either directly or indirectly to European 
investors is also likely to be impacted by MiFID II 
irrespective of the fact MiFID II does not currently 
directly apply to the UCITS product itself. While the 
impact of MiFID II on UCITS distribution is diffi  cult 
to predict, MiFID II provisions on investment advice, 
suitability and appropriateness, complex fi nancial 
products and inducements are expected to have an 
impact on the market as described more fully below. 

D. US Manager with EU Subsidiary 
for Marketing Only 

MiFID II introduces new investor protection 
provisions that are directly applicable to MiFID 
investment fi rms, and also to alternative investment 
fund managers (AIFMs) and UCITS management 
companies when providing MiFID services. Th ese 
provisions are indirectly applicable to any other 
managers or product providers–AIFMs, UCITS 
management companies or third country managers 
(for example, US asset managers)—to the extent 
that such fi rms use MiFID fi rms in their distribution 
network, as described more fully below. 

1. Product Governance

MiFID fi rms that manufacture investment 
products46 must:

ensure those products are designed to meet the 
needs of an identifi ed target market of end cli-
ents (in eff ect an appropriateness assessment at 
generic client level) and carry out a product sce-
nario analysis including the risk of poor investor 
outcomes; 

ensure that the distribution strategy is compati-
ble with that target market, take reasonable steps 
to ensure that the product is distributed to that 
target market; and
make appropriate information available to dis-
tributors and carry out regular reviews of events 
that could aff ect the potential risk or return to 
the target market.47

MiFID fi rms that distribute such products and/
or services must identify appropriate information on 
such products or services, have regard to the identi-
fi ed target market, give appropriate disclosures, and 
make appropriate assessments of clients’ needs, regu-
larly review the products they distribute and services 
they provide, and provide information to support 
the product manufacturer’s product reviews.48

On its face, this new product governance regime 
resembles the regime applied under the FCA’s “treat-
ing customers fairly” (TCF) initiative. However, it 
(i) does not extend to life assurance products; (ii) does 
not have any direct application to AIFMs or UCITS 
management companies when acting in that capacity 
(ESMA thinks the EC should extend the AIFMD and 
UCITS regimes to harmonize with this); (iii) extends 
in the case of distributors to services such as fund plat-
forms; (iv) is referenced to clients rather than investors 
generally; (v) applies to professional clients as well as 
retail clients; (vi) applies to both primary and sec-
ondary market products; and (vi) is generally more 
detailed and prescriptive than TCF.

2. Disclosure Requirements 

Th e MiFID I obligation on fi rms to provide 
clients with appropriate information on fi nancial 
instruments and investment strategies is expanded in 
a number of respects. A fi rm providing an advisory 
service49 must tell its clients:50

the nature and type of advice it will provide;
whether or not its advice will be “independent”;
how broad or restricted the range of that advice 
will be; and
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whether the service will include a periodic 
assessment and if so details of how this will be 
conducted.

Information on instruments and investment 
strategies must include:51

appropriate risk warnings including how the client 
may exit the investment and any risks relating 
thereto;
the functioning and performance of such instru-
ments in diff erent market conditions; and
additional disclosures where an instrument is 
composed of two or more instruments or services.

Information on costs and charges must be pro-
vided to both professional and retail clients:52

covering both investment and ancillary services 
including the cost of advice and where relevant 
the cost of the instrument recommended or 
marketed and how it will be paid for;
separately identifying third party payments and 
rebates; and
in the case of a service including an illustra-
tion showing the cumulative eff ect of costs on 
return.

Th e costs information must be aggregated to 
show the overall cost to the client.53 Point of sale 
disclosure should be refreshed periodically when 
there is a continuing relationship with the client. 
Disclosure should include transaction costs, includ-
ing costs embedded in a bid-ask spread and mark-ups 
and mark downs, and expressed as both a percentage 
and a monetary amount. Th e monetary amount may 
be based on an assumed investment rather than the 
precise amount the client is investing. Where precise 
information is not available, disclosure can be on a 
best eff orts basis. Any assumptions on which an esti-
mate is based should be explained. 

ESMA would like the EU to extend these dis-
closure requirements to the UCITS regime and 

the retail disclosure regime to be introduced by the 
PRIPS Directive.54 Meanwhile, where the infor-
mation required to be disclosed is contained in a 
UCITS KIID (or when the PRIPS Directive comes 
into eff ect, a PRIPS KID) this does not need to be re-
disclosed for MiFID II purposes.55 However, infor-
mation which is not included in the KIID (such as 
quantitative information on transaction costs, and 
a monetary as well as a percentage fi gure for costs) 
must be separately obtained and disclosed.

When an investment service is off ered as a pack-
age (for example, portfolio management and custody) 
the fi rm must identify the cost of each component 
and any related risks, and advise whether the compo-
nent parts can be obtained separately.56

3. Client Classifi cation and 
Appropriateness Tests

Public and local authorities must be classifi ed as 
retail clients rather than professional clients. New, 
more prescriptive tests will make it harder to classify 
retail clients as elective professional clients. When a 
fi rm sells to a retail client on a non-advised basis, 
the range of products for which the fi rm must carry 
out an appropriateness test57 is being extended. 
Structured UCITS and non-UCITS funds (hedge 
funds, etc.) will automatically be classed as complex 
products.

4. New Sales Regime for Independent 
Advisers

A fi rm providing an advisory service must tell its 
clients whether or not it is acting as an independent 
adviser.58 When it holds itself out as independent it 
must meet appropriate requirements as to the scope 
of its advice.59 Th is bears a good deal of similarity to 
the old FSA packaged product polarization regime, 
abolished in the UK in 2002 as of no practical benefi t.

An independent adviser will not be allowed to 
accept any payment or benefi t from third party prod-
uct providers for advised sales, but must charge its fees 
to the client directly. However, third party induce-
ments may still be paid for non-advised sales and 
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where products are distributed by a tied sales force 
or on a basis where the range of products advised on 
is insuffi  cient to qualify as independent. Th is ban on 
third party payments was prefi gured in the UK by the 
FSA’s retail distribution review reforms (RDR), intro-
duced in 2012, though RDR (i) only applies to advice 
given to retail investors and (ii) applies to all advised 
sales, not just sales by independent advisers.

5. Practical Considerations

Some UCITS funds and all AIFs are likely to 
be considered complex products under the new 
MiFID II regime. Retail clients that wish to allocate 
savings to these complex products must seek profes-
sional advice and bear the cost that it may entail. 
As a result of the limitations on fi nancial advisors 
under the inducement provisions, many fi nancial 
advisors may be unwilling to take on retail clients 
that may not generate signifi cant fees considering 
the increased suitability and appropriateness checks 
that will be required under MiFID II. 

From a consumer perspective, some retail 
investors may be unwilling to pay for investment 
advice that may be dictated by the inducements 
provisions of MiFID II. Th is is likely to lead to 
demand for execution-only platforms and, per-
haps, a rise in the use of so-called “robo-advisors.” 
MiFID II will likely change current distribution 
models for UCITS and may well have an impact on 
open-architecture. 

E. US Manager with EU Subsidiary 
with Portfolio Management Permission 

Th e asset management industry is global, and 
many US asset managers utilize operations within 
Europe to (among other things): (i) have greater 
access to and success in attracting European clients; 
(ii) conduct research within the same time zone; 
(iii) manage assets locally in Europe with full discre-
tion; (iv) provide local trading and execution capa-
bility in a pass-the-book trading model; (v) improve 
the tax position of the enterprise and of the portfolio 
returns from investments; and (vi) to distribute or 

otherwise off er separately managed accounts services 
and/or pooled products to EU clients. 

US asset managers that have organized subsid-
iaries in the EU and have those subsidiaries autho-
rized by an EU regulator (for example, the UK 
Financial Conduct Authority) to provide discretion-
ary portfolio management within the defi nition of 
a MiFID investment fi rm will be directly subject 
to all aspects of MiFID II in relation to its activi-
ties, including (i) internal organization and gover-
nance requirements; (ii) market structure changes; 
(iii) market transparency requirements; (iv) investor 
protection requirements; and (v) new recordkeep-
ing and reporting requirements, as discussed more 
fully below. 

1. Internal Organization and Governance 
Requirements 

a. Inducements 

MiFID subsidiaries with full portfolio manage-
ment permissions will not be permitted to accept and 
retain fees, commissions or any monetary benefi ts 
from third parties such as issuers and product provid-
ers relating to the services provided to their clients.60 
Th is compares with the current MiFID I rules under 
which such payments or benefi ts may be received so 
long as they comply with the rule on inducements.

Under additional changes to the inducements 
rule,61 the requirement for quality enhancement will 
be more strictly construed; disclosure on a generic 
basis will not be allowed; and the payment of plac-
ing fees is confi rmed to be within the scope of the 
inducements regime.

b. Dealing Commissions

Probably the biggest single change in MiFID 
II is the proposed abolition of payment for research 
with dealing commissions. Although such payments 
are currently “unbundled” in the sense that they are 
separately identifi ed and accounted for by managers, 
ESMA is proposing “full” unbundling under which 
managers must either (a) pay for research out of their 
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own pockets or (b) agree with each client to a separate 
research payment account (RPA) with its own budget 
which will be directly paid by the client as its contri-
bution to the manager’s overall research budget. Th is 
is intended to decouple the manager’s research spend 
from its clients’ trading volumes and ensure that the 
manager only pays for research it actually wants. 

If the manager has to pay for its own research 
this is expected to lead to a decline in the amount 
of research used, with a potential collateral nega-
tive impact on investment performance. If research 
is funded through RPAs, there will be signifi cant 
client/client confl icts on matters such as how the 
research budget is allocated by the manager among 
its clients, how it is administered, what happens if 
one client does not accept its part of the budget, or 
if the size and number of a manager’s client accounts 
changes during the period. UK managers will be 
potentially disadvantaged in competing with non-
EU managers who are not bound by the new restric-
tions, while international fi rms running global soft 
dollar accounts will have to determine how to recon-
cile practice in the rest of the world with the new EU 
restrictions. For example, US asset managers may be 
required to unbundle MiFID accounts and execute 
those accounts similar to directed brokerage accounts 
behind US soft dollar accounts. To the extent that 
a US asset manager continues to bundle MiFID 
accounts with US accounts eligible to utilize “soft 
dollars” (for example, US mutual fund accounts), 
US accounts may question why certain accounts 
may be receiving a “free ride” on research utilized by 
a US asset manager for the benefi t of all clients (but 
for which all clients are not bearing their allocable 
share of the cost). Th e eff ect of extending the new 
restrictions to the bond markets, where the FCA 
believes that a research cost is hidden in bid-off er 
spreads, is also very unclear. Th ere have, however, 
been indications from the Commission that it will 
permit the continuation of existing arrangements 
with executing brokers to collect and administer the 
research payments using commission sharing agree-
ments and a system of research credits. 

Th e fi nal regime is likely to be copied over into 
the UCITS and AIFM Directives when they are 
next revised. National regulators such as the FCA 
may apply the new restrictions on a super-equivalent 
basis before then.

2. Financial Collateral Arrangements

A manager may not commit a retail client to 
any title transfer collateral arrangement (TTCA) 
(including stock lending or repos involving TTCAs) 
and must justify the use of any TTCAs for profes-
sional clients.62

a. Best Execution

Execution and order placing policies will need 
to contain more details of the venues and brokers 
used for particular classes of instrument (and selec-
tion criteria), and consider total costs associated with 
trading methods.

Firms that execute client orders will be required 
to publish annually the top fi ve execution venues by 
trading volume they use for execution purposes. It is 
proposed to extend this through additional regula-
tions to include disclosure of the number and volume 
of orders executed on each venue as a percentage of 
the fi rm’s total executed orders.63 For portfolio man-
agers executing through brokers, the disclosure will 
relate to volumes at their top fi ve brokerages.

b. Reporting to Clients

Th e frequency with which asset managers must 
provide clients with portfolio statements64 will be 
increased from every six months to quarterly. Th e 
report must include valuations, if necessary on a best 
eff orts basis, a review of activities and performance dur-
ing the relevant period, any depreciation in the value 
of the portfolio that exceeds 10 percent, and certain 
prescribed information on ownership issues such as 
assets subject to title transfer or security arrangements.

c. Governance

MiFID fi rms will be subject to: (i) new for-
malized requirements for the composition and 
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qualifi cations of a fi rm’s management body,65 and its 
responsibilities;66 and (ii) new prescriptive rules on 
the organization and duties of internal compliance 
and its interaction with other business functions, 
refl ecting ESMA’s 2012 guidelines.67

3. Compliance

Prescriptive complaint handling rules will be 
extended to complaints by professional clients and 
potential clients. Th ere will be a formal requirement to 
establish a complaints management policy and func-
tion, publish details of the policy, and provide reports 
to national regulators.68 More detailed record keeping 
requirements will be introduced.69 Records of deci-
sions to deal will become more detailed with the initial 
decision covered by 16 fi elds and another 40 thereafter.

Th ere will be enhanced record keeping require-
ments for telephonic and electronic-based com-
munications relating to client orders. Records will 
include relevant internal communications and a new 
requirement for written records to be kept of face to 
face client meetings.70 Certain exemptions under the 
existing UK regime will be discontinued and there 
will be a new requirement to monitor call recordings.

Th ere will be new high level requirements on gov-
ernance and design of remuneration policies, includ-
ing balance between fi xed and variable remuneration, 
applicable to all persons who can have a material 
impact, directly or indirectly, on the fi rm’s services.71

4. Transaction Reporting

Under MiFID I, transaction reporting applies 
only to investments traded on RMs. Current UK rules 
extend this to investments traded on a UK prescribed 
market and any related derivatives. Under MiFID II 
the reporting requirement will be extended72 to all 
instruments traded on RMs, MTFs or OTFs (or to 
which the underlying is so admitted), and the num-
ber of reporting fi elds will be increased from 23 to 65.

Under the current rules, reports may be made 
by third parties acting on behalf of a fi rm. Asset 
managers are covered by a general portfolio man-
ager exemption where the broker or counterparty 

is itself subject to the reporting obligation. Under 
MiFID II this will be replaced by a narrower exemp-
tion for receiving and transmitting orders which (i) will 
not cover direct execution with counterparties; 
(ii) will require the manager to enter into an explicit 
reporting agreement with the broker that covers the 
responsibilities of both parties; (iii) still requires the 
manager to transmit certain detailed information to 
the broker; and (iv) still holds the manager respon-
sible for the accuracy of the reported information. 

When the manager delegates reporting responsi-
bility to its brokers, it must still have new reporting 
arrangements in place in order to transmit relevant 
information to those brokers. Th is, together with 
related documentation and liability issues, and 
reporting experiences under EMIR may lead to 
more managers assuming direct responsibility for 
their own reporting rather than continuing to seek 
to rely on brokers.

5. Direct Electronic Access and 
Algorithmic Trading

Firms providing DEA to a trading venue will 
be required to ensure that their clients comply with 
applicable MiFID II requirements. Algorithmic 
traders pursuing a market making strategy must pro-
vide continuous prices. 

Algorithmic trading is any trading where a com-
puter algorithm automatically determines individual 
parameters of orders with no, or limited, human 
intervention. It covers decision making as well as 
execution algorithms. Any fi rm using an algorithmic 
strategy, including a manager, will be subject to new 
prescriptive organizational requirements;73 and new 
regulatory notifi cation, reporting, and record keep-
ing requirements.74 

6. Other

Other changes under MiFID II include amend-
ments to the rules on client cash and custody, 
meaning of fair clear and not misleading in par-
ticular contexts, more prescriptive confl ict manage-
ment procedures, a formal requirement to provide 
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suitability reports to advised retail clients, and new 
requirements for the content of client agreements.

7. Practical Considerations 

US asset managers may wish to analyze the 
implications of MiFID II on their business model 
in Europe and re-examine the need for full portfo-
lio management permissions and/or an execution 
desk in Europe. Th e recording of telephone calls 
for the required recordkeeping period of fi ve years 
with hundreds of thousands of trades could prove 
very expensive as well as the other recordkeeping 
and transparency provisions. To the extent that no 
portfolio management is carried out in Europe (only 
retaining trade execution and research capabilities), a 
US manager could potentially side-step the induce-
ments ban and the uncertain impact on its global 
soft dollar programme. 

US managers with affi  liates in scope will have 
to deal with: (i) transaction reporting agreements; 
(ii) point of sale disclosure materials; (ii) ongoing disclo-
sure materials (services, strategies, costs, best execution, 
etc); (iv) revised client agreements; and (v) new poli-
cies and procedures generally. Specifi cally, MiFID II 
will require a host of new policies and procedures, 
including (i) Board level governance; (ii) telephone 
monitoring and recordkeeping; (iii) client categoriza-
tion; (iv) product governance; (v) range and indepen-
dence of investment advice; (vi) complaints handling; 
(vii) periodic reviews of products and services; and 
(viii) title transfer collateral arrangements. In addi-
tion, MiFID fi rm will have to make amendments to 
current recordkeeping procedures to deal with the 
enhanced requirements noted above. 

III. Conclusion 
MiFID II is 18 months way. While many issues 

are still uncertain, US asset managers need to begin 
assessing the potential impact on their businesses 
now and plan for how they will deal with the impact. 
Th is will include reviewing: (i) internal processes 
and procedures; (ii) distribution strategies; and 
(iii) relationships with clients and other third parties. 

US asset managers must then decide what course of 
action will be best for their own organizations based 
on their current business model. Th is may require 
sacrifi ces in either absorbing additional costs relat-
ing to increased infrastructure and trading costs or 
limitations on the ability of the organization to fully 
deploy its strategy in Europe. More to come!

Mr. Christian and Mr. Frase are partners in the 
Financial Services Group of Dechert LLP. Th e 
views expressed herein are based on the legisla-
tion in force as of the date of this Article. 
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