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The Joint Working Group’s MiFID Readiness Survey found that 80% of respondents
did not know if they had an appropriate technology strategy in place. Why have
firms been so slow to react?

There hasn’t been a tremendous move to create implementation efforts at firms and this
hasn’t changed since the survey came out in October 2005. One of the major reasons
has been the lack of a final Level 2 draft. The EU Commissioner for Internal Market and
Services, Charles McCreevy, has said he wants much of Level 2 to be regulation, rather
than directive. As a result it seems likely the text will be quite different from the initial
draft. This uncertainty has been a huge brake on firms doing scenario analysis. But once
the details are out, people will start to take it more seriously, | hope.

What impact will these delays have?

Firms will have less time to work out what they need to do. The JWG IT subgroup is
becoming very concerned about the lack of time left. From an IT perspective, testing
systems between organisations across Europe will take time and should be under way by
the end of the first quarter of 2007. That leaves just over a year to go from thinking
about MiFID to having all of the systems required in a format that enables industry-wide
testing for trade and transaction reporting and potentially price dissemination and con-
solidation. That is not a long period of time.

What will be the impact of MiFID on firms’ IT strategies?

There are some common themes to the changes. For example, buyside and sellside
firms are all dependent on IT suppliers and on infrastructure players that provide the
information that enables us to trade. Transaction reporting will change for everyone



"The transparency MiFID will
deliver is likely to bring down
margins, push up volumes and
reduced ticket size and this wiill
be a great driver of change. The
cost of complying with MiFID is
likely to lead to firms
co-operating at first, leading to
consolidation and ultimately
cross-border consolidation."

across Europe and that could require a significant re-engi-
neering of operations infrastructure.

The more that infrastructure has to change, the more
important it is that these suppliers are engaged early in
the process. If banks don’t provide a common set of
requirements to their suppliers, they will have problems.
Financial institutions need to work together with suppliers
on a co-operative basis if they want to reduce the costs of
change. Technology development needs to be more co-
operative because at the moment it is very fragmented
and can sometimes be argumentative.

MIFID isn’t a point piece of legislation; it is laying down
new ground rules for our industry moving forward. The
changes that are put in train now could have repercussions
in five to ten years, requiring further changes. It isn’t going
to be the case that once you have ticked a box you can
forget all about it.

Will there be changes to the way firms trade?

It is reasonable to assume that there will be a significant number of systematic internaliz-
ers. Maybe one year down the track some will decide they don’t make any money at this
and will pull out. The transparency MiFID will deliver is likely to bring down margins,
push up volumes and reduced ticket size and this will be a great driver of change. The
cost of complying with MiFID is likely to lead to firms co-operating at first, leading to
consolidation and ultimately cross-border consolidation.

How can firms successfully manage the IT challenges of implementing MiFID
solutions?

People must understand the potential ramifications for their business. MiFID will affect IT,
operations, compliance and business areas. | am not advocating that anyone spends
millions on IT right now and that will solve the problem. They need to look at how the
market will adapt to MiFID and where they want to position themselves in a post-MiFID
world. This is not like Sarbanes-Oxley or Basel Il - MiFID is about changing business
practices and it needs active business involvement.

What people need to do now is discuss MiFID and come up with some scenario analysis.
Financial institutions will only be able to contain their costs if they move quickly.
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Who will benefit from MiFID?

MIFID is there to create a harmonized view of life for the end investor; whether indi-
vidual firms experience a positive or negative effect is not addressed by the European
Commission. Some firms may find it p&l negative, because nearly all of the costs
associated with MiFID are on the wholesale side, while the beneficiaries are the end
investors on the retail side. Other firms may find new opportunities are created by
MiFID and go from strength to strength.

Some firms could be spending money to make less money — that’s not an easy sell for
an IT director. However, some of the larger firms may find a way to take a lot more
market share, leveraging their costs over a bigger base and becoming more prof-
itable as a result; hence our belief that industry consolidation is a likely outcome.

What is the JWG IT group focusing on?
Right now we are heavily engaged with MiFID Connect, the joint program of UK trade
associations. | co-chair the IT committee on that and we are looking at how these
industry associations - APCIMS, BBA, FOA,
LIBA, ICMA etc - will work together. It is
good to see industry organisations co-oper-
ating like this but it brings challenges
because they don’t usually collaborate in
this way — particularly the sellside and buy-
side associations. We will provide IT
information to retail and wholesale
institutions but that’s a huge task and not to
be underestimated.

Is it important to discuss the ramifications
of MiFID on a Europe-wide basis?

A lot of the MIFID regulation will be appli-
cable across geographic boundaries, so
discussion with other countries is very
important, or we’ll end up with 25 different
versions of the truth. Again, we are looking
at a completely different way of working —
it no longer matters which city will be the
financial hub of Europe because we all
need to co-operate.

The other issue is that all parts of Europe
are not equal; everyone is starting from a
different place. London is probably closest
to MIFID compliance but still has a lot of
work to do. For example, the Know Your
Customer treatment here is different from
that required by MiFID, so how do you
explain that to your CEO? Conversely,
some countries currently have a concentra-
tion rule, which will be repealed, as it is one
of the fundamentals of MiFID - different
countries have different challenges. ®

“A lot of the MIFID
regulation will be
applicable across
geographic boundaries,
so discussion with other
countries is very
important, or we’ll end
up with 25 different
versions of the truth.”
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Do you see MIFID as a complement in helping to overcome your 15 barriers to
European Union (EU) integration?

It is a complement in the sense that, by streamlining the trading environment and by
making it easier to offer trading services remotely within the twenty-five EU member
states, it will generate more demand for efficient post-trade processing and, in particular,
a more efficient cross-border post-trade environment.

There has been so much regulatory change in trying to implement the Financial
Services Action Plan to create one European capital market; do you think this goal
can realistically be achieved?

Yes, since | believe that, fundamentally, in the EU there is a healthy interaction between
markets and authorities, and that the EU Commission and the EU Parliament have very
much in mind the importance of free and efficient financial intermediation. Because of
these conditions, while | expect that the road to a truly efficient financial system in
Europe will certainly be bumpy every now and then, the essential dynamics are of the
right kind. One fundamental driver to reform is the economic motivation that the



"MIFID will benefit
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private sector has towards a barrier-free and efficient financial system: a barrier-
free and efficient system multiplies opportunities for all market participants.
Hence, there are congruent forces that are at work, both from authorities and
the markets.

Assuming that the goal of achieving one European capital market is
attainable — what do we stand to gain by doing this?

As | mentioned before, the gain is to market participants, essentially through a
multiplication of business opportunities, and to society. One of the few proposi-
tions on which economists agree is the following: prosperous societies have
always been associated with a healthy and well-functioning financial system.
The financial system is the essential lubricant of economic activity.

Some are sceptical about legislating for one European capital market.
Member-states’ appetite to enforce this kind of legislation is rather mixed
and there seems to be plenty of opportunity to get out of certain parts.
Will there be enough loopholes to make the legislation ineffective or
toothless?

These are the bumps that | was talking about before. Healthy scepticism is
warranted on these issues, but | think that this process is becoming more effi-
cient over time. Recently, | read in the Wall Street Journal that Commissioner
McCreevy is considering issuing level 2 regulations for MiFID. This is a perfect
illustration of the fact that weaknesses in the production of rules - and | want to
stress, in particular, rules aimed at liberalising markets - are well known to the
players, and that they know what to do about them.

Are there any contentious issues in how each member state will interpret
MIFID that may cause problems with implementation, normal market size for
example?

| think “contentious” may not be the appropriate word here. Certainly “normal
market size” has been a topic of discussions among the different member



states, who consider the threshold size for pre-trade-transparency obligations
an important parameter in this reform. But my impression is that this and other
issues have not reached political stature (despite the efforts of organized pri-
vate interests) and therefore should not be considered as contentious.

Who will actually benefit from MiFID?

No question in my mind: MiFID will benefit all market participants that will be
able to see the opportunities created by liberalization. Symmetrically, MiFID
will hurt those whose business model makes sense only in a less than competi-
tive environment. On identifying the beneficiaries, the candidates are many, so
it is hard to pinpoint specific names or classes of market actors.

Will MiFID create a US broker-dealer model in Europe?

The potential for well-organized and high-quality broker-dealer businesses is
enhanced by MIFID. Certainly the nature of broker-dealer business will be
determined by the regulatory environment: however it is not clear to me
whether the market liberalization that is being envisaged will on itself have a
profound effect on the way the broker-dealer business will be conducted in the
future, and whether it will induce such significant differences with, say, the
United States.

Will MiFID cause fragmentation of liquidity as more execution venues -
exchanges, systematic internalisers (SIs) and multilateral trading facilities
(MTFs) compete to match order flow?

Again, it is important to make a distinction between the initial and long-term
effects of MiFID. There could be fragmentation on impact, but this fragmenta-
tion would be a sign of higher competition, and the fact that competition will
be played out on a different playing field. After this impact, | expect that the
value of pooling will

re-emerge. But this will likely change the relative importance of different mar-
ket participants. One rather natural phenomenon to watch will be consolida-
tion of exchanges, which | think MiFID will accelerate.

If so, how will this impact the way that firms trade?

Increased competition will induce tremendous demand on systems. Effective
real-time comparison will be needed to make full use of the opportunities that
competition brings. Suppliers will also need to provide sound systems to back
up compliance. As far as back office technologies are concerned, the demand
for cross-border transactions that will result from MIFID will accelerate the
adoption of systems that support post-trade transaction services. ®

"One of the few propositions on which
economists agree is the following: prosperous
societies have always been associated with a
healthy and well-functioning financial system.
The financial system is the essential

lubricant of economic activity."
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How much legal interpretation remains before MiFID regulations and directives are
finalised?

There is still a long way to go. MIFID is a “Lamfalussy Directive” so there will be Level 2
legislation (which covers implementation technicalities) from the European Commission,
which is expected to take the form of a further Directive and a Regulation. Regulations
have direct legal effect in the member states but directives need national laws or
regulatory rules in order to implement them. So there will be a further local legislative
phase before all the written legal material is in place. That is supposed to be completed
by the end of January 2007.

But even that is not the end of the story. In the UK, for example, the industry is used to
seeing “rules” from the Financial Services Authority (FSA) and “guidance” which helps
interpret the rules. MiFID is a maximum-harmonization directive, which restricts the FSA’s
freedom to interpret its own rules. Where the rules are imposed through Level 2
Regulation they will be European, rather than UK and even where the FSA is
implementing a Level 2 directive it will have to conform to whatever is agreed about
implementation at Level 3 of the Lamfalussy process — the consistent transposition and
implementation by EU member states. So we are likely to see rather less volume of FSA
material, but the price of this might be greater uncertainty.

Is MIFID a regulation that can be addressed by having compliance officers tick boxes
— or are there changes to underlying business processes and systems required?

In my view the biggest challenges posed by MiFID are the changes to business and sys-
tems processes. It couldn’t be further from a tick-box exercise. Every aspect of a firm’s



"There is plenty of scope
in MiFID for member
states to gold plate the
directives, or interpret
them creatively, or retain
pre-existing super
equivalent regulatory rules
and thereby preserve
national differences."

processes and procedures will need to be
looked at. This again is because MiFID is a
maximum-harmonization measure: all member
states have to change their regulatory regimes
to conform to a single pan-European model.
It may sound like a scare story, but the truth is
that firms will find every department is affect-
ed in some way - the obvious ones are IT and
compliance, but marketing and human
resources are also involved. Each change will
have a knock-on effect into other parts of an
organization. This will differ according to the
business profile of the firm in question, but it
is unavoidable that there is a lot to do.

There has been so much regulatory change
in trying to implement the Financial Services
Action Plan to create one European capital
market; do you think this goal can

- realistically be achieved?

| agree with Alberto Giovannini that it will happen but | think it is unrealis-
tic to expect it to happen overnight on 1 November 2007. We also have
to remember that the EU is not an island, and many of the influences on
our markets come from outside Europe. This means that the agenda
itself changes all the time. So even when we have achieved a “single cap-
ital market” there will still be more to do.

"

Some are sceptical about legislating for one European capital market.
Member-states’ appetites to enforce this kind of legislation is rather
mixed and there seems to be plenty of opportunity to get out of cer-
tain parts. Will there be enough loopholes to make the legislation
ineffective or toothless?

There is plenty of scope in MiFID for member states to gold plate the
directives, or interpret them creatively, or retain pre-existing super
equivalent regulatory rules and thereby preserve national differences.
Having said that, this is a start; and you have to recognise that going any
further than MIFID already does would mean even more upheaval for
firms. The more harmonization, the more changes firms have to cope with.
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Are there any contentious issues in how each member state will interpret
MIFID that may cause problems with implementation, normal market size for
example?

There are certainly a few areas where people are sceptical that member states
will operate consistently with the “one Europe” spirit of MiFID but it is probably
too early to speculate as to whether these will prove

problematic in practice. My view is that, like the Investment Services Directive,
issues will come out of the woodwork as we begin to operate under the MiFID
framework.

Who will benefit from MiFID?

MIiFID should make cross-border business easier because it abolishes the need
to check for local conduct-of-business rules when targeting clients in other
European countries.

Being a multilateral trading facility or a systematic internalizer becomes quite
burdensome under MIFID. So a question that interests me is whether equities
houses providing internalised trading functionality will feel that this activity is
worthwhile under MiFID.

Will MiFID create a US broker-dealer model in Europe?

| doubt it: the differences between the way the US and the EU regulate invest-
ment business are still too great. The study done by a group of trade
associations last year on the differences between the EU and the US in the equi-
ties field highlighted a whole list of issues where differences are very practical
and relevant.

How prepared are firms for MiFID?

Generally the industry is divided into two groups: the large and sophisticated
ones and the smaller players. The larger firms have more to do; their task is
more complex but MIFID has been on their radar screens for some time. Most of
these firms have MiFID implementation projects that are in varying stages of
development.

More worrying are the number of firms that are less well resourced. MiFID will
be less complex for these institutions but there is concern that they don’t realise
what they need to do. In the UK, the MiFID Connect joint program of industry
associations, which has been set up to reduce legal risk and simplify MiFID
implementation, will help these smaller firms to deal with the detail of MiFID. @

“MIiFID should make
cross-border business
easier because it
abolishes the need to
check for local
conduct-of-business
rules when targeting
clients in other
European

countries.”




