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EXPLANATORY MEMORANDUM

GENERAL CONSIDERATIONS

1. The present proposal for a Dlrective on the Capital Adequacy of
Investment Flrms and Credit Institutions Is a necessary follow-up to the
proposal for a Directive on Investment Services In the securities field,
presented by the Commlssion to the Councl! on 3 January 1989 (on which
there is already an amended proposal presented by the Commission on 8
February. 1990 after the advice of the European Pariiament and the

Economic and Soclial Committee).

The proposal for a directive on Investment Services Is Intended to open
the way for Iinvestment flirms authorized In their home Member States to
have access to all other Member States’ flinancla! markets - elther by
establishing branches, or by providing services, therein - on the basls
of certain conditions that closely follow those establlished for credlt
Institutions in the Second Bénktng Coordination Directive, adopted n
December 1989. According to the programme set out In the White Paper
"Completing the internal Market", these freedoms should be based on
coordination of key.rules as regards the authorizatl!on and the on-going

supervision of financial institutions.

2. The coordlnation must be such as to ensure that the main objective of
the proposal - to ensure that both the health of the general flinanclal
system and individual investors  are adequately protected in the new

Integrated European market - Is achleved. It should also meet two




other goals. Flirst, It should establish a broadly leve! playing fleid
between non-bank investment firms and credit Institutions trading in the
securities markets. Conslistently with this objective, the rules set
out Iin the proposed Directlve should‘not provide an Iincentlve for an
investment firm to opt for one institutional structure, e.g. that of a
credit institution - rather than another. Second, the Directive should
enhance, or at least not Impair, the attractiveness of Europe as a

financial centre.

capital requirements for Investment flrms which Qare npot credit
Institutions

The proposal establlishes minimum Initial capital requlrements for
investment firms which are not credit Institutions, requirements for the
latter being already flxed by the Second Banking Dlrective. These have
been set at levels which ensure that when it starts Its activities, an
investment firm has sufficlent, Initlal financlal! resources In view of
the nature of Iits business and second, which do not form unnecessary
barriers to the entry Into the market of new firms. Accordingly,
different amounts are established for differsnt kinds of investment

firms, taking Into account the types of busliness carrlied out by them.

The Initial capital requirements for firms which are not credit
Institutions are lower than those lald down for credlt Institutions in
the Second Banking Coordination Directive. This is for two reasons.
First, investment firms which are not credit institutions typically are
more specliallzed than credit institutions; the latter engage In a wider
variety of actlvltlés and thus need higher initlal caplital. Second,
under Anhex 5 of the present Directive, investment firms which are not
credlt Institutions are also required to hold "base capital" equlivalent
to three months’ of thelr fixed overheads, a requlremsnt which takes
account of the wide variation Iin the size of non-bank Investment firms.

In order to provide for the ongolng flnancial soundness of such firms,
capital requirements are set to cover the market risks to whlich they are

exposed.



5.1

5.2

5.3

The first requirement is the position risk fequlrement (Annexes 1
and 2). According to the rules proposed, each firm must keep in the
form of capital a certaln percentage of Its 1long and short
positlons, after allowance has been made for hedging and netting.
This percentage varies according to the nature of the instruments in
which the firm has a position and according to the credit-standing
of the Issuers concernad. This requirement is Intended to cover the
risk of adverse price movements Iin the underlyling securities
whatever their cause (e.g. Interest rate risk changes or shifts In

an Issuer’'s credit worthiness).

Second, there is a forelgn exchange risk requirement which is set In
relation to a firm's vulnerability to iosses arising purely from
adverse exchange rate movements. This Is lald down In Annex 4.

The third requirement relates to unsettied transactions, {.e. to
transactions in which one or other party has not pald for the
securitles It has contracted to buy or not dellvered the.securltles
It has contracted to sell. In such a situation, there is a risk
that the counterparty will not be able to carry out its obligations
and also a risk of a malfunctioning of the settlement system Itself;

In elther of these cases the firm may suffer a loss.

Finally there is the "base" requirement in Annex 5, under which each
firm is requlred to hold own funds equivaient to one quarter of the
previous year’'s fixed overheads. This requlirement Is .intended to
cover all other rlisks faced by investment firms, e.g. the risk that
market turnover collapses reducing a flrm's broking ‘Income to a

level Insufflcient to cover |ts expenses.




Capltal reaguirements for credit Institutions

The scope of the proposed Directive extends to all credit Institutions,
including those which are not investment flrms. This Is because several
of the main risks dealt with by the Dlrective, such as the risk of
losses from Interest rate and exchange r;te movements, apply to their
tradlitional activities such as deposit taking and lending, as well as to
thelr Investment business. In consequence not only should the entire
business of credit Institutions which are Investment flirms be supervised
In respect of these risks, but also that of those which are not

investment firms.

As regards provislon agalnst market risks on securities positlions, the
Directlive has to take account of the caplital requirements Imposed by the
Solvency Ratio Dlrective {(Council Directive 89/647/EEC), which
implicitly make some provision for risks other than credit risks. It
would thus be Inappropriate to require credit Iinstitutions already
meeting the Solvency Ratio Directlve to provide additional capital
against market risk In general; to do so would put them at a
disadvantage in comparison with non-bank investment firms from elsewhere

in the Community and in third countrles.

The Directive therefore offers a cholce of two main options in respect
of credlt Instlitutions. Under both of these options, all credit
Institutions are required to :-

(n provide additlonal capital against foreign exchange risk in
accordance with the rules lald down In Annex 4, unless thelr
forelgn currency open positions are sublect to a |imit
calculated as a percentage of thelr own funds (Article 4 (2)).
(This Is necessary because the Solvency Ratio Directive does

not explicltly take account of forelign currency risks);

() set up thelr own systems to monitor and control market risks -
(other than foreign currency risk) on their overall busliness
(Article 4 (3);



10.

11.

However, as regards market risk on open positions Iin equities and fixed-
rate securitles and counterparty risk, Article 4 (4) allows the
supervisory authorities in each Member State to choose between two

alternative approaches: -

elther (a) to continue to apply the requirements of the Solvency
' Ratio Directlive; '

or (b) to set capital requirements on the short-term "trading
books" of credit institutions, calculated Iin accordance
with the rutes for non-credlt institutions as set out In
Annexes 1 - 3 of the Directive In substltution for the
requirements of the Solvency Ratio Dlrect!vé. For this
purpose a definition of the "tradlng book" Iis glven In
Article 2 of the Directive. '

The supervisory authorities of credit inst | tutions may choose elther to
apply one of the options to afl the credit institutions In their chargse,
or to decide which of thelr credit Iinstitutions should apply which

system on a case-by-case basis.

The provislon of the "trading book" option allows credlt Institutions to
have thelr capital requlrements in this area of busliness measured in the
same way as Investment firms which are not credit Institutions. In this
way the trading book option Is consistent with the goal of ensuring a
broadfiy level playing field between those Investment firms whlch are,
and those which are not, credit Iinstitutions. It Is aiso desirable on
prudentlal grounds, because the requirements in Annexes 1 to 3 provide a
more comprehensive treatment of the various risks In Investment services
buslness than the Solvency Ratic Directive, which is mainly concerned

wlth credit, as opposed to market, rlsks.
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13.

14.

Own Resources

The deflnition of “own resources" for credlt |Institutions, and
Investment flrms which are not credit institutions, is dealt with In
Annex 6 of the Directive. In the case of credit Instlitutions the
definitlon 1Is the same as that Jald down in Councll Directive
Ng 89/299/EEC. This definitlon Is dictated by the need to ensure the
long-run éo[vency of credit institutions - a need based In part on the
Illiguld nature of most of their assets - 1In order to realize the
fundamenta! supervisory goals of depositor protection and the stablility

of the financlal system.

However Member States may permit credlt institutions under the “tradling
book" option to use an alternative definition of "own resources” wlth
regard to the requlrements on their trading books. Thls includes a much
higher proportion of subordinated debt than In the previous definitlon,
though a celling Is placed on such debt so that the key supervisory
goals are not compromised. The provislon of the alternative deflnition
allows such credit instltutlons to more easlly meet the volatlle own
resources requirements associated with thelir trading positlions, and
ensures that the nature of thelir own resources Is broadly simllar to
that for Investment firms which are not credit instlitutions using the

"aiternatlive definltion” described In paragraph 14.

The competent authoritles may apply the definltion of "own resources" in
Council Dilrective 89/299/EEC to this latter group, or an “alternatlve
defInition". This alternative definition is focussed more on flquidlty
than solvency; thus I[1llquld assets are deducted In full from capital,
but a greater amount of subordinated debt Is . allowed. The highly liquid
nature of such firms’ assets means that requiring them to provide
capltal In thls form against the risks they run Is fully consistent with
the fundamental! oblectives of securitles market supervisors. it Is also

in line with the approach adopted by US securlties market supervisors.



Article 1
15. This provides for all Investment flrms, as defined [n the Councit!
Directlve on Investment Services (.../... EEC), and for all credit

. 18.

17.

18.

Iinstltutlions subject to the requlrements of the Council! Directlive on a
Solvency Ratlo for Credit Institutlions 89/647/EEC, to be within the

scope of this Directlive.

Article 2

This Article defines certaln terms used in the Directive, which are not

deflned or explained in the Investment Services Directlve.
Article 3

Levels of Initial and minimum capitai are lald down here for investment
filrms that are not <credit institutions. The purpose of such
requirements Is to ensure that such firms have enough starting capital
to begin business in the provision of the services they have been
authorized to supply. Two categories of such firms are, however,
excluded from both these obligations and the business-related
requirements referred to In Article 4. These are local flrms and
Investment advisers. They are excluded because thelr fallure poses no
threat to Investors, or to the general stablility of the financial

system.

Allowance Iis made for firms in existence at the time the Directive Is
impliemented which fail to meet the minimum levels stipulated for them in
the Article, and also for firms whose Initial capital falls short after
Its Implementatlon due to losses. These provisions broadly mirror those
in the Second Banking Coordinatlon Directive, aithough an addltional
clause allows very small firms to continue In existence in cases where,

as a result of the death of the owner, control shifts to an heir.



19.

20.

Article 4

Thls Article describes In general terms the flpancial requirements for
firms covered by the Directive. An Important dlistinction Is made
between those Investment firms which are not credit Institutions and
those which are. The former filrms are required to put up capital
against each of the risks ldentified In the Directive, in the mannef
laid down In Annexes 1 to 5. Their overall requirement is the sum of

the requirements lald down In each of these Annexes.

The requirements for credit Institutions differ in a number of respects
from those for non-banks. First, by contrast to Iinvestment firms which
are not credit Instltutlons, they are not required to provide capital
agalnst the ‘other risks’ catered for In Annex 5, such as the risk of a
fall in general market turnover and an individual bank’'s broking Income
falling with It. This excluslon is justified on the baslis th;t such
risks are de minimis for most credit institutions, whereas they are
often of paramount importance for other Investment flrms. Second, In
regard to thelr credit Institutions, Member States may choose to impose
a limits, instead of a capital requirements, system, to protect agalinst
foreign exchange risk. The provision of the Iimits optlion |Is
Justifiable becauée the capltal requirements In the Solvency Ratlo
Directive already take some account of this risk. Third, all credit
Institutions are obliged to establish internal systems to monitor and‘:
control the market risks associated with their business In toto, and not
simply those associated with their securities trading activities.
Finally, Member States supervisors are given the cholce of Imposing
elther the Solvency Ratio Directive requirements to their credit
institutlons’ trading activities 1[In bonds and equities, or the
requlrements for non-banks detalled In Annexes 1 to 3.



1.

22.

23.

24.

25.

26.

Article S

A mark-to-market valuatlion of positions on a daily basis is required by
this Articlie, except In the case of credlt Institutions which are
subject to the Solvency Ratlo Directive requirements on all of their

business.

Article &

This Article lays down both the type, and the frequency, of the
information a firm must provide Its competent authoritlies.

Article 7

Under this Article Member States are required to nomlnate one or more
authorities to grant authorlzatlons and to carry out the varlous

supervisory tasks envisaged by the Directive.

It stipulates that it is also open to a Member State to nominate
professional assocliations to act In this role, provided that their
status Is recognized In the overal! statutory scheme of supervision in

the country concerned.

Where several authorities have been nominated in a given Member State
for the purposes of the Directive they are required to cooperate closely

in ordsr to ensure an adequate level of supervision.

Article 8

This Article permits amendments to be made to the Directive’s rules In
certain areas by use of a committee procedure. It s modelled upon
Article 22 of the Second Banking Directive.



27.

28.

29,

30.
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Annexes 1 to 5 describe how the risks In a firm's positions, and thus
the capltal required to safeguard it, are to be calculated, whlle Annex

6 deals with the composition of the capital that is to be provided.

Annex 1

This Annex explains how firms’ net poslitions are to be measured,
including the conditions under which gross positions in an Instrument
may be reduced by the holding of offsetting poslitions in either the same
instrument or a derlivative of it. Once measured, the net positlions are

subjJect to the capital requlirements set out in Annexes 2 and 4.

The Annex allows for a degree of flexlibillty in the way In which options

and swaps are treated.

Annex 2

This Annex explains how caplital requlirements on fixed rate instruments
and equitlies are to be calculated. Lower requirements are set on paper
issued by ‘quallifying’ firms from the prlivate sector than on.that from
other firms, In view of the lower price voliatility of the former.
Qualifying issuers Iinclude credit institutions, and private sector firms
whose securities are |Ilsted on Member State, or recognized third
country, stock exchanges. Thls Annex also permits the use of
alternative systems for measuring capital requirements that are based

on the mathematical concept of duration, In certalin clrcumstances.
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32.

33.

34.
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Annex 3

This Annex covers the risk to a firm of a deal it has entered Into not
belng settled for whatever reason, for example the counterparty Involved
faitling to meet its side of the bargain, or a mailfunctioning of the
soettlement system. It explalns the method of calculating the capltal

required to provide a buffer agalnst the losses arlising In such cases.

Annex 4

Thls Annex describes the calculation of the forelgn exchange risk
requlirement. The purpose of thls requirement Is to provide a capital
buffer agalnst losses arising from adverse movements in forelgn exchange
rates when the credit Institution or Investment firm has an open
position. The method of calculatlion is also used in calicutlating foreign
exchange limits for credit instltutions If the competent authoritles so

require under Article 4.

Annex S

Capital requlrements are set In this Annex to safeguard firms against
the diverse risks that are not addressed by Annexes 2 to 4, for example

the losses arising from a market-wide fall in turnover.

Annex 6

Annex 6 Is concerned with the deflinition of this capital or ‘own funds’.
It gives the competent authorlities in each Member State the option of
applying the definition of own funds laid down In the Council Directlve
on the Own Funds of Credlit Institutions (89/299/EEC) or the alternative
definition set out in this Annex, to Iinvestment firms which are not

credit Institutions. Flrms using the latter are allowed to Include a
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larger amount of subordinated debt in their own funds than under the
former definlition, but, unlike c¢redit Institutlons, are strictily
required to deduct thelr illiquid assets. Credlt institutlons are
required to apply the definition in Council Directive 89/299/EEC, except
in the case of those which are required to meet the capital requirements
In Annexes 2 and 3. In this Jlatter case the combetent authorlities may
permit an alternative deflnitlion which is simllar, though not identlcal,

to the alternative deflnition for non-banks.
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Proposal for a )
COUNCIL DIRECTIVE

on capltal adequacy of
investment firms and credit institutions

THE COUNCIL OF THE EUROPEAN COMMUNITIES,

Having regard to the Treaty establishing the European Economic Communfty,

and in particular the filrst and third sentences of Article 57(2) thereof,
Having regard to the proposal - from the commission(1),

In cooperatlion with the European Parliament(2),

Having regard to the opinion of the Economic and Soclal Committee(3),

Whereas Council Directive ... of ... on investment services Iin the
securities field(4) has as its main objective that of alliowing
investment flirms authorized by the competent authorities of their home
Member States and supervised by those same authoritles to establilish
branches and provide services freely In other Member States; whereas It
accordingly provides for coordination of the rules relating to the

authorlzation and pursuit of business of Iinvestment firms;

(1) 0OJ No
(2) 0J No
(3) OJ No

(4) OJ No
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Whereas Directive .... does not, however, establish common standards for
the own funds of Iinvestment firms, nor indeed does it establish the
amounts of Initlal capital of such firms; whereas it does not establish a
common framew0(k for the monitoring of market risks incurred by the same
firms; whereas Dlrective .... makes reference, In several of Its
provisions, to another Community inltiative, the objedtlve of which would

be preclsely to adopt coordlinated measures In those flelds;

Whereas the approach tﬁat has been adopted Iis to achieve only the
essential harmonization necessary and sufficlent to secure the mutual
recognition of authorlzation and of prudential supervision systems;
whereas the adoption of coordination measures as regards the definition
of own funds of investment firms, the estabiishment of the amounts of
initial capital and the establishment of a common framework for the
monitoring of market risks of investment firms are essential aspects of
the harmonizatlon necessary for the achievement of mutual recognition and

thus the completion of the internal financial market;

Whereas the Member States may also establish rules stricter than those

provided for In the present Directive;

Whereas this Directive forms part of the wider International effort to
bring about approximation of the rutes In force in major countries

regarding the on-going supervision of Investment firms;

Whereas common basic standards for the own funds of Investment firms are
a key feature In the creation of an internal market In the Investment
services sector since own funds serve to ensure the continuity of
Investment firms and to protect Iinvestors; whereas such harmonization
wlil strengthen the supervision of Investment firms; whereas such

standards must apply to all investment firms In the Community;
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Whereas In a common flnancial market investment firms, whether they are
credit institutlons  or not, engage In direct competition with one

another;

Whereas the criterla for determining the composition of own funds must

not be left to the sole discretion of Member States;

Whereas the adoption of common basi¢c standards on the own funds of
investment flirms will be In the best interests of the Community In that
it will prevent distortions of competition and wil!l strengthén .the

Community financial system;

Whereas Investment firms which are credit institutions already have the
deflnltlon\of own funds provided for in the Council Directive 89/299/EEC
of 17 April 1989 on the own funds of credit Institutions (1);

Whereas, there are reasons why the definition of own funds of investment
firms may be adapted from that In Directive 89/299/EEC In order to take
account of the particular characteristics of the activities of those

firms;

Whereas, however, the basis for a definition of own funds for investment
firms, which are not credit institutions, should be the definition of. own

funds of credit institutlions;

Whereas It Is necessary to establish at Community level the amounts of
minimum Initial financial resources that competent authoritles must

requlre from investment firms in order to grant them authorisation;

Whereas these amounts should be fixed at a level which should ensure that
firms engaging In Iinvestment services have the capacity to fuifil their
oblligatlons without, at the same time, representing an (inappropriate

barrier to entry In the market by new firms;

(1) OJ No 124, 5.5.1989, p. 16.
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Whereas it |[s appropriate to give Member States the possibility of
reducing these amounts In cases where investment firms are not authorized
to hold customers’ monies or securities, nor to act as market makers, nor

to underwrite, nor to take positions of their own;

Whereas existing investment firms should be permitted to continue their
business even if they do not comply with the minimum amount flixed for new

firms;

Whereas, as regards Investment firms which are credit Institutions, the
amount of minimum initlal capital Is already established in the Second
Councli Directive 89/646/EEC of 15 December 1989 coordination of laws,
regulations and administrative provisions relating to taking up and
pursult of the business of credit instltutions and amending Dlrective

77/780/EEC) (1)

Whereas it Is necessary to provide a common framework for the supervision

and monitoring of market risks of Investment firms;

Whereas such a framework must cover the maln risks Incurred by investment
firms and, in particular, position risks, counterparty/settiement risks,

Interest rate risks and foreign exchange rlsks;

Whereas the best approach to ensure the financlal soundness of Investment
firms is to Impose on them the obllgation to provide at all times a
certain amount of own funds to cover each of the risks assocliated with

thelr particular activities;

(1) 0J No 386, 30.12.1989, p. 1.
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Whereas, for credit Institutions, one main part of the risk assoclated
with thelr business 1Is already covered by the Councii Directive
89/647/EEC of 18 Decmeber 1989 on a solvency ratio for credit
Institutions(2);

Whereas, for that reason, It |Is appropriate to give the competent
authorities the possibiliity to choose between either applying
Directive 89/647/EEC to the whole book of credit institutions or applying
the framework provided for in this Directive to thelr trading book;

Whereas, In any case, credlit instltutlons must comply with the provlsfons

of thls Directive as regards the coverage of their forelgn exchange risk;

Whereas the existence, in all credit Institutions, of internal systems
for monitoring and controlling the market risks on all their business is
a particularly important way of minimizing such risks; whereas,
consequently, It Is necessary that such systems be approved by the

competent authorities;

Whereas technical modlfications to the detalled rules lalid down in this
Directive may from time to time be necessary to take account of new
developments In .the Investment services sector; whereas the Commission
shall accordingly make such modiflcatlons as are necessary within the
limits of the Implementing powers conferred on the Commission by the

Treaty;

HAS ADOPTED THIS DIRECTIVE:

(2) OJ No 386, 30.12.1989, p. 14,
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SCOPE

Article 1

1. Member States shall apply the requirements of this
Directive to Investment firms deflned |In accordance‘wlth
the 3rd Iindent of Article 1 of Dlrective .../.../EEC,
[relatling to investment servkce%] and to credit

Institutions as deflined In Article 2.

2. A Member State may Iimpose additlional or more stringent
. requirements on the investment flrms and credit

Instittutlons that It has authorised.
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DEFINITIONS

“Article 2
For the purpoées of this Dlrective:

- "credlt Instlitutions" means all instlitutlons meeting the
definltlon in the 1st indent of Article 1 of the Councli]|
Directive 77/780/EEC(1)  which are subject to the
requirements arising from Councl| Directive 89/647/EEc(2);

- the "trading book" of a credit lnétltutlon shalil include
-l1ts proprietary positions 1In transferable securities or
derivative Instruments, which are taken on by the credit
Instltution In order to benefit from actual or expected
differences between thelr buyling and selllng pflces, or In

order to hedge other elements of the tradlng book;

- "exchange-traded instruments" means Instruments which are
traded on, or under the rules of, a stock exchange, or
flnanclal futures or options exchange established and
offlclally recognized in the relevant Member State, or
established In a third country and recognized by  the
competent authorities of the relevant Member State.
Instruments which are traded on such exchanges and markets
shall be classifled as equities, debt instruments, futures,

options, convertibles and warrants, In this Directive;

- “over-the-counter (OTC) instruments* means all other

instruments;

(1) 0J No L 322, 17.12.1977, p. 30.
(2) 0J No L 386, 30.12.1989, p. 14.
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"qualifylng Issuer" means a credit Institution, or a firm
whose securlities are listed on a stock exchange In a Member
State, or In a stock exchange in a third country when this
exchange |Is recognized by the competent authorities of the

relevant Member State;

“central government" refers to the ‘central government or
central bank of Member States and all other countrlies which
are members of the Organlzation for Economlc Cooperation
and Development (OECD) and any country whlch has concluded
special lending arrangements with the International
Monetary Fund (IMF) . associated wlth the IMF General
Arrangements to Borrow (GAB);

"other publlc sector" means reglonal governments and local
authorities In countries which are members of the OECD or
which have <concluded speclal arrangements with the |IMF
assocliated with the IMF's GAB;

*convertlible"” means a security, which, at the option of the
holder, can be exchanged for another security, usualily the

equity of the Issuer;

"warrant" means a securlty which gives the holder the right
to purchase a number of sharss of common stock, or bonds,
at a stipulated price up untit the warrant's expiration

date;

"repurchase agreement" means an agreement In whlch.a firm
sells securities subject to a commitment to repurchase them
(or substlituted securities of the same description) at a
specifled future time and price, according to the
provisions of Article 12(2) of the Councll Directive

86/635/Eec(1);

(1)

0J No L 372, 31.12.1986, p. 1.
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"reverse repurchase agreement” means an agreement in which
a firm buys securlties from a counterparty and agrees to
sel | them (or substituted securitles of the same
descriptlion) back to that counterparty at a specifled
future time and price, according to the provisions of
Article 12(2) of Directive 86/635/EEC;

"ciearing member" means a member of both the exchange and
the c¢learing house, thus having a direct <contractual
relationship with the central counterparty (market
guarantor). Non-clearing members must have their trades

routed through a clearing member;

“|ocal flrm" means a firm dealing only for its own account
on a financlal futures or options exchange or for the
accounts of, or making a price to, other members of the
same exchange, whlch |Is guaranteed by a clearing member of
the same exchange, with thils guarantee beling taken Into
account In the setting of the guarantor's capltal

requirements;

“delta" means the expected change in an option price as a
proportlion of a small change in the price of the instrument

underliying the option;

for the purposes of Polint 5 of Annex 1, "long position"
means a positlon in which a firm has flxed the Interest
rate It will receive at some time In the future, and "short
posttion" means a position in which It has fixed the

Interest rate It will pay at some time Iin the future;



_22_

- "own funds" means own funds as defined 1In Dlrective
89/299/EEC. However this definitlion may be modifled, for
credit institutions, in the circumstances described In
Point 2 of Annex 6. In the case of Investment flirms which
are not credit Institutlions, the competent authorities may

use the definition set out in Point 4 of Annex 6 Iinstead;

- “Initial caplital" means capltal as defined In Points (1)
and (2) of Article 2(1) of Dlirective 89/299/EEC. The palid-
up share 'capital component of this shall comprise all
amounts regardless of their actual deslignations, which, In
accordance with the legal structure of the iInstitution
concerned, are regérded under natlonal law as equlity
caplital subscribed and paid by the shareholders or other

proprletors.

~INITIAL CAPITAL AND DEROGATIONS FROM CAPITAL REQUIREMENTS

Article 3
1. References to Investment flrms in Articles 3 to 6 denote
only those investment firms which are nelther credlt

Institutions, nor local flrms, nor flrms engaged purely In

the business of supplylng Investment advice.

2. Investment firms shall have Initial capital of at least
ECU 500 -000.

3. Member States may reduce thls amount to ECU 50 000 where a
firm is neither authorised to hold customers’ monies or
securities, nor to act as a market maker, nor to underwrite
except where the firm is involved only in the distribution

of Iissues on a best efforts baslis.
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Member ,Stafes may reduce the amount In paragraph 2 to
L ECY 100 000 in the case of firms who hold cllents’ monies
or securities in acting as agents or bortfollo managers,
but who do not hold trading positions of their own..

Notwlthstanding paragraphs 2, 3 and 4, Member States may
contlnue the authorisation of Investment flrms Iin existence

before this Dlrectlve Ils Implemented, whose own funds are

less than the (initial capltal levels specified in those
paragraphs. The own funds of such firms shall not fall
below 'the highest leve | recorded after the date of

notiflcatlon of this Directive.

If control of an investment firm falling within paragraph 5
Ils taken, other than through Inheritance, by a natural or
legal person other than the person who controlled It
previously, the own funds of that institution must attain
at teast the appropriate level prescribed for initlal
capltal in paragraphs 2, 3 and 4. ' ‘

However, 1|in certalin specific circumstances and with- the
consent of the competent authorities, where there is a
merger of two or more Investment firms, the own funds of
the flrm resulting from the merger need not atfaln the
fevel of Inltial capital referred to Iin paragraphs 2, 3 and
4. However the own funds of the new investment firm may
not fall below the total own funds of the merged firms at
the time of the merger, as long as the appropriate levels
pursuant- to paragraphs 2, 3 and 4 have not been attained.

An. investment firm's own funds may not fall below tﬁé
amount of lﬁltlal.capltal required under paragraphs 2, 3
and 4 or the amounts of owﬁ funds required under paragraphs
5, 6 and 7. However, I[f, in the cases referred to in
paragraphs 2,3,4,5 and 7 the own -funds should be reduced,
the competent - authorities may, where the clrcumstanées
Justify It, allow an Investment firm a limited period In

which to rectify its situation or cease its activitlies.



PROVISION AGAINST RISKS

Article 4

1. Investment flrms shall provide at all times a certain
amount of own funds to cover each of the various risks
associated with their partlicular activities. The sum of
these amounts, which shall be calculated in accordance
with the methods outllned in paragraph &5 below énd
Annexes 1 to 5§, shall be their overall own funds
requlrement. They shali ensure that thelir overall own
funds requirement is Ilower than or equal to the own
funds that they hold.

2. Credit institutions shall provide, in addition to the
requirements set Iin Directive 89/647/EEC and any set in
paragraphs 4 and 5‘ beliow, own funds to cover their
forelgn exchange rilsk; this amount shall be calculated
In accordance with the method outl!lined Iin Annex 4.

Pending further harmonisation however, Member States

may walve the application of ‘thls requiremsent In
relation to credlt Instlitutions whose business s
Imited as follows: their overall net forelgn exchange

positicen, calculated In accordance with Annex 4, must

not exceed the equivalent of 10% of own funds.

3. The competent authorities shall requlre credit
institutions to set up systems, which need to be
approved by the competent authorities, to monitor and
control the interest rate, equity price and

counterparty/settlement risks on all of thelr business.
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4. The competent authoritles shall. require _ credit
institutions - either on a general, or on an
individual baslis - to meet the caplital requlirements
set out in Directive 89/647/EEC on all of thelr

business, or may, instead of thls, require them to meet
the capltal requirements lald down In Annexes 2 and 3
hereto on their trading books, and the requirements of
Directive 89/647/EEC on the rest of their business.

5. The competent authoritles in Member States shall
require that Iinvestment flirms have adequate own funds

to cover the risks arising In connectlon with business

that Is outside the activities listed In Council
Directive ../.../EEC ([relating to investment services].
In addltion they shall ensure that the own funds of

Investment firms, and those credit Instlitutlons that
are requlred to meet the <capital requlrements In
Annexes 2 and 3 hereto, protect them agalnst the risks
In those Instruments that fall within the activities of
Council Directive ../.../EEC ([relating to investment
services] but which are not explicitly catered for in
this Dlirective, and, in the <case of such credit
Instltutions, are within the trading book. All cases
covered by this paragraph shall be reported to the

Commission by the retevant competent authorities.

EVALUATION OF POSITIONS FOR REPORTING PURPOSES

Article §

1. Positions shall be marked to market daily by investment

firms and credlt Institutlions unless Annexes 2, 3 and §

hereto do not apply to them.
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2. In the absence of readily avallable market prices
e.g. in the case of dealing 1Iin new Issues on the
primary markets, the authoritles may waive the
requlirement under paragraph 1, and requlire firms to
use alternative methods of evaluation provided that
these methods are sufficiently prudent, and have been

approved by the competent authoritles.

REPORTING REQUIREMENTS

Article 6

1. Member States shall requlire that investment firms and
credit institutions provide the competent authorlties
of the home Member State with all the information

necessary to assess their compliance with the rules

adopted in accordance wlith this Directive. Member
States shall also ensure that investment firms‘’ and
credit institutions’ internal control mechanisms and

administrative and accounting procedures permlit the
verification of thelir compllance with such rules at alli

times.
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2. Investment firms which are not credit Institutions
shall be obliged to report to the competent
authorlties in the manner speclfied by the Tlatter at
least once every month in the case of flirms which are
authorised to deal as principal, at least once every
three months In the case of those firms described In
Article 3(4), and at least once a year In the case of
those firms covered by Artlicle 3(3). Such reports must
be received by the competent authoritles within two

weeks of the end of the reporting period.

3. Credit institutions shall be obliged to report in the
manner speclified by the competent authorities at the
same time as they are cbllged to report.under Directive
89/647/EEC, and at more frequent Intervals If the

competent authorities so request.

COMPETENT AUTHORITIES

Article 7

1. Member States shall designate the authorities which are
to carfy out the duties provided for in this Directive.
They shall inform the Commission thereof, indicating

any dlvislon of duties.

2. The authoritlies referred to in paragraph 1 must be
public authoritles or bodles officially recognized by
national law or by publlc¢ authorities to be part of the
supervisory system prevaliling in the relevant Member
State.

3. The authorities concerned must be granted all the
powers necessary to carry out their tasks.
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4. The competent authoritlies of different Member States

shall collaborate c¢losely to carry out the dutles
provided for in this Directive, partliculariy when

Investment services are provided on a services baslis or
by the establishment of branches in one or more Member
States. They shall supply one another on request with
all Information likely to faclilltate the supervision of
the capital adequacy of Investment firms and credit
instltutions and partlicularly the verlflcation of thelr
compllance to the rules laid down In this Dlirective.
Any exchange of informatlion between competent

authorities which Is provided for in this Directlive in

respect of Investment flrms shall be subject to the
obligation of professional secrecy as set out in
Article 20 of Directive .../.../EEC [relating to
Investment services] and, in respect of credit

Instlitutlions, subj)ect to the obligation set out In
Article 12 of Council Directlve 77/780/EEC.

COMMITTEE

Article 8

1. The technical amendments to be made to thls Directive
In the following areas shall be adopted in accordance

‘with the procedure lalid down In paragraph 2:

= deflnitions In Article 2;

- Inltlal capltal requirements In

- Article 3;

- ceiling referred to In Article 4(2);

- treatment of Iinstruments within the scope of
Directive ../.../EEC relating to investment
services , but not covered in this Directlve;

- calculation of net open positions in Annex 1;

- Annex 2;
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counterparty/settliement risk weights In Annex 3;

foreign exchange risk weights in Annex 4;

time period used in Annex 5;

definitlion of own funds In Points 2, 4 and 5§ of

Annex 6.

2. Whenever the technical amendments referred to in the
flrst paragraph are to be made to this Dlrectlve,
Article 23(2), of Council Directive ../.../EEC
[relating to Investment services] shall apply.

- FINAL PROVISIONS

Article 9

1. Member States shall bring into force the laws,
regulations and administrative provisions necessary to
comply with thls Dlirective by 1 January 1993 at the
latest. They shall forthwith inform the Commlsslion
thereof.

The provisions .adopted pursuant to the flrst paragraph
shall make express reference to thils Directive. \

2. Member States shall communicate to the Commission the
texts of the main laws, regulations and administrative
provisions which they adopt In the field c¢overed by
this Dlrective.

Article 10

Thls Directive Is addressed to the Member States.

Done at Brussels, For the Counclil

The Presldent
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ANNEX 1

CALCULATION OF NET OPEN POSITIONS

Equity and debt Instruments

1. The firm's long and short positions in the same equity,
debt and convertible Issues shall be netted. In
calculating the net position the competent authorities
may allow poslitlions In derlvative instruments to be
treated as the under lying (or notional)
security/securities. The competent authoritles shall
allow the netting of identical financial futures,

optlons and warrants, contracts.

2. Debt instruments denominated in the same currency shall
be grouped by maturity (according to Annex 2) in
reflection of the residual maturity of flxed rate
instruments, and the period to repricing of other

instruments.
3. Debt instruments shall be categorised by Issuer as
follows: central government, other public sector,

qualifying and other.

Convertibles

4. No netting Is allowed between convertibles and
offsetting positions In the underlying instrument
Itself, unliess the competent authorities adopt an
approach under which the |lkellhood of a particular
convertible being converted Is taken Into account, or
have a capltal requlrement to cover any potentlal loss

whlch could be Incurred on converslon.



Other

_.3']‘_.

Iinstruments

5.

interest rate futures and forward rate agreements

(FRAs) which are not based on an underlylng instrument,
will be treated as combinatlons of Ilong and short
positions. Thus a long futures position will be treated
as a comblnation of a borrowing maturing on the
delivery date of the futures contract and a holding of
an asset maturing on the expliration date of the future.
The opposite holds for a short positlion. Both the
borrowing and asset holding will be Included iIn the
central government column of Table 1 In Annex 2. A

future or a forward which Iis based on an underlying

debt instrument will be treated as either a long or
short poslttion in the underlying Instrument. Its
maturity wlill be taken to be the period until dellivery
or exerclse of the contract, plus the 1life of the
underlying ‘security, or, If the life of the underlying
securlty exceeds a year, as this 1life Itself. The

competent authorities may allow the requirement for an
exchange-traded future to be equal to the margin held
at the exchange [f they are fully satlsfled that it
provides an accurate measure of the risk assoclated

with the future.

Options on Iinterest rates, debt Instrqments, equities,
financial futures, swaps and foreign currencies, are
treated as if they were positions in the delta
multiplted by the amount of the unﬂerlylng instrument
to whlch the option refers. The deita used should be
that of the exchange concerned, or, where this is not
available or for OTC options, that calculated by the
firm itself, subject to the competent authorities being
satisfied that the model used by the firm is
reasonable. The competent authorities shall require
that the other risks, apart from the delta risk,
assoclated with options are safeguarded against. The

competent authorities may allow the requirement agalinst
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a wrlitten, exchange-traded option to be equal to the
margin held at the exchange if they are fully satisfled
that It provides an accurate measure of the risk
assoclated with the optlon, and for the requirement on
a bought, exchange-traded or OTC option to be the same
as for the instruments underlying Iit, subject to the
constraint that the resultlng requirement does not
exceed the market value of the option. The requirement
against a written OTC option willl be set In relation to

the instrument underlylng It.

7. Swaps wlll be treated for interest rate risk purposes
on the same basis as on-balance sheet instruments. Thus
an interest rate swap under which a firm recelves
fioating rate interest and pays fixed rate Interest
wlll be treated as equivalent to a long position Iin a
floating rate instrument of maturity equivalent to the
perlod untl! the next Iinterest fixing, and a short
positlion In a flxed rate Instrument with the same
maturity as the swap itself. Combetent autheorities may
however set alternative redulrements to these for firms
using swap models which provide, to the satisfaction of
the competent authoritles, a more accurate measure of

the risks in swaps.

8. Warrants shall be treated In the same way that options

are treated in paragraph 6.

currency converslton

9. All net poslitions, Irrespective of thelr sign, must be
converted on a daily basis Into the flrm's reporting
currency at the prevailing spot exchange rate before

thelr aggregation.
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ANNEX 2

Position risk

Investment flrms shall calculate thelr net posltions as

defined in Annex 1.

investment firms will apply the welghts shown in Table

1 to thelr net, fixed Interest rate positions, whether

in thelr own or foreign currencies, as calculated In

Annex 1, and thus calculate their welighted long

positions and theilr weighted short positions. '
Table 1
Residual © Central Other public sector Other
maturity government and qualifying

and European
Communi ty
X 3 x

up to 3 months 0.3 0.5 8.0
more than 3 up to. 6 months 0.5 1.0 8.0
more than 6 up to 12 months 1.0 1.6 8.0
more than 1 up to 2 years 1.6 3.6 8.0
more than 2 up to 5 years 2.9 4.9 10.0
more than 5 up to 10 years 3.8 5.8 15.0
more thon 10 up to 20 years 4.8 6.8 15.0
Over 20 years 5.8 7.8 15.0

The capltal requlirement will be

the sum of the weighted long positions
plus the sum of the welghted short positions

less

any hedging allowances, calculated as follows:

- - 150% of any welghted long (or short) position in
central government bonds which can be offset In
-part or fully agalnst a weighted short (or |long)
posltion in central government bonds In the same or

an adjacent maturity band;
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- 100%¥ of any welghted long (or short) position in
central government bonds which can be offset 1In
part or fully against a welghted short (or !ong)
poslition In central government bonds I[In the next-

but-one maturity band;

- in the case of hedges between positlons in the
‘other public sector and qualifying’ bonds (the
second category In Table 1), the respective
percentages are 120%¥ and 80%, rather than the 150%

and 100%¥ used for central! government bonds.

- In the case of a hedge between a position In
central government bonds and a posltion In ‘other
publlic sector and quallfylng’ bonds, the respective

percentages are also 120% and 80%.

(Note that the unused portion of partially offset
weighted positions can be employed in this

process.)
Duratlon

4. Competent authorities 1in a Member State may use a
system for applying capital requirements to the
interest rate dependent busliness of investment firms,
which reflects duration, Instead of the rules set out
in paragraphs 2 to 3 above, so long-as the requirements
emanating from it are broadily equivalent to those
resulting from the application of the rules in

paragraphs 2 to 3.

Equities
5. The capital required against a ltong or a short equity
poslition shall be 10¥ of Its value In the case of a

qualifying equity and 25% for any other equity.
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The competent authorlitles may aliow a reduction In the
requirement for any reduction in risk due to
diversification, whether through the Iinvestment firm
holding a large number of long, or short, positions in
equlitlies or equltlés derivatives, or from its holding
long and short positions |In different equities and
equities derivatlives. However any such reduction shail
only be allowed on the basis that the resulting capltql
requirement is sufficlent to cover the firm agalinst a
10% change In the general level of equity prices on its

main markets.

Underwriting of debt and equity iInstruments

Rlisk

In the case of underwriting of Issues of debt and
equlty Iinstruments, the competent authorities may ailow
the welghts referred to In paragraphs 2 and 5 above to
be reduced by 60% during the first week, by 35% during
the second week, and by 20%¥ during the third week
following the day on which the underwriting firm
entered Into an irrevocable commitment to purchase the
securltles, provided that the securitles In question
are to be traded on a regulated market recognised by

the competent authorlties.

concentration

An Investment firm which has, or |is committed to, a
long or short poslition In a particular. Issue of
securlties which exceeds 25% of the. total Issue, shall
meet an additional capital requlremént equivailent to
100% of the requirement against the unhedged position

set out In paragraphs 2 and 5 above.
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An Investment flirm's total exposure to an Issuer cannot
exceed 25% of Its own funds wlthoutvthe Investment'flrm
notifying the competent authorlities: the flrm shail
meet an additlional capital requlrement against such
exposures, calculated by summing the requirements

against each unhedged position In the overall exposure.
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ANNEX 3

Counterparty/settliement risk

1. In the case of transactions In which bonds and equities
(excludling repurchase and reverse repurchase
agreements) are. unsettled after their due dellivery
dates, a firm must calculate the price dlfference to
which It Is exposed. This Is the difference between the
agreed settiement price for the bond or equity in
question, and |Its current market value, where 'the
difference could involve a loss for the firm. It must
multiply thils difference by the appropriate factor 1In
Column A of Table 1 In order to calculate its capital

requirement.

2. Notwlthstanding paragraph 1, a firm can, at the
discretion of Its competent aufhorltles. calculate Its
caplital reguirements by multipiyling the agreed
settiement price of every transactlion which ls
unsettled between 5 and 45 days after Its due date, by
the appropriate factor in Column B of Table 1. From 45
or more days after the due date it shall take the
requirement to be 100% of the price difference to which

It Is exposed, as In Column A.
Table 1

Number of days after ) Column A - Column B

due settlement date

5-15 8% 0.25%
16-30 50% - 0.5%
31-45 75% 2.0%

46 +more 100% see para. 2
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Repurchase and reverse repurchase agreements

3. In the case of repurchase agreements the firm shall put
up the difference between the market value of the
securlities, and the amount borrowed by the firm (which
is thelr original sale value) where this difference Is
positive. In the case of reverse repurchase agreements
the firm shall put up the difference between the amount
it has lent plus accrued interest, and the market value
of the securitlies It has received (which Is thelr
origlnal sale value plus accrued interest) where this
difference Is positive. In the case of both repurchase
agreements and reverse repurchase agreements the
competent authoritles may reduce the regulrement to the
extent that the borrower provides the lender with the
margin that Is normally requlred |In the market in

question.

OTC derivative instruments

4. The requirement shall be calculated as follows: flrst
the filrm will sum (1) the total replacement cost
(obtained by marking to market) of all its contracts,
including bought equity option contracts, with
positive values and (ii), in the case of Interest rate

and exchange rate contracts, an amount for potential
future c¢redit exposure, calculated by multiplying the
total notlonal principal amount of its contracts by the -

following weights, as appropriate:

Residual maturlty Interest rate Exchange rate
contracts contracts
less than one year - 1.0%

onhe year and over 0.58% 5.0%
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The capltal requirement wIII'be 4% of the sum of fl) and
(It) where the counterparty 1is in the non-bank prlvate
sector, 2% of the sum where It |Is In the banking sector
and/or in the reglional government or local authorlty sector;
and zero if it is the centrai governmeht.
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ANNEX 4

Forelgn exchange risk

The overall net forelgn exchange position, calculated
Iin accordance with the procedures set out below, shall

be assligned an 8% caplital requirement.
A two-stage calculatton shall be used.

First, the firm’'s net open currency position In each
currency (lincluding the reporting currency) shall be
calculated. Thls position shall consist of the addition

of the following elements (positive or negatlive):

the net spot position (l.e. all asset Iitems less all
llablllity items, including accrued Interest, 1In the

currency in question);

the net forward position (i.e. all amounts to be
recelved less all amounts to be paid under forward
exchange transactions, including currency futures and

the principal on currency swaps not inciuded in the

spot position);

guarantees (and similar Iinstruments) that are certain

to be called;

net future Income/expenses (at the discretion of the
reporting institution; when this discretion has been
used, It may not be changed wlthout the prior approval

of the competent authorities);

the net delta (or delta-based) equivalent of the total

book of foreign currency options.
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Second, net short and long positions in each currency
other than the reporting currency, shall be converted
at spot rates Into the reporting currency. They shall
then be summed separately .to form respectively the
total of the net short positlions and the totaf of the
net long positions. The higher of these two totais will

be the flrm's overall net foreign exchange posltlion.

Net positions In composite currencles may be decomposed
into the component currencies according‘to the quotas

in force.
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ANNEX §

Other risks

Investment firms, excluding credit Iinstitutions, shall
be requlired to hold own funds equlvalent to one quarter
of thelr previous year's fixed overheads. The competent
authorlitlies may adjust this requirement In the event of
a material change to a firm's business since the
previous year. wWhen the flrm has not completed a
year's buslness, Including on the day It starts up, the
requirement wlill be a quarter of the flixed overheads
figure proJected In Its business plan, uniess an
adjustment to this plan Is required by the authorities.
For flrms that are starting up, own funds shall be
greater than or "equal to this amount, and initial
capital at least equal to the redulrements tald down in
Article 3.
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ANNEX 6

own funds

4(1)

(2)

The own funds of credit Iinstitutions shall be deflned
In accordance with Council Directive 89/299/EEC.

Notwlthstanding paragraph 1, the competent authorftles
may permlt those credit institutlons which are obliged
to meet the capltal requirements on thelr trading book
that are laid down in Annexes 2 and 3, to use an
alterﬁatlve definition of own funds when meeting these
requirements. This aljternative definition shall
Include share capltal and reserves as defined in Points
(1) and (2) Article 2(1) of Council Directive 89/299/EEC,

and subordinated loan caplital sublect to the following
condlitions. First, this subordinated loan capltal
shall not exceed 250% of the share capital and reserves
Included in this definition. Second, the use of this
alternatlive definitlion shall not result In adding more
than 25% to the total amount of own funds which would
result from applying Council Directive 89/299/EEC to
the credit institution as a whole. Third, the
condltlions lald down in 5(2) below must apply to this

subordinated loan capital.

The own funds of Investment firms which are not credit.
institutions shall be deflned in accordance Wwith
Councll Directive 89/299/EEC.

Notwithstanding the requirements of paragraph 3, the
combetent‘authorltles may permit investment firms which
are not credit Iinstitutlions an alternative definition

of own funds. Thls shalil Include:

share caplital and reserves as defined In 1(1) and 1(2)
of Article 2 of Councll Dlrective 89/299/EEC;
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(4)

(%)

(6)

S(1)

(2)

(3)

m4[+_

minus Intangible assets within the meaning of Artlcle
4(9) ("assets’') of Counclil| Dlrective 86/635/EEC;

plus net profits (or minus net losses) after allowance
for all anticipated tax liabilities;

plus subordinated loan capital subject to the

condltlons set out in paragraph §(2);
minus I'tliquld assets.

Firms shall be requlred to satisfy their auditors and
competent authorities that they have adequate systems
to calculate with reasonable accuracy at any time the

financial position of the flrm.

The subordinated loan capital referred to In 4(5) shall
have an |Initlal maturity of at I|east two years. It
shall be fully paid-up and the loan agreement shall not
Include any clause providing that, in specifled
circumstances, other than the winding-up of the
investment flrm, the debt will become repayable before
the agreed repqyment date, unless the supervisory
authorities agree to It having been given two days’
notice. Subordinated debt may not be repaid IJf such
repayment would mean that the own funds of the firm In
question would then stand at below 120% of the firm’'s

overall requlrement.

The subordinated loan caplital referred to In 4(5) may
not exceed a maximum of 250X of the sum total of items
4(2) plus 4(4) less 4(3) and should only approach thls
maximum In particular circumstances acceptable to the

relevant competent authoritles.
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(4) 1111quid assets Include:

- flxed assets (except to the extent that land and
buildings are allowed to count against secured

loans);

- Investment In connected companles | f these
companles are subsidliaries or iIf the shares are not

readlly reallsable Investments;

- deposlits made, other than those which are with a
credlt Institution, local authority or regional
government and available for repayment wlithin
ninety days, and also excluding margin payments in
connectlon with futures or written options

.contracts;
- guarantees given;
- deficlencles In subsidlaries;
- all other assets (Including physical stocks) unless

they are subject to the capital requirements set
out in thils Directive, or pursuant to Article 4(5).



_46_

COMPET ITIVENESS AND EMPLOYMENT IMPACT STATEMENT

PROPOSAL FOR A COUNCIL DIRECTIVE ON CAPITAL ADEQUACY
OF INVESTMENT FIRMS AND CREDIT INSTITUTIONS

l. What is the main reason for introducing the measure?
The main reascn for introducing the measure Is to ensure that

consumers of financial services are adequately protected by imposing

minimum capital requirements on Investment firms.

. Features of the businesses [n guestion

The scope of the proposal covers credit institutions and non-
bank Investment flrms which are dealers or brokers in securities, as
well as portfolio managers and Investment advisers.

a) There are many SMEs, mainly In the Unlited Kingdom.

b) There Is no particular regional concentration.



- 47 -

L. What direct obligations does this measure |mpose on
businesses?

~ Buslnesses are required. to comply with requlirements relating
to minimum start-up capltal which varles with the type of rlisk

resulting from the activities the firm is carrying out.

For low-risk activities, such as Iinvestment advice only. or
“locals", there 1Is no initial or on-going capital requirement.
(Locals are members of filnancial futures or optlons exchanges whose
transactlions are guaranteed by other member firms of the exchangs.)
The general start-up capital Is set at ECU 500 000. Member States
may reduce this requirement to ECU 50 000 for firms which do not hold
customers’ money or securities, or to ECU 100 000 for brokerage firms
which hold customers’ money or securities but who do not take trading
poslitions for their own account. Flirms already in existence before
implementation of the directive may be granted an exemption

(grandfathering clause) from these Initial capital requirements.

Firms wlll also have to meet on-going capital requirements
. based on an expendliture measure and on their position risk,
counterparty risk and forelgn exchange risk. These risks are
strictly proporflonal to the slze of each business and to the size of

the risk taken.

None
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V. Are there anvy special measures |n respect of SMEsS?

Implicitly SMEs will be the main beneficiaires of the
"grandfathering clause" concerning Initial capital, as well as of the
_exceptlon‘for "locals" and pure investment advisers.

VI ~ MWhat 1s the likely effect on:
a) the competitiveness of businesses?

Investment firms‘’ own funds shouild reflect the risks taken
and the slze of their transactlons. This should Iimprove thelr

performance and reduce their fallure rate.

b) employment?

Because of the "grandfathering clause" there should be no
reduction In the number of already existing firms. There Is |lkely
to be some reduction In the number of new entrants as not all
candidates would be able to meet the initlal capltal requirement of
ECU 50 000 or ECU 100 000. This effect might, however, well be
compensated for by the fact that all authorlsed firms could engage In
securltles‘buslness throughout the Community on the basis of home
country authorisation and supervision. In addition, consumers of
financial services should have more confidence in small and medium-
sized Invéstment firms, knowing that they are likely to be
sufficliently capitailzed in relatlon to the size of their business.
The survival rate of new entrants should Increase because of a larger

capacity to absorb losses.
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VI, Have both gideg of Industry been consuited?

There have been no consultations wlth representatives of
employees. -

As far as -the business sector Is concerned, there have been
requests made to the Commission by representatives of the flinanclal
futures and optlions exchanges In France, the Nether]ands and the
United Kingdom In favour of "locals". These demands have been met by
the exclusion of “"locals" from Inltlal and on-golng capltal
requirements.

In addltion, there have been requests made by FIMBRA
concerning the ievel of the Initlal start-up requlirements. These
demands have been met; as far as compatible with consumer protection,
by excludlhg pure Investment advisers from any capital requiremnets,
by providing an Intermedlate level of start-up capital of ECU 100 000
for brokers who do not take positions, and by the "grandfathering
clause" for exlisting firms.
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