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Abstract 

As European financial firms raced to comply with 
sweeping European Union rulebook changes ahead of a 
January 2018 deadline, firms now as far as the US and 
Asia are having to cope with the far reaching overload as 
EU regulators set serial deadlines and tweak previously 
announced changes to trading rules. 

MiFID II covers a huge range of issues, touching on a 
wide array of financial sectors, which means very 
different types of implementation challenges for 
sectoral businesses. 

There are a lot of other regulatory changes going on, and 
that impacts on resource allocation. 

Firms need to maintain focus and devote resources to 
being compliant when concurrently firms are facing other 
regulatory challenges in conjunction with MiFID II and 
MIFIR such as Basel IV, PRIIPs, Benchmark Regulation 
and others and they are also watching political or 
perceived political concerns such as Brexit and the changes 
in the U.S. to policies. 

The enormous legislative package passed in 2014 covers 
everything from trading over data recording to 
transparency around research costs. It has generated 

enormous firm costs and proved so overwhelming that the 
EU had to delay its implementation by an entire year. The 
package consists of the Markets in Financial Instruments 
Directive II and the Markets in Financial Instruments 
Regulation. 

Those under its scope for the first time face a daunting 
array of requirements. 

The greatest upheaval is likely to be faced by firms that 
have become subject to regulation for the first time as a 
result of MiFID II. This applies in particular to certain 
trading platforms: Organized Trading Facilities (OTFs) 
and High Frequency Traders (HFTs). Any such firms that 
have originally been unregulated, needed to apply to their 
National Competent Authority for authorization (NCA) 
and needed to enhance their systems and controls to meet 
their NCA requirements. 

MiFID II product regulation has changed. The old days of 
largely being able to produce any investment product and 
the investors having to make up their own minds are over. 
Firms had to do a lot of careful thinking on the target 
market, the structure of the products, how they work, and 
how investors can obtain them. 
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1. Impact on strategy 

Equivalence decisions 

As MiFID II spreads, a priority for investors is that 
European regulators need to recognise which other 
countries have rules they judge to be equivalent.  

The practical effect of doing so is that EU-based 
institutions can buy or sell a security on trading venues 
outside the EU.  

Without a determination from regulators on equivalence, 
EU-based investment firms are forced to trade European-
listed foreign stocks, even if there are significant 
disadvantages in doing so.  

Fund managers, for example, would have to buy or sell 
shares in Google parent Alphabet or Amazon via their less 
liquid listings in Frankfurt, rather than the main listing on 
the Nasdaq in New York.  

There are more than one hundred trading venues that 
regulators need to sign off, in order to do the same 
business done last year. 

As per January 2018 the European Commission published 
equivalence decisions regarding stock markets in 
Australia, Switzerland and the US.  

The trading obligation for derivatives 

The question of the ‘trading obligation’ is critical in 
defining how significantly MiFID II affects the over-the-
counter (OTC) swaps market.  

Designed to meet a post-crisis commitment by G20 
countries to alleviate systemic risk, the regulation requires 
that certain standardised and liquid derivatives are traded 
on an electronic marketplace.  

The aim was to transform trading in swaps, which 
everyone from pension funds to corporates uses to hedge 
things such as interest rate and currency risk, from one in 
which most deals were privately negotiated between banks 
to a more exchange-like market. 

The European Securities and Markets Authority (ESMA) 
has determined which swaps are subject to tougher pre- 
and post-trade transparency requirements. 

Firstly, electronic market makers such as Citadel Securities 
argue that ESMA’s current proposals mean most of the $273tn 
market for euro, sterling and US dollar interest rate swaps is 
illiquid, and therefore not subject to MiFID II. 

 

Complicating matters, ESMA’s judgments on what should 
and should not be traded on exchanges are far narrower 
than those already made by US authorities.  

If the gap in the European and US determinations 
persists, many fear a fragmentation of markets that will 
ultimately mean more business moves to the US. 

Finally, asset management lobby groups have voiced 
worries around how so-called packaged transactions are 
treated under MiFID II. These are deals involving two or 
more components, contingent on each other and executed 
at the same time. Many regulated funds rely on such deals 
to execute investment strategies. 

This issue is still open and asset managers and industries 
asked ESMA to clarify this topic.   

Systematic Internalisers 

One of the consequences of MiFID II is the push for 
brokers to become Systematic Internalisers (SIs) in order 
to execute client orders outside of regulated markets, or 
on multilateral/organized trading facilities (MTFs/OTFs). 

It is expected that many brokers will do so, as trading with 
SIs will become a popular option under MiFID II as such 
trades are not subject to certain constraints with respect to 
trading in dark pools, for example.  

Nevertheless brokers should carefully check whether opt-
in is allowed regarding de facto riskless back-to-back 
transactions. As a consequence, running broker-crossing 
networks or riskless back to back trading as SI or a dark 
pool within EU is no longer possible. 

Operating as an SI introduces many requirements for 
technology to support quote generation and market-
making activities.  

There are also many obligations an SI must fulfill, such as 
pre-trade publication of quotes to the market (so called 
“pre-trade transparency”) and ensuring that client orders 
are executed in line with previously published quotes. An 
impact of the new rules concerns how an SI will handle 
traditional request-for-quote (RFQ) flows, needing to 
marry the quote generation in response to a client RFQ 
with the obligations around pre-trade transparency.  

This may require further changes to existing order 
management systems and the extension of the quote-
generation logic to ensure quotes are published in a timely 
manner. 
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Asset management 

Those with a large European footprint could face 
restrictions when paying for research from 
US-based analysts.  

There is also widespread confusion about US asset 
managers’ ability to share analyst research freely across 
their organisations since MiFID II’s entry into force.  The 
fear is that US teams will not be able to send research that 
has been paid for via trading commissions to European 
colleagues without incurring additional costs. 

US-Fund companies already use payments from some 
investors to subsidise research costs of other investors. 

This practice is legal in the US, but not MiFID II 
compliant. 

In order to be prepared for the Directive, some US asset 
managers are considering paying for research from their 
own profit and loss accounts, following the lead of several 
large European fund houses. This would eradicate the 
need to set out a clear budget for research to clients, and 
address the ambiguities over whether research can be 
shared freely across a global organization 

Asset servicing/ 
Investment banking 

EU investment firms have to disclose more information 
to their clients. Non-EU investment banks and brokers 
which use an EU broker to execute trades subject to 
MiFID II might find that the EU broker will likely repaper 
them with new terms of business. Non-EU investment 
banks and brokers may need legal advice as to the 
proposed revised terms of their brokerage agreements or 
the effect of certain elections or client categorisations that 
may be requested. 

A non-EU investment bank or broker without any EU 
place of business is not generally within scope of MiFID I 
and usually requires no license in the EU. That position 
remains the same under MiFID II, because current 
national regulatory perimeters are generally preserved. 
However, certain exemptions that non-EU investment 
banks and brokers have previously relied on to operate in 
the EU in an unregulated manner have been narrowed 
which, depending on the particular member state and 
business models, may trigger local licensing requirements. 

 

 

Private banking 

Other concerns revolve around a new level of transparency 
for costs and charges. MiFID II requires wealth managers 
to be much clearer about the fees they are charging. 
That is good news for clients, who find it easier to compare 
costs and shop around, but analysts say it further weighs 
on the profits of wealth managers. Transparency comes 
from greater disclosure of fees, and not just for high net 
worth but for retail. Greater transparency leads to margin 
pressure. 

This all comes aside from the small matter of Brexit, which 
threatens to cut off many UK-based wealth managers from 
their continental clients. The Wealth-X survey found that 
more than half of those with European clients do not know 
how they will continue to serve them if the UK leaves the 
single market, and are waiting for more information 
before putting a plan in place. 
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2. Impacts across types of firm 
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3. Impact on data & systems 

Systems  

MiFID II certainly has a significant impact on market 
structure, but its impact on the underlying technology is 
just as profound.  

Technologies such as FIX engines, market gateways, order 
and execution management systems (OEMSs), booking 
systems, algo engines, risk systems, smart order routers 
and more had to change.  

Upgrading this technology to “keep the lights on” has 
consumed a lot of time and budget of market participants’ 
IT departments and will do so for some time to come. 

Data  

Once an order is received by the broker, a sales trader  
typically has to decide what to do with it. This process has 
become more complex under MiFID II.  

Depending on the instrument, consideration needs to be 
made regarding whether it trades in a ‘liquid market,’ 
whether the order is large-in-scale (LIS), the instrument’s 
standard market size (SMS), and more. 

 To support this, extra reference data is required, which 
needs to be processed and mapped from new sources such 
as the European Securities and Markets Authority 
(ESMA), as well as enhancements to existing market data 
feeds.  

This data needs to be accessible to the Order Management 
System (OMS), as it impacts core business logic, and much 
of it is needed for reference by the trader via desktop OMS 
screens. 

Sell-side respondents indicated that they were actively 
upgrading or planning on upgrading their OMS  for MiFID 
II.  

The impact on data models, business logic and end-user 
interfaces as a result of reference data changes is one 
reason for this.  

Other reasons include definitional changes to things like 
trading capacity, which impacts how client orders can be 
executed and reported. 

There are undoubtedly overlapping areas from which 
financial institutions can benefit in terms of IT 
infrastructure, the model construction process, the 
existing governance framework, resources, documentation 
and policies.  

 

 

 

Specific themes  

The FIX protocol has become the industry standard for 
electronic messaging, especially for the transmission of 
client order details to sell-side counterparts. MiFID II 
materially impacts these flows and the subsequent 
transmission of trades from broker to client. The changes 
are manifold— impacting on the format and content of 
existing FIX message fields and adding new fields for 
reporting and recordkeeping purposes. 

Some of these changes required technology upgrades. For 
example, changes to granularity of timestamp fields 
MiFID II mandates microsecond timestamps for some 
flows affect the technology stack, which generates and 
validates the new data formats. Even for non-high-
frequency trading (HFT) flows, as market operators 
upgrade application programming interfaces (APIs) to add 
microsecond precision, those messages must flow through 
to originating clients. In addition, as non-HFT order flow 
trades on markets where HFT is present, microsecond 
timestamping of all steps in the execution path are  
required to truly assess execution quality under the new, 
tighter best-execution rules. 

Brokers must also determine whether all required 
information should be passed with each client order, or if 
some can be pre-transmitted by the buy side and used by 
the sell side to enrich client order information prior to 
reporting. In both cases, however, brokers were forced to 
update their FIX “rules of engagement” specifications and 
their message-validation rules, and undertake costly re-
certifications of their buy-side trading partners. 
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Algos and smart order routers  

MiFID II has a major impact on algorithmic trading. The 
provisions for mandatory testing of algos consume 
significant effort on an ongoing basis, and the need to add 
new tags to precisely identify the origins of an algo order 
similarly require some systems work.  

More fundamentally, the changes in market structure as a 
result of the regulation mean that many algos need to be 
re-examined, as the basis changes for deciding when, 
where and how market orders should be executed. As a 
consequence of this, the role of the smart order router 
(SOR)—a distinct system external to the algo becomes 
more important.  

In Europe, the current generation of SORs for cash equity 
markets emerged 10 years ago with the fragmentation of 
liquidity generated by the original MiFID legislation. Now, 
as MiFID II tightened rules around best execution and 
extends them to other asset classes, the current generation 
of SORs needs to be upgraded.  

Dealing with the characteristics of different asset classes, 
plus additional data requirements for evidencing best 
execution, requires more than a simple evolution. 

Considering cash equities alone, developments like the 
increasing importance of SIs, constraints on dark pool-
trading, and the emergence of new block liquidity venues 
for LIS orders require changes to the core routing logic of 
the SOR.  

For example, the indication of interest (IOI)-like models 
being deployed for new LIS venues require completely 
different workflows to markets built around displayed 
central limit order books operating under continuous 
trading. Like its lighter-touch ancestor, MiFID II engender 
a new generation of SOR technology, which are also 
popular for retail exposures. These models should also be 
able to estimate ECL on a lifetime basis, taking into 
account macro-economic expectation, as required by 
IFRS 9.  

 

 

 

 

 

Best execution 

Generally, client orders need to be executed in compliance 
with the applicable best execution policy. Best execution 
requirements apply especially to orders made by retail and 
professional clients. Eligible counterparties are in no need 
for protection by these rules. 

When executing client orders, investment firms can direct 
these to multiple execution venues. Execution venues 
include: 

• regulated markets (RMs) 

• multilateral trading facilities (MTFs) 

• organised trading facilities (OTFs) 

• Systematic Internalisers (SIs) 

• market makers 

• other liquidity providers 

• comparable third country entities 

Alternatively, investment firms can decide to select other 
firms (e.g. broker) to provide execution services for their 
clients, given that those firms grand “better” execution. 

MiFID II best execution augments the current best 
execution requirements. The main regulatory novelties 
however relate to the following three key points: 

• quarterly own quality of execution report which has to 
be published by all execution venues. 

• an annual top 5 execution venue report (applicable to 
all investment firms executing client orders). 

• an annual report about the assessment of the execution 
quality of all execution venues used (when executing 
client orders). 
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4. Impact on trading & execution 
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Systematic Internaliser (SI) 

Investment firms had the option to voluntarily opt-in as a 
Systematic Internaliser by January 3rd, 2018.  
 
For this purpose investment firms have registered 
themselves with their NCA’s. In the case of a voluntary 
opt-in, all subsequent obligations of the SI (e.g. pre-trade 
transparency) must also be ensured as of January 3rd, 
2018.  
 
Insofar as the investment firms did not voluntarily opt-in, 
they must carry out the first statutory SI assessment by 
September 1st,  2018.  
 
This is also the prescribed date on which investment firms 
then have to ensure SI compliance for the first time.  
As a consequence this means for investment firms that do 
not want to voluntarily opt-in for the SI status, that they 
will have approximately 9 months in 2018 to implement  
the subsequent requirements. 
 
Trading obligation for derivatives 

Interest rate swaps and index credit default swaps that are 
under the clearing obligation of EMIR and that are 
classified as liquid by ESMA basically are subject to a 
trading obligation since  January 3rd, 2018.  

The trading venue obligation applies initially to financial 
counterparties of EMIR categories 1 and 2. Financial 
counterparties classified in the category 4 according to 
EMIR may continue to trade OTC in fixed-to-float interest 
rate swaps and in some credit default swaps until 21 June 
2019.   

On the other hand Financial counterparties classified in 
the category 4 according to EMIR may continue to trade 
OTC in fixed-to-float interest rate swaps until 21 
December 2018 and in some credit default swaps until 09 
May 2019.  

This means that financial counterparties of category 3 and 
4 will have approximately another 1.5 years to trade these 
derivatives OTC. 

 

 

Best execution 

For the MiFID II requirements on best execution, the 
regulator essentially demands three new reports that 
investment firms have to publish on their homepage. The 
first report includes the top 5 trading venues and 
execution venues where client orders were executed. In 
this context, investment firms must publish a second 
report that describes the overall quality of execution that 
is achieved on all trading and execution venues. Both 
reports relate to the previous calendar year and must be 
published for the first time at the end of April 2018. The 
third report must be published end of June 2018 and 
includes the quality of execution achieved when the 
investment firm qualifies itself as an execution venue 
(Systematic Internaliser, Market Maker or Other Liquidity 
Provider). Investment firms should note that a publication 
of the reports by the end of April 2018 respectively the end 
of June 2018 give investment firms several additional 
months for the report implementation. 

5. Delayed requirements of MiFID II 
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Conclusion 

 

 

The most significant regulatory change in European 
financial markets this century is now behind us. It has a 
profound impact on the structure and operation of 
European trading across all assets classes, except spot fx, 
tackling topics from best execution and dark pools to high 
frequency trading and exchanges ties with clearing houses. 

There are unintended consequences, with some of MiFID 
II’s potential side effects being ironed out through the 
lobbying and consultation process that is ongoing. 

 

 

 

EU and US authorities agreed to recognise each other’s 
derivatives rules as equivalent and more recently agreed 
and granted a waiver of up to 2.5 years assuring local 
banks they will not be fined for breaching local research 
rules to comply with MiFID II. 

In any event, authorities must review MiFID II’s 
effectiveness by 2020 giving market participants 
enough time to meet the regulations goal of 
complete transparency. 
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