COMPLIANCE
IRELAND.com

REGULATORY UPDATE 5/2007

Welcome to the August 2007
regulatory update from Compliance
Ireland. In this newsletter:

Ireland

= New dates for training courses
announced

= Financial Regulator releases 2006
annual report

= Financial Regulator releases further
documentation explaining and
clarifying the Consumer Protection
Code

= Financial Regulator publishes
settlement agreement with Marlboro
Trust

= MiFID implementation documents
published

= |reland makes Article 4 ‘Gold-Plating’

submission for MiFID
= New Guidance Notes issued

= Revised Notices and Guidance
Notes issued

= Consultation re UCITS management
companies

= 3rd AML Directive Transposition
update

= Central Bank of Ireland releases
2006 annual report

Compliance Ireland

United Kingdom

= Money Laundering Regulations 2007
issued

= Updated AML Guidance circulated
for comment

Europe

= CESR issues Guidelines on Hedge
Fund Indices

Litigation

= Legal complaint filing: Archeus
Capital and other Vs. GlobeOp

COMPLIANCE IRELAND
TRAINING

New dates for training courses
released

Full details of all course seminars and
workshops can be found at
http://www.complianceireland.com/Trainin

g.html.

Directors’ Duties and Corporate
Governance of regulated Financial
Services Businesses

Tuesday 11™ September, 9am to 1pm
Cost: 425 (no VAT)

MiFID - Understanding MiFID and its
operational implications

Tuesday 25t September, 9am to 1pm
Tuesday 18" October, 9am to 1pm
Tuesday 27" November, 9am to 1pm
Thursday 13"™ December, 9am to Ipm
Cost: 425 (no VAT)

The Role of the Compliance Officer
Non-Insurance Firms:

Thursday 20" September, 9am to Spm
Cost: 680 (no VAT)
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Insurance Firms:
Tuesday 6™ November, 9am to 5pm
Cost: 680 (no VAT)

How to Handle a Financial Regulator
Inspection

Tuesday 25t September, 9am to 1pm
Cost: 425 (no VAT)

Anti Money Laundering & Financing of
Terrorism for Financial Institutions
(FULL DAY)

Thursday 11" October, 9am to 5pm
Tuesday 11" December, 9am to Spm

Cost: 680 (no VAT)

AML & CFT risk-based approach under
3rd EU Directive (HALF DAY)
Thursday 25" October, 9am to 1pm
Thursday 22" November, 9am to Ipm
Thursday 4™ December, 9am to Ipm
Cost: 425 (no VAT)

Data Protection of Customer & HR
records and how to conduct a Data
Protection Audit

Tuesday 13" November, 9am to Spm
Cost: 680 (no VAT)

Treating Customers Fairly -
Complaints Handling

Tuesday 15™ November, 9am to 1pm
Cost: 425 (no VAT)

Risk-based Compliance Monitoring for
Financial Institutions

Tuesday 20™ November, 9am to Ipm
Cost: 425 (no VAT)

mmiance Ireland

IRELAND

Financial Regulator 2006 Annual
Report Released

The Financial Regulator released its annual
report for 2006 in mid-July.

The Financial Regulator carried out over
800 inspections and review meetings and
examined over 60,000 returns from
financial service providers in 2006. The
majority of issues that arose were resolved
in consultation with firms, necessitating
over 200 regulatory actions.

There were two administrative sanction
settlements with firms and their directors.

The Financial Regulator also reports
information to other enforcement agencies
if it suspects that a financial service
provider has breached other legislation or
may have committed an offence. A total of
38 disclosures were made to other bodies
in 2006.

It is interesting to note that the Financial
Regulator discloses that it filed five (5)
suspicious transaction reports with both
Garda and Revenue under section 57 of the
Criminal Justice Act during 2006.
Compliance Ireland checked previous
annual reports and discovered that 30
STRs have been filed by the Financial
Regulator since May 2003.

A copy of the report is available for
download from the Resources section of
our website —
www.complianceireland.com.

Newsletter — August 2007



Financial Regulator releases
further documentation explaining
and clarifying the Consumer
Protection Code

As visitors to www.complianceireland.com
will be aware, the Financial Regulator
released on 2 July 2007 a booklet aimed at
consumers titled ‘Consumer Protection
Code — your little red book’.

Yet no sooner than the coming into effect
of the final provisions of the Consumer
Protection Code on 1 July - after more than
two (maybe three) years in the making -
the regulator felt compelled to release a
clarification document on a number of
commonly raised issues.

Reading through the points commented
upon by the regulator it would appear that
as the industry we did not communicate
with the Financial Regulator as widely as
we should have. Some matters which the
regulator clarifies are straight-forward and
should have been easily interpreted and
implemented by firms rather than going
back to the regulator for further guidance.
Unfortunately this is again a sign that as an
industry, besides the efforts of some
representative bodies, we are sticking our
heads in the sand and not looking to
engage in sufficient and robust debate to
help structure our regulatory climate.

However two areas of clarification
certainly had merit.

1. SMS messages:

This issue deals with the disclosure
statements appearing on SMS messages.
The regulator’s guidance is that if the SMS
message provides information other than
advertising or marketing then the
disclosure statement is not required to
appear in the SMS message.

mmiance Ireland

2. Mortgage Documentation
Declarations:

In response to a mad panic amongst
brokers and lenders (and rumour has it
between compliance staff and their in-
house legal colleagues at one large banking
group) Chapter 4, Rule 14 is read by the
Financial Regulator as meaning that once-
off universal declarations from mortgage
intermediaries to lending institutions
confirming that they (i.e. intermediaries)
undertake to see all original documentation
is not sufficient to ensure compliance.
Rather the confirmation must be forwarded
to the lender in respect of each application.

Together with the Financial Regulator’s
Stakeholder Protocol issued 4 July 2007
(which although of interest doesn’t require
any analysis and therefore not reported
upon here) the two above-mentioned
Consumer Protection Code documents can
be downloaded at
www.complianceireland.com

Settlement Agreement — Marlboro
Trust

The Financial Regulator entered into a
Settlement Agreement with effect from 10
July 2007 with Marlboro Trust Limited in
relation to suspected breaches of
regulatory requirements.

The Financial Regulator suspected that
certain credit agreements were not in
compliance with section 30 of the
Consumer Credit Act, 1995. The credit
agreements in question formed part of a
book of business bought from an
unauthorised credit provider.

The Financial Regulator reprimanded
Marlboro Trust Limited in relation to the
suspected breaches. Marlboro Trust
Limited confirmed that it ceased collecting
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repayments in respect of the relevant credit
agreements.

Market in Financial Instruments
Directive [MiFID] 1 —
Implementation

The Financial Regulator issued a letter to
industry participants on 6 July 2007. The
letter draws attention to
= the publication by CESR of
guidance and
recommendations as part of
the level 3 process;
= the establishment of a pan-
European internet database of
securities deemed to be
trading on a regulated market;
= feedback from the
implementation working
groups.

The Financial Regulator also separately
published a feedback document arising out
of the implementation working groups
advising on the following areas:

= (Client Categorisation

= Suitability & Appropriateness

= Provision of information to

clients
= Reporting to clients
= Investment Research

Future feedback documents will deal with
the areas of conflicts of interest and best
execution.

The letter and the feedback document are
available for download from Compliance
Ireland’s specialist MiFID site:
www.mifid.ie.

Market in Financial Instruments
Directive [MiFID] 2 — National
Gold Plating

The MiFID Directive is a ‘maximum
harmonisation directive’. As such the

intention is to ensure a common treatment
across the European Union without
national ‘gold-plating’. Nonetheless, the
Directive carries within it a capability to
apply for national gold-plating measures.

As Con Horan, Prudential Director put it:
“We will not be super-equivalent to the
MiFID unlessitisjustified. Such instances
were and are expected to be the exception
rather than therule.”

Notwithstanding the above, Ireland has
become the second European jurisdiction
to apply for a gold-plating exemption in
order to retain particular national client
money requirements.

While the Financial Regulator has declined
to make public the application, a copy of
the application letter and supporting
documents obtained from the European
Commission are available for download
from Compliance Ireland’s specialist MiFID
site: www.mifid.ie, including a copy of
proposed Client Asset Requirements to be
effective from 1 November 2007.

New Guidance Notes

The Financial Regulator issued two new
Guidance Notes during July.

GN2/07 UCITS - Financial Indices sets
out assessment criteria for indices utilised
by UCITS funds to determine whether they
are eligible for use by a UCITS fund for
benchmarking or replication purposes and
whether the use of the particular index
requires pre-approval from the Financial
Regulator. There has been an upsurge in
recent times of funds structured as UCITS
which utilise complex index-based
derivatives. This guidance note clarifies
certain aspects, such as a limitation of the
use of ‘factored’ indices to obtain a
leveraged return and an acknowledgment
that an index incorporating non-eligible
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assets such as precious metals may be
acceptable on a case-by-case basis.

GN3/07 Structured Products and
Complex Trading Strategies —
Prospectus Disclosure Requirements
continues this theme, noting the use of
more innovative and complex products by
UCITS, including investment strategies
pursuing structured returns. The Guidance
Note sets out prospectus disclosure
requirements for such funds, reminding of
the retail nature of UCITS funds and
requiring that the investment objectives and
policy be couched in terms comprehensible
by such investors.

Revised Notices and Guidance
Notes

The Financial Regulator also took the
opportunity to promulgate a number of
technical changes to existing Notices and
Guidance Notes.

UCITS10 - Financial Derivative
Instruments was amended to reflect
increased availability of robust independent
pricing marks for derivatives, lessening the
need to rely on counterparty valuations as
the prime source of valuations provided
reliable & verifiable controls and processes
exist.

NU16 - Techniques and instruments for
the purpose of Efficient Portfolio
Management had matching amendments
made to it, keeping the non-UCITS regime
aligned with the UCITS Notices.

This amendment was also reflected in
Guidance Note GN1/00 Valuation of
Assets.

Guidance Note GN3/99 - FX Hedged
Classes was amended to acknowledge that
rebalancing of foreign exchange hedging
cover may occur on a different cycle to
subscriptions and redemptions. As such, it
was acknowledged that a small degree of

over-hedging was permissible, provided it
remained under a cap of 105% of underlying
exposure.

UCITS Management Companies

The Financial Regulator has released draft
revisions to Notices UCITS2 and
UCITS16 as well as draft Guidance Note
GN-/07 to finalise arrangements for the
authorisation and ongoing supervision of
UCITS Management companies.

The Financial Regulator has decided to
permit continuing collective responsibility
among the board of directors, but is
proposing more stringent demonstrations
of management and control.

The requirement to maintain a Compliance
Manual is formally documented and the
management company is also formally
charged with maintaining logs in respect of
investment breaches, pricing errors,
complaints and compensation payments.

The minimum capital requirement is
explicitly linked to assets under
management as well as the level of
ongoing expenses, requiring a set-aside of
2 basis points for assets in excess of 250
Million.

The consultation period closes on 23
August 2007.

Anti Money Laundering (AML)

The Department of Finance updated the
status of outstanding EU legislation on 13
August. The 3" AML Directive is to be
transposed into Irish law by way of a
Criminal Justice Bill fundamentally
amending the long out dated Criminal
Justice Act 1994 (CJA). While it is not
expected to be transposed before the EU
deadline of December 2007, it is currently
the largest transposition project the
Department are undertaking.

Newsletter — August 2007



T Compliance Ireland

Efforts by the industry grouping in the
MLSC to draft an agreed form of AML
Guidance Notes are proceeding very
slowly even in the absence of primary
legislation. Draft versions of General and
Sectoral Guidance based on the Directive
have been circulated among the working
groups for review.

Having had an opportunity to read the
various drafts of the Guidance Notes,
Compliance Ireland wonders what value
the Guidance Notes shall have if they
simply end up referring to the EU
Directive - as the source of a particular
piece of guidance - rather than local
implementing legislation. The EU
Directive operates in a vacuum. Many
aspects of the Directive leave the
functioning of the AML and counter-
financing of terrorism (CFT) regime to
local legislators, e.g. (i) definitions of
certain low risk clients and products and
(i1) the imposition of higher AML & CFT
standards in some areas. These important
aspects cannot, by law, be left to guidance
notes which themselves have very little
legal effect. It begs our belief why we in
Ireland decided to put the cart before the
horse.

The club-like nature of the guidance notes
is fairly ridiculous too. If you are not a
member of one of the industry bodies and
if you are not regulated by the Financial
Regulator you may nonetheless still be a
designated body and therefore be
compelled to comply with the CJA. Butin
such circumstances why would you follow
guidance not written for your specific
industry? And what guidance should you
follow in lieu thereof? Obvious gaps will
lead to many a precarious fall.

Many firms with solid AML and CFT
procedures may be best advised to ignore
the guidance notes and instead develop a
robust internal procedure based upon
international best practice incorporating
only those parts of the guidance dealing
with the reporting of suspicious
transactions in order to attract a small
element of legal protection. [Note: Itis a
common misconception that the current
guidance notes provide legal protection
across the board. The current guidance
serves one useful legal purpose only, i.e.
that a court of law may take into account a
firm’s adherence to the guidance notes
when a firm/person is facing a prosecution
for failing to report a suspicious
transaction (see section 57(6) CJA).
There is no similar protection afforded in
any other area, e.g. a firm may follow the
guidance notes when identifying a client
yet still not meet section 32(3) CJA
(reasonable measures to identify a person
to who it proposed to provide a service)].

The new law (whenever it is passed)
should, to deflect well-founded criticism of
the Irish regulatory regime, include the
granting of regulatory sanction powers to
the Financial Regulator to pursue regulated
financial service providers (RFSP) which
do not implement proper and effective
AML and CFT procedures to detect and
prevent money launderers and financiers of
terrorism. Presently the only specific legal
power the Financial Regulator has in the
area of AML and CFT is to report a RFSP
to the Garda and Revenue Commissioners
for a suspected money laundering offence
including an offence under section 32 for
an operational requirement breach (e.g.
failing to identify clients, failing to keep
records and failing to adopt policies,
procedures and training).
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One would expect that the Garda and
Revenue would prefer to see the Financial
Regulator deal with RFSPs directly
(including punishment) for operational
failures rather than receiving non-
substantive reports. The author accepts
that regardless of the substantive nature (or
otherwise) of a suspicion, the Financial
Regulator is compelled to file a report
otherwise it too may suffer a criminal
prosecution. However in other countries
regulators are at least empowered to
sanction RFSPs for AML and CFT
operational failures before they report
same to the law enforcement bodies. This
approach allows for a proper development,
and more efficient use of, law enforcement
resources dedicated to reducing financial
crime.

Central Bank of Ireland 2006
Annual Report Released

The Central Bank of Ireland released its
2006 annual report on 11 July.

A copy of the report is available for
download from the Resources section of
our website —
www.complianceireland.com.

UNITED KINGDOM

Anti Money Laundering 1 — New
Regulations

The Money Laundering Regulations 2007
were laid before parliament on 25™ July.
This is the transposition of the provisions
of the 3" AML directive into UK law. The
regulations will take effect on 15™
December. A copy of the Regulations is
available for download from Compliance

Ireland’s specialist AML site:
www.antimoneylaundering.ie.

Anti Money Laundering 2 — New
Guidance Notes

In order to conform the guidance notes
with the Money Laundering Regulations
2007, the JLMSG has issued for comment
revised Guidance

The main changes introduced by this
amendment are:
= anumber of new and changed
definitions, including beneficial
owners and PEPs
= mandatory application of customer
due diligence measures
= application of customer due
diligence measures on a risk based
approach
= extent to which reliance may be
placed on the work of other
regulated firms
= situations where simplified due
diligence measures may be applied
= mandatory application of enhanced
due diligence measures in higher
risk situations.

A copy of the draft Guidance is available
for download from Compliance Ireland’s
specialist AML site:
www.antimoneylaundering.ie. Comments are
requested by the JMSLG on or before 7
September.

EUROPE

Hedge Fund.Indices

The Committee of European Securities
Regulators (CESR) issued their final Level
3 Guidelines in July on the issue of
whether a hedge fund index could be
considered an eligible financial index
under the UCITS directives. As was
widely expected, such indices were

Newsletter — August 2007



I C ompliance Ireland

accepted as eligible, subject to certain
conditions with respect to the degree of
diversification; the market to which they
refer; and the way they are published. In
addition, hedge fund indices will also have
to fulfil additional requirements as regards
to the methodology of the index and
information disclosure.

The finalisation of these Level 3
Guidelines will in turn lead to a revision of
the newly-published Financial Regulator’s
Guidance Note GN2/07.

LITIGATION

Archeus Capital Management &
Others Vs. GlobeOp Financial
Services

Hedge Fund Manager Archeus Capital
Management and a number of funds
managed by it filed a complaint with the
New York County Clerk’s office on 2 July
2007 (index number 602195-2007). The
complaint alleged that GlobeOp as
administrator of the funds, failed to
properly keep and reconcile records of
transactions of the funds managed by
Archeus, or to provide Archeus with
timely and accurate reporting on the status
of its transactions.

An agreement was reached between
Archeus and GlobeOp and the complaint
was withdrawn.

For a publicly filed document, the
complaint provides a salient lesson into
how an aggrieved party might seek to
characterise operational and staffing
difficulties encountered in administering a
fund as a direct cause of financial loss,
reimbursable by the administrator.

The complaint also quotes at length from
GlobeOp’s own marketing materials,
emphasising the importance of ensuring

that all of a firm’s documentation
accurately reflect its actual capabilities and
offered services.

A copy of the full complaint can be found
on our website at
http://www.complianceireland.com/HotTo

pics.html.
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Our Services

Compliance Ireland is a management
consultancy firm specialising in regulatory
affairs for financial services and other
regulated industries. We provide a wide
range of consulting and training services:

Authorisation Applications - project managing
your authorisation application to the Financial
Regulator.

Board Support Services — assisting your fund
boards to discharge their monitoring and oversight
responsibilities over delegated service providers.

Risk Management Services — assisting UCITS 3
fund boards to monitor and control the fund’s
exposures to Financial Derivative Instruments

Managing Regulatory Inspections - assisting you
to manage Financial Regulator regulatory
inspections and desk audits.

Directors' and Senior Management coaching -
coaching your staff to quickly absorb regulatory
requirements and expectations.

Compliance Manuals & Procedures - drafting
your business orientated compliance and
operational procedures and manuals.

Anti-Money Laundering - conducting assessments
of your AML controls and systems, assisting you
implement remedial action & drafting your AML
policies and manuals.

Data Protection - conducting assessments of your
Data Protection controls and systems, assisting you
to implement remedial action & drafting your Data
Protection policies and manuals.

Health Checks - performing pre-regulatory
inspection audits of your business covering general
Financial Regulation & Compliance.

Contact Details:

COMPLIANCE
IRELAND.com

Compliance Ireland
Regulatory Services Limited

Mespil House, Sussex Road, Dublin 4

Kevin O’Doherty, Principal:
+353 86 8280525
kevin@complianceireland.com

Peter Oakes, Principal
+353 87 2731434
peter @ complianceireland.com

www.complianceireland.com
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