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Sharpened scrutiny in the supervisory principles on

relocations (the SPoRS)

Clear expectations from the European
Supervisory Authorities and the European
Central Bank

The regulatory and financial concerns arising
from BREXIT prompted the various European
Supervisory Authorities (ESAS) as well as the
European Central Bank (ECB), acting in its
Banking Union supervisory role in the Single
Supervisory Mechanism (SSM) to issue a series
of communications and Opinions during 2017
setting out their “supervisory principles on
relocations.” A number of these SPoRs were
updated during 2018.

The ESAs and the ECB-SSM published these
updates and further refinements to the SPoRs
following their concerns that:

1. the applications that were received up to the
first quarter of 2018 were either insufficiently
detailed and/or some were inadequately
reflective of how the application reflect the
relevant SPoRs; or

2. the volume of applications received prior to
the “official” June 30, 2018 application cut-off
date were, when compared to the body of
potential BREXIT-impacted entities, relatively
limited.

The EU supervisory policymakers have
repeatedly pointed out that despite the political
confusion on what “Brexit means Brexit” actually
means they would not excuse a “wait and see”
approach and poor planning in relation to Brexit-
proofing legal entity operations and/or contractual
continuity.

The problem: Third country status post-
Brexit

Once the UK leaves, it will become what the EU
terms a “third country.” Firms based in the UK
will, regardless of the political post-Brexit models,
lose automatic rights to “passport” their services
or establish branches on a cross-border basis.
Existing passports are expected to become
invalid. Market participants affected by these
changes will want to act individually to safeguard
their interests and those of their clients but
equally will need to coordinate amongst peers,
including on legal entity structuring but also on
documentation. This may also applywhere certain
industry/trade associations have only started to
consider how to Brexit-proof documentation
suites.

For those that had begun to design and
implement contingency planning and Brexit-
driven license applications, the detail in the 2017
SPoRs, as sharpened by the “2018 Updates”,
have caused, or should cause, many, irrespective
of whether having received institution-tailored
supervisory natifications, to re-examine plans.
This also applies to those setting-up regardless of
Brexit or based in the EU-27 that are looking the
other way and expanding operations in the UK.

In many ways the SPoRs introduced some firm
lines and also reaffirmed the position of the ESAs,
the ECB-SSM and the national competent
authorities (NCAs) to whom most of the SPoRs
address action points in how they resource and
approach their own supervisory mandates where
they and not the ESAs or ECB-SSM are in the
lead. The overarching tone is clear that the EU
will not tolerate a “regulatory race to the bottom,”
the use of “empty shell companies” or behavior
that is more “cute than compliant”.
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The new Super-Supervisors

Banking Union, Capital Markets Union, BREXIT and Eurosystem monetary policy are all changing the
way business is structured, booked, executed, custodied, reported, provisioned and supervised across
the EU-27 and the Eurozone-19. The Single Market for financial services in the EU is increasingly made
up of a “Single Rulebook” of EU legislative instruments based on an increasingly “Single Supervisory
Culture”. In addition to new requirements, the dynamic of rulemaking and also who sets the tone of
supervisory engagement across the EU’s Single Market for financial services is being driven
increasingly at the EU and Eurozone level rather than by national authorities (NCAS).

This “Europeanisation” of financial services rulemaking is a direct result of the 2007 financial crisis. In
the Eurozone and its Banking Union the application of the Single Rulebook and the Single Supervisory
Culture is streamlined even further by the “Single Supervisory Mechanism” and “Single Resolution
Mechanism” as institutional “pillars” of the Banking Union.

European Union
policymakers/
Legislators

Banking Union
Authorities

Banking Union
and Eurozone

National Authorities

ESAs — European Supervisory Authorities Banking Union Regulatory and Supervisory Bodies

EU-27 Ievel'supervision

EBA ESMA EIOPA SSM - ECB plus NCAs SRM - SRB plus NRAs DGSD - EDIS as possible
Banking sector Financial markets Insurance and future Pillar 111
and asset pensions sector - _ -

. -
- management sector I - I

Single Rulebook
as it applies within
Banking Union

Single Rulebook
for financial services as it
applies across the EU-27
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A spotlight on the SPoRs of EBA, ESMA, EIOPA and

ECB-SSM

Core principles

Despite each of the ESAs and the ECB-SSM having
tailored the SPoRs to the specifics of the components
of the market that they supervise, they are all built on
the following core principles:

1. No automatic recognition of existing authorizations;

2. Authorizations granted by EU-27 NCAs should be
rigorous and efficient;

3. NCAs should be able to verify the objective
reasons for relocation;

4. Special attention should be granted to avoid letter-
box entities in the EU-27 and unjustifiable booking
of business/risk to third-countries;

5. Outsourcing and delegation to third-countries is
only possible under strict conditions;

6. NCAs should ensure that substance requirements
are met in terms of people, processes and risk
origination and its management;

7. NCAs should ensure sound governance of EU
entities;

8. NCAs must be in a position to supervise and
enforce EU law effectively; and

9. NCAs need to implement coordination to ensure
effective monitoring.

Affected firms will need to:

* Review existing and pending BREXIT-proofing and
relocation plans and take remedial action if
necessary;

« Critically assess certain structuring decisions and
assumptions, notably in relation to outsourcing,
booking models as well as risk models and
regulatory capital levels; and

= Allocate sufficient time and resources in order to
take account of potentially more protracted and
more invasive supervisory touchpoints along each
of the levels of supervisory engagement.

Where each of the “Super-Supervisors” focus their
own scrutiny

* The European Banking Authority’s (EBA) SPoRs
— See our dedicated Client Alert here

The EBA’s SPoRs apply to credit institutions and the
banking sector, MiFID Investment Firms and the
investment management sector (but not regulated funds
and their managers), payment institutions and
electronic money institutions engaged in payments-
related business and credit intermediaries and specialist
mortgage lenders. They include a range of details that
are more granular than those of their peers.

* The European Securities and Markets Authority’s
(ESMA) SPoRs — See our dedicated Client Alert
here and on SSOs here

ESMA’s SPoRs are set out in a “General Opinion” which
applies to all firms within its supervisory mandate, as
supplemented by three standalone “Sector Specific
Opinions” (SSOs) applicable to investment firms, asset
management firms and financial market infrastructure
providers. Both the SSOs and the General Opinion's
SPoRs were supplemented by a “2018 Update,” which
added additional compliance expectations

* The European Insurance and Occupational
Pensions Authority’s (EIOPA) SPoRs — See our
dedicated Client Alert here

EIOPA, the smaller of three ESAs, but with
responsibility for the insurance and pensions sector and
thus potentially the larger transmission channel of risk
from wholesale markets to real economy impact,
specifically looks at where risks are originated/booked.

« The ECB-SSM’s SPoRs — See our dedicated
Client Alert here

The ECB’s own SPoRs sharpen the focus on substance
as it relates to governance and where risk is booked
and managed — having also distinguished itself from its
peers by looking at “off-shore and on-shore” capabilities
instead of branches and subsidiaries. This along with
other concurrent ECB-SSM work streams points to a
potential widening of supervisory remit. Compliance
with the SPoRs forms part of the on-going supervisory
dialogue with existing and new Banking Union
Supervised Institutions.
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Outlook and steps to consider for firms

A focus on policies and procedures

The impending challenges of Brexit add complexity to a range of decisions related to relocations,
BREXIT-proofing of legal entity structures as well as counterparty and client-facing documentation.
Compliance with the SPoRs is important in all those stages but it is certainly paramount when it comes
to drafting or amending policies and procedures that the new or expanded Brexit-proofed entities are
expected to submit in support of license applications and to embed upon regulatory approval.

Policies and procedures are not only important because they hang the “meat on the supervisory
skeleton” of an organization, but they are also an evidence of how a risk-based compliance and control
function culture is embedded throughout the organization. More importantly they are the roadmap to the
strategic steering of a firm and its business as usual i.e. “run the business” operations but also in
relation to the “build the business” and/or “change the business” as well as “change the compliance”
work streams.

As a result, whilst offering a manual to how a firm functions and its culture, policies and procedures are
an easy place to start for supervisors when assessing the effectiveness of design and operation of the
policies and procedures as well as the degree of compliance.

More rulemaking and scrutiny ahead

More harmonisation and streamlining of rules and practices

so more joined-up workstreams, such
ng Union the ECB

using tools to eliminate national options and

A will continue tc

Expec n that ECB-SS

Signif 2dit Inst C

IS couple th an expectation tha ding non-Eurozone, will incr ngly “mirror” the practice
of the Separate to th ional regime for smaller credit
nstitutions yet key will be in demon f suitable compliance

We’re here to help!

Our team of dedicated financial regulation and disputes specialists can help you in reviewing how
your BREXIT-proofing work streams meet and evidence SPoR compliance as well as other
expectations of the ECB-SSM.

Our Eurozone Hub has particular expertise in conducing Brexit red-flag risk reviews on business
and distribution models as well as considerations that are specific to complex structured finance
transactions. We are also regularly engaged to assist various market participants in setting up new
or optimizing existing legal entity structures, drafting or amending contractual documentation and
internal policies and procedures so that their business complies with EU, UK, US and global
supervisory expectations.

We can also advise, together with our Litigation & Dispute Resolution team, during contracting on
the right choice for you in Brexit-proofing contractual arrangements with counterparties and
suppliers as well as amending client-facing documentation to remain fit for purpose and meet
supervisory expectations.
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Meet the world’s largest law firm

Dentons is the world’s first polycentric global law firm. A top 10 firm on the Acritas 2017
Global Elite Brand Index, the Firm is committed to challenging the status quo in delivering
consistent and uncompromising quality and value in new and inventive ways.

Driven to provide clients a competitive edge, and We are committed to your business interests and
connected to the communities where its clients work with you to enable and expand your

want to do business, Dentons knows that possibilities and potential. You can trust our
understanding local cultures is crucial to experience in all areas of commercial and tax
successfully completing a deal, resolving a law. Look to Dentons for assistance with

dispute or solving a business challenge. Now the employment and labor, banking and finance,
world’s largest law firm, Dentons’ global team energy, corporate/M&A/private equity, life

builds agile, tailored solutions to meet the local, sciences/health care, intellectual property and
national and global needs of private and public technology, real estate, capital markets,

clients of any size. competition and antitrust, arbitration/litigation and

dispute resolution, public policy and regulation,

Dentons offers you more than 9,000 lawyers and restructuring, insolvency and bankruptcy as well

professionals in more than 160 locations

as tax.
spanning more than 70 countries. Dentons
combines excellent proficiency at the interface of
different locations, practice areas and industries.
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Eurozone Hub: What we do and how we can help you

Our Eurozone Hub can deliver value to you by solving regulatory
issues and using regulation to your advantage.

We design, structure and
implement new or evaluate
existing regulatory capital
instruments, financial products
and trading documentation.

We cover all regulatory
topics under EU and
national-level
rulebooks.

We advise on
acquisitions
and divestitures
of regulated
businesses.

We help financial institutions
during investigations from national
and EU level regulators/
supervisory agencies.

W

We help clients participate and
shape the debate amongst
policymakers by representing
clients’ needs.

We lead on financial
service license
applications and other
regulatory approvals.

We help clients in the
design, implementation
and auditing of
compliance with
internal policies and
procedures in a
manner that meets
Eurozone, EU and
global requirements.

We are fully familiar with the
financial

supervisory culture and
expectations

at every level across the EU.

We deliver workable
solutions to address all
“hot” key regulatory
topics under global, EU
and national rulebooks
such as compliance,
governance, risk
management and
cyber security.

We help clients when faced with
supervisory examinations,
thematic reviews, sanctions or
otherwise to “defend files.”

Eurozone Hub

To find out more about our Eurozone Hub and
how to keep connected on Eurozone-specific

Download Dentons' Eurozone Hub
brochure to learn more about navigating
Eurozone regulation,supervision and
monetary policy.

regulation, supervision and monetary policy.

Download

Click here
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https://www.dentons.com/en/issues-and-opportunities/eurozone-hub
https://www.dentons.com/en/issues-and-opportunities/eurozone-hub

We look forward to continuing
the conversation!

In addition to Client Alerts, Background Briefings and other updates from our Eurozone Hub, our wider
Eurozone group lawyers regularly publish in various journals to contribute or lead on advancing the
debate amongst practitioners and stakeholders on the future evolution of the Banking Union, Capital
Markets Union and monetary policy activity. To receive the latest updates, details on forthcoming public
events, private roundtables or to join us in the conversation shaping the future of financial services,

please do speak to any of our Eurozone Hub contacts.

Our Eurozone Hub

www.dentons.com/en/EurozoneHub

Dentons Europe LLP

Berlin
Markgrafenstrale 33
Berlin, 10117
Germany

P +49 30 2647 30

Frankfurt

NEXTOWER
Thurn-und-Taxis-Platz 6
Frankfurt am Main, 60313
Germany

P +49 69 4500 120

Munich
Jungfernturmstral3e 2
Munchen, 80333
Germany

P +49 89 2444 080

www.dentons.com
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Ateam
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forging a long-
lasting, trusted
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Benefit from many
years of experience

Business
advisors, not
just lawyers

Trusted advisors
and key points of
contact — a 'one
call' delivery
model to support
you

Deep and
wide-ranging
understanding of the

financial sector
Efficient

matter

management
and

staffing for you

Service delivery
innovation and a

High quality legal
advice. Respected
and trusted lawyers

to support your legal

needs

clear approach
to pricing
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Your Eurozone Hub and key regulatory contacts

Michael Huertas

Partner

Eurozone Hub | Banking and Finance
D +49 69 45 00 330
michael.huertas@dentons.com

Michael Wainwright

Partner

Financial Services and Funds
D+44 20 7246 7735
michael.wainwright@dentons.com

Celyn Armstrong
Partner

Litigation and Dispute Resolution
D +44207246 71 74
celyn.armstrong@dentons.com

Stephen J. Senderowitz
Partner

Litigation and Dispute Resolution
D +1 312 87 68 141
stephen.senderowitz@dentons.com

Louise Massey

Partner

Litigation and Dispute Resolution
D+61 2 9931 4959
louise.massey@dentons.com
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