Regarding the suitability test performed in the provision of investment services

Legal rule (or Act No. 256/2004 Coll., on Capital Market Undertakings (AoCMU)

other  relevant e Commission Delegated Regulation (EU) 2017/565 of 25 April 2016

document) supplementing Directive 2014/65/EU of the European Parliament and of
the Council as regards organisational requirements and operating
conditions for investment firms and defined terms for the purposes of that
Directive (Regulation 2017/565)

e Guidelines of the European Securities and Markets Authority (ESMA35-43-

1163) of 6 November 2018 on certain aspects of the MIFID Il suitability
requirements (Guidelines)

Provisions e Articles 15h and 15j of the AoCMU
e Articles 54 and 55 of Directive 2017/565

Question 1 Will a sustainability test also be performed for clients — legal entities
(including entities governed by public law)?

Answer In certain cases, the duty to examine whether an investment is suitable for a client
and obtain information regarding his knowledge, experience, financial situation and
investment objectives (the suitability test) for that purpose is general and applies to
selected investment services regardless of the nature of the client, and therefore
also to legal entities (including public bodies such as municipalities and regions).

Pursuant to Article 54(6) of Regulation 2017/565, investment firms must adopt a
policy that will define on an ex ante basis how to conduct a suitability assessment if
the client is a legal entity.

The financial situation and investment objectives will be undoubtedly assessed
directly in relation to the legal entity. Although Article 54(6) of Regulation 2017/565
refers only to legal entities that have requested treatment as professional clients,
this approach must — in accordance with the substance of the duty — apply to all
legal entities regardless of whether or not they have requested to be treated as
professional clients (which is confirmed by point 61 of Guidelines).

Pursuant to Article 54(6) of Regulation 2017/565, the knowledge and experience of
the person authorised to carry out transactions will be assessed in a suitability
assessment. However, where agreed otherwise with the client — for example, it is
possible that members of the management board will not have the necessary
knowledge in the capital market area but the firm will have a treasury unit
employing analysts and other experienced and informed persons (typically in large
companies) — the knowledge and experience of the representatives of this unit
(also of the unit as a whole, not just of one person authorised to act on behalf of
the client) can be regarded as the basis for the assessment of the knowledge and
experience of the legal entity (the natural person or persons eligible for a suitability
test are hereinafter referred to as “the responsible person”).

Investment firms should have a policy defining from whom to collect the necessary
information and how to conduct the suitability assessment (point 58 of Guidelines).
Points 59 and 60 of the Guidelines also stipulate that investment firms should
follow the applicable national legal framework in the identification of the
responsible person1 and, if necessary, verify whether this person is actually
authorised to carry out transactions for a given client’s account. This verification is,
of course, necessary within the prudential conduct of business. However, as

' The legal rules in the Czech Republic govern the rules for acting in the name or on behalf of a legal
entity, but not the identification of the natural person who should be taken into account in a suitability
test of a legal entity.



mentioned above, it is not necessarily the decisive criterion to identify the
responsible person for the purpose of the suitability test in the case of clients —
legal entities.

We can recommend that the responsible person be specified by an agreement
between the investment firm and the client (the legal entity) and that this
agreement be concluded in a provable manner, i.e. in written form.

In practice, objections to the conduct of the test of legal entities have been
recorded. They were based on the fact that the responsible person may change
and that the treasury unit may be abolished or its activities and employees
changed. This will probably lead to a change in the information regarding the
knowledge and experience of the legal entity (without change in the information
regarding the financial situation and probably without change in investment
objective). However, this does not constitute grounds for not conducting the
suitability test for legal entities. After all, information about clients who are natural
persons also changes. As part of their processes, investment firms should be
prepared for such situations in the event of change in representatives, including
possibly taking into account different knowledge and experience where the client
has several responsible persons (see point 68 of the Guidelines).

Question 2 Must investment firms update information about clients before each
investment that they make for them?

Answer Pursuant to Article 54(7) of Regulation 2017/565, investment firms having an on-
going relationship with the client (such as providing advice on an on-going basis or
a portfolio management service)2 will have, and be able to demonstrate,
appropriate policies and procedures to maintain up-to-date information about
clients. Pursuant to general guideline no. 5 (point 52 of Guidelines), these
procedures will define what part of the client information should be updated and at
what frequency, and how the updating should be done and what action should be
undertaken by the firm when additional or updated information is received or when
the client fails to provide the information requested. Neither legal regulations nor
guidelines thus require investment firms to update information before each
transaction. However, firms are obliged to adopt appropriate procedures ensuring
they have up-to-date information about clients.

Naturally, investment firms cannot rely, for example, on information that is several
years old, regarding investment objectives or financial situation (other assessment
elements may also change in part). However, updates will be made in accordance
with the rules set and adopted by the investment firm. We believe that information
need not necessarily be verified several times a year, and probably not even
annually. Pursuant to point 54 of the Guidelines, the frequency of update might
vary depending on, for example, clients’ risk profiles and the type of financial
instrument recommended.

However, if during assessment the client refuses to confirm that their financial
situation is at least such as it was at the beginning of the relationship, it is clear
that the original assessment can no longer be used and that, without acquiring up-
to-date information, it cannot be assessed whether further provision of the service
would be suitable for the client. At the same time, it is necessary to distinguish
between cases which may clearly be significant for an average client and cases of

2 A more detailed definition of the term “on-going relationship” is available in a_set of answers to
questions related to the new MIFID 2/MIFIR regime (in Czech only), specifically in question 6, which
states that “as every relationship with a client not based solely on the execution of a one-off order
made by that client in the course of a year, (e.g. the sale of investment instruments in succession
proceedings or the donation of investment instruments), or limited only to specific advice in such a
one-off transaction, can be considered an onqoing relationship.”
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smaller investments where not even a possible change in financial situation plays
an significant role.

Point 56 of the Guidelines also emphasises the necessity for firms to have in place
procedures to verify, before or after transactions are made, whether a client’s
profile has been updated for some specific purpose, e.g. too frequently or just
shortly after the last modification, especially if this change has occurred in the
immediate days preceding a recommended investment. By such verifications,
investment firms manage the possible risk of inducing the client to update his own
profile so as to make it appear more suitable to a certain investment product that
would otherwise be unsuitable for this client, without there being a real change in
the client’s situation.

As part of update, it also makes sense to verify changes only to an extent in which
they can affect the assessment of investment suitability for the client. At the same
time, however, we note that the level of knowledge and experience of even actively
trading clients may decrease (e.qg. if the client has not traded with a certain type of
investment instrument for an extended time and the market environment has since
changed, the client’s initial knowledge may no longer apply). Similarly, investment
firms should also adogt the same approach in relation to minor changes in the
client’s asset situation.

Question 3 Is it always necessary to assess the age and identify the marital status and
situation of a client, and if it is, in which cases and to what extent?

Answer Pursuant to point 27 of the Guidelines, information indicative of the client’s financial
situation and investment objectives also include age, marital status and family
situation. However, we point out that these are examples of possible suitability test
elements, not its mandatory components.

We believe that the purpose of obtaining this information is to make a basic
differentiation: where a person, for example, sends part of income for investment,
both the share of these funds on the client’s income and the level of expected
liquidity may change after retirement (in this regard, age is related to other
potential elements of the assessment of the financial situation and investment
objectives under point 27 of the Guidelines, specifically to the need for liquidity or
the need to fund future financial commitments.

Marital status is mentioned in the Guidelines especially in connection with the
client’s capacity to dispose of assets.” If investment values are small and cannot,
according to available information, significantly affect the client’s financial situation,
such purchases can be regarded as standard asset management within the limits
of common investment objectives and information about marital status need not be
obtained.

The information regarding marital status or family situation is only one possible
piece of underlying information for the assessment of the client’s financial situation

® Regulation 2017/565 states that “an investment firm shall be entitled to rely on the information
provided by its clients or potential clients unless it is aware or ought to be aware that the information is
manifestly out of date, inaccurate or incomplete.”

* Article 714 of the Civil Code implemented in 2012 stipulates: “In matters relating to community
property and parts thereof, which cannot be considered common, the spouses
make juridical acts jointly, or one of the spouses acts with the consent of the other. ... If a spouse
makes a juridical act without the consent of the other spouse where consent is required, the latter may
invoke invalidity of such a juridical act.” Article 146(2) of the Civil Code implemented in 1964 stipulates
the similar: “Common management of assets belonging to community property can be performed by
each of the spouses. In other matters, the consent of both spouses is required, otherwise the judicial
act shall become invalid.”

B



and investment objectives. When deciding on which information is necessary,
investment firms should — in accordance with point 29 of the Guidelines — bear in
mind the impact which any significant change in the given information could have
with regard to the suitability assessment.

Question 4 What should be the extent of the questions regarding the client’s financial
background?
Answer Investment firms must obtain information about the client’s income, property and

commitments to the extent necessary to assess suitability of the given investment
service (asset management or advice).® Pursuant to Article 54(2) of Regulation
2017/565, investment firms shall obtain from (potential) clients such information as
is necessary for the firm to understand the essential facts about the client and to
have a reasonable basis for determining, giving due consideration to the nature
and extent of the service provided, that, among other things, the client is_able
financially to bear any related investment risks consistent with his investment
objectives.

It is not necessary to identify the exact extent of property and commitments, and it
is sufficient to ascertain that the extent is at least such to enable the client to bear
the risks related to the investment without any fundamental negative impacts and
adequately to his investment objectives. It is clear that a substantially smaller
extent of information is sufficient in the case of standard and liquid instruments
than in the case of complex, risky and illiquid ones.

On the other hand, investment firms must reassess the suitability of the investment
service provided and, if necessary, obtain additional information if conditions under
which the suitability was last assessed have changed substantially. Where, for
example, the client intends to increase substantially the amount of assets
managed by an investment firm or where the investment firm intends to
recommend an investment in illiquid bonds, with which the client has had no
experience so far, as part of its investment advice, before making the investment,
the investment firm should always assess whether the risks undertaken by the
client relative to the increased assets continue to be consistent with the client’s
financial situation and investment objectives.

Question 5 Should investment firms verify the information obtained from clients using
external sources?

Answer Article 55(3) of Regulation 2017/55 stipulates that an investment firm is entitled to
rely on the information provided by its clients or potential clients unless it is aware
or ought to be aware that the information is manifestly out of date, inaccurate or
incomplete. Legal rules therefore do not require active verification of whether the
information obtained from clients is correct.

However, firms should be alert to any contradictions between individual pieces of
information collected, and contact the client in order to resolve any potential
substantial inconsistencies or inaccuracies (this is also stipulated in point 50 of the
Guidelines). Verification thus does not mean checking external sources
independent of the client, but only checking whether the information provided by
the client is not manifestly unrealistic or internally contradictory.

Pursuant to general guideline 4, point 44, of the Guidelines, firms should not

° Article 15h(2) of the AoCMU: “The information ... is the investment firm required to obtain to the
extent

that it enables investment firm to assess whether the provision of an investment service is suitable for
the client's financial situation, investment objectives and knowledge and experience necessary to
understand the risks involved, in particular the client’s risk tolerance and ability to bear losses.
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Question 6

Answer

Question 7

Answer

unduly rely on clients’ self-assessment. Consequently, they cannot rely on
assessing statements such as “l have sufficient experience and sufficient funds”.
Questions in the investment questionnaire must lead the client to provide more
specific information, which will enable the investment firm to conduct the suitability
assessment on its own. It may be appropriate for some questions to cross-check
the information provided (for example, to supplement a question on trading in
derivatives, in the response to which the client states that he has experience
therein, with the knowledge of terms or techniques related to this type of trading).
Where firms rely on tools to be used by clients as part of the suitability process
(such as questionnaires or risk-profiling software), they should ensure that they
have appropriate systems and controls to ensure that the tools are fit for the
purpose and the information obtained is sufficient, reliable and without manifest
contradictions. Pursuant to point 48 of the Guidelines, for example, risk-profiling
software could include checks of coherence of the replies provided by clients in
order to highlight contradictions between different pieces of information collected.

To sum up, the risks associated with providing false information or withholding
information is in principle born by the client. However, it follows from both the law
and the Guidelines that investment firms should

(a) respond to manifest inaccuracies and contradictions in replies, using
information available to them from communication with clients (without having
to check public sources or other external sources, unless the information is
undoubtedly publicly known),

(b) formulate questions in an easy-to-understand and objective manner,

(c) do not rely on clients’ self-assessment without verifying it using other means
(such as follow-up questions or model cases from practice).

How to prevent the client from distorting information and reduce thus the
risk of his access to investments unsuitable for him?

Pursuant to Article 54(7) of Regulation 2017/565, investment firms should take
reasonable steps to ensure that the information collected about their clients or
potential clients is reliable. A certain risk of intentional distortion by clients cannot
be avoided. However, the text of a questionnaire should not induce the client to do
this. One possible element of preventing distortion is the use of a method for
suitability test answers which the client does not know. However, the significance
of this measure differs depending on the assessment method.

Investment firms should also ensure that their employees and other staff perform
suitability tests responsibly, emphasise to clients the purpose and importance of
giving true answers in the test and do not direct them towards distorting the
answers For that purpose, it is appropriate to organise internal training
programmes. However, firms should also adopt verification mechanisms, including
hidden checks (mystery shopping). The need for effective verification tools
increases as the volume and riskiness of the expected investment grows.

To what extent it is necessary to collect “all available information about the
client” and “all material characteristics of the investments” pursuant to
Guidelines?

Point 74 of the Guidelines stipulates that:
“In order to match clients with suitable investments, firms should establish policies
and procedures to ensure that they consistently take into account:

- all available information about the client necessary to assess whether an
investment is suitable, including the client’s current portfolio of investments
(and asset allocation within that portfolio);

- all material characteristics of the investments considered in the suitability
assessment, including all relevant risks and any direct or indirect costs to the
client.”
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We believe that all available information about the client used for a suitability test is
meant to be all information available to an investment firm from previous
communication with the client (including communication by phone or e-mail). It
does not include other information collected from external sources (such as the
Internet, press, etc.).

Pursuant to Article 55(3) of Regulation 2017/565 3, an investment firm is entitled to
rely on the information provided by its clients unless it is aware or ought to be
aware that the information is manifestly out of date, inaccurate or incomplete. So, if
an investment firm finds out in communication with the client during the provision of
an investment services (or would find out if it had updated information
appropriately or analysed inconsistencies in the client's statements) that the
information provided by the client misrepresents the true situation, it is obliged to
draw adequate conclusions therefrom, i.e., for example, not to recommend an
investment in a specific investment instrument, the nature of which has obviously
not been understood by the client.

Conversely, as regards all material characteristics of the investments, we consider
as necessary that an investment firm recommends only such an investment (or
makes such an investment within asset management), whose material
characteristics, including risks and costs, it knows. In this case, the obligation of
due professional care requires the investment firm to make an objective
assessment of the investment’s characteristics.

In determining the extent of information necessary for a suitability assessment,
investment firms must, taking Article 15h(2) of the AoCMU® and points 33-40 of
the Guidelines into account, consider especially:

- the nature and extent of the service provided (the client's ability to
understand an investment recommendation related to the risks and nature
of each investment instrument; the client's extent of knowledge and
experience related to the managed assets can be less detailed than in the
case of that related to investment advice; more information must be
obtained in the management of an entire portfolio compared to the
provision of a specific piece of advice for the investment of a one-off
financial amount representing only a small part of the client’s portfolio);

- the type of the financial instrument or transaction that the firm may
recommend or enter into, including the complexity and level of risk (in the
case of complex and risky instruments, for example, firms should collect
more in-depth information about the client than they would do when less
complex and risky ones are at stake;” in the case of illiquid instruments,
the firm should obtain information about the period of time for which the
client is willing to hold the instrument);

- the nature and extent of the service that the firm may provide (for example,
services provided only to professional clients);

- the needs and circumstances of the client (the total assets, including the

® “Information ... must be obtained by the investment firm to the extent that it enables investment firm

to assess whether the provision of an investment service referred to in subsection (1), advice on a
financial instrument or the execution of a financial instrument transaction within the investment service
referred to in subsection (1), is suitable for the client's financial situation, investment objectives and
knowledge and experience necessary to understand the risks involved, in particular its risk tolerance
and ability to bear losses.”

" In point 36 of the Guidelines, ESMA states that “ESMA expects firms to carry out a robust
assessment amongst others of the client’s knowledge and experience, including, for example, his
ability to understand the mechanisms which make the investment product “complex”, whether the
client has already traded in such products (for example, derivatives or leverage products), the length
of time he has been trading them for, etc.”
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Question 8

Answer

information about possible limits on the disposal of the assets; stability of
income and its origin (for example income from employment, rental
income, etc.), the client's commitments and expenses planned in the
future; investments held through other investment firms; the information
collected about the client’s investment objectives); and

- the nature of the client (a non-professional or professional client or an
eligible counterparty); it is reasonable to assume that professional clients
or eligible counterparties have the necessary level of experience and
knowledge.

The investment firm should be particularly careful if information collected from the
client indicates his potentially increased vulnerability (due to age, the level of
literacy, physical or mental health or limitations, or inability to assess information
about the service offered). As regards vulnerable clients, investment firms should
adopt procedures to be able to understand what makes these clients vulnerable,
comprehend their needs and ensure that the products and services provided
support the interests and fair treatment of vulnerable clients.

When can be the results of a suitability test regarded as “satisfactory” within
the meaning of point 76 of Guidelines?

Point 76 of the Guidelines stipulates that investment firms that “..rely on tools in
the suitability assessment process (such as model portfolios, asset allocation
software or a risk-profiling tool for potential investments), should have appropriate
systems and controls to ensure that the tools are fit for purpose and produce
satisfactory results.” The tools it refers to are automated tools, which automatically
assess the suitability test or its elements based on data entered by the client.

If an investment firm implements a certain automated tool, it must have an idea of
what to expect from it. The tool for assessing investment questionnaires must
undoubtedly ensure that the results will give a credible picture of the client’s risk
profile and other important circumstances. Pursuant to point 77 of the Guidelines,
tools that classify clients or investment products broadly without taking account of
all the potential specificities would not be fit for purpose.

An example of an unsatisfactory result is automatic categorisation of a client as
“‘dynamic” based on a high score in one reply that contradicts answers to other
(lower-scored) replies. The assessment of information from the client using a
certain scoring system (adding up points from individual suitability elements, for
example) may not be suitable where the client, otherwise completely inexperienced
and conservative, may be assigned a speculative investment profile due, for
example, only to a long-term investment horizon or a solid financial situation.

Investment firms conducting suitability assessments using automated systems
should ensure that the results achieved therein are reliable and consistent. In
particular, firms should regularly monitor and test the algorithms that underpin the
suitability of the transactions recommended or undertaken on behalf of clients.
When defining such algorithms, firms should take into account the nature and
characteristics of the products included in their offer to clients. Pursuant to pint 82
of Guidelines, firms should at least establish an appropriate system-design
documentation (decision trees or decision rules); have a documented test strategy;
have in place appropriate policies and procedures for a review, change
management, updates and removal or errors within algorithms; have in place
adequate resources, including human and technological resources, and adopt an
appropriate internal sign-off process to ensure that the steps above have been
followed.

Finally, investment firms should, under point 100 of the Guidelines, ensure that
their employees have an appropriate understanding of the technology and
algorithms used and are able to review the automated advice generated.
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Question 9

Answer

Question 10

Answer

Nature of the
answer

Contact person:
Date:

Is it possible within a suitability test to classify clients into groups, in which
they will be essentially treated in the same manner?

Yes, it is possible, but these groups cannot be too general. Pursuant to point 77 of
the Guidelines, tools that classify clients or investment products broadly without
taking account of all the potential specificities would not be fit for purpose. For
example, an investment firm would introduce two categories of clients and offer
fund units to the less experienced ones and automatically advise those with more
experienced investment in bonds, shares and derivatives without further
differentiation. Investment in derivatives may not suit a client for whom investment
in shares is suitable. An automatic inclusion of a client into the group “tools other
than fund units” would be too general classification.

However, this does not prevent an investment firm from creating several groups
within client asset management, into which it classifies clients with very close
suitability test results.

May an investment firm in the management of assets of clients with a
conservative investment profile invest part of their assets in riskier tools?

Pursuant to point 74 of the Guidelines, investment firms should take into account
relevant information available about the client, including his or her current portfolio
of investments and asset allocation within that portfolio. We believe that generally
conservative investment objectives or less experience and knowledge do not rule
out that the client entrusts an investment firm with the management of part of his
assets where this part is small and unimportant relative to the client’s total assets
or income.

After performing the suitability test, there can thus be a situation when an
investment firm will enable an otherwise conservative client to let it manage a small
part of his investment portfolio, during which the firm will buy shares (if a
substantially larger part of the client’'s portfolio is managed in a conservative
manner, albeit not by the same investment firm).8

However, an investment firm cannot — only on the basis of information that the
client has additional large assets that he does not invest on capital markets —
asses the potential loss of all or a substantial part of the funds managed on behalf
of the client as insignificant and choose a speculative investment strategy for him
that would be inconsistent with his knowledge, experience and investment
objectives identified in a suitability test.

This answer expresses the opinion of Czech National Bank staff members. The
courts and the Bank Board of the Czech National Bank may be of a different
opinion.

Filip Novak, filip.novak@cnb.cz
22.4.2020

® The related requirements for product governance do not prevent this procedure either. Taking point
19 of Guidelines on MIFID Il product governance requirements into account, the characteristics of a
product intended for a broad group of target clients may encompass or overlap with the description of
a more restricted group, always depending on the correspondence between one or more categories
for a target market assessment (the type of clients for whom a product is intended; knowledge and
experience; the financial situation with a focus on the ability to bear losses; risk tolerance and
compatibility of the product’s risk-to-return ratio with the target market; and clients’ objectives and

needs).
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