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The Proposed Swiss Collective Investment Schemes
Regulation—Good Intent but Overreaching
A Comment from the Editors
Reference: CapLaw-2012-28
As reported in CapLaw-2012-13, against the background of new regulatory developments in the European Union, Parliament is currently debating an important revision
of the Collective Investment Schemes Act (CISA). The proposed partial revision of the
CISA is intended to primarily bring the regulatory provisions regarding asset managers in line with those foreseen in the Alternative Investment Fund Manager Directive
(AIFMD) which recently entered into force. The AIFMD provides for extensive regulation
of managers managing EU- or third country-based alternative investment funds (such
as hedge funds). In order for Swiss asset managers to still be able to access the European market it was necessary to revise the CISA. Among other changes, the draft legislation introduces a general licensing requirement for Swiss based asset managers which,
in contrast to the current regulatory system, applies regardless of whether the managed
collective investment scheme is Swiss- or foreign-domiciled. See also CapLaw-2012-32
below for an overview of the cornerstones of the proposed draft legislation.
Although some of the suggested regulatory changes are required to achieve market
access for funds managed in Switzerland in the EU, the current draft of the revised
CISA does not stop there; rather it includes topics which are not directly related to the
initial goal of adjusting the CISA to the AIFMD-standard for the sake of maintaining
the European market accessible and therefore in our view goes too far:
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• First of all, the current draft of the CISA aims to apply the standards as set out by
the AIFMD to any Swiss based asset manager regardless of whether the managed
fund is an alternative investment fund or just a regular retail fund. Even worse, it
doesn’t include all exemptions that the AIFMD would allow.

page 2

• Secondly, the current draft also refers to Swiss based or third-country funds which
are not subject to distribution in the EU. All in all, the proposed Swiss regulation of
asset managers goes further than the AIFMD-standard would provide and thereby
would again introduce a “Swiss finish”—a policy we believed to be abandoned some
time ago for good reasons.
• And thirdly, the draft CISA aims to completely change the system of distribution of
collective investment schemes in or from Switzerland even though this topic is not
related to the regulation of asset managers or the AIFMD-standard. The proposed
modifications with respect to the distribution of Swiss and foreign collective investment schemes, if adopted, would fundamentally change the current market standards in fund distribution. Especially private placements of foreign collective invest-

ment schemes which are not subject to regulation in their country of domicile would
severely be limited if not prohibited at all. We fail to see any reason for such a far
reaching limitation which would severely and adversely impact the market for such
instruments in Switzerland.
The proposed amendments to the CISA have recently been debated by the State’s
Council and will be conveyed to the National Council shortly. The changes suggested
until now by the State’s Council have aimed to reduce the negative impact of the proposed legislation for the Swiss market. Hopefully, the National Council will continue to
work with the same goal in mind.
All in all, the proposed revision of the CISA, in its far-reaching current form, could have
a very disadvantageous impact on the Swiss fund industry rather than improving the
Swiss regulations in the light of the AIFMD and its requirements for foreign managers
to access the European market. The Editors call on the Federal Parliament to reverse
that trend and limit the revision of the CISA to the adjustments necessitated by the introduction of AIFMD. Any element that goes beyond that aim should in our view not be
pursued at all or at least be considered at a later stage, e.g. in connection with the envisaged new act on services in the financial industry (Finanzdienstleistungsgesetz).

The EU Prospectus Reform 2012 and Consequences
for Structured Products Prospectuses
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Reference: CapLaw-2012-29
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Seven years after the entry into force of the harmonized EU prospectus regime with
the EU Prospectus Directive 2003/71/EC (PD) and the EU Prospectus Regulation
EC/809/2004 (PR), a major revision of the EU prospectus regime will enter into force
on 1 July 2012 when EU member states will be required to implement EU Directive
2010/73/EU (Amending PD) into national law and the amendments to the PR set out
in the delegated EU Regulation EU/486/2012 (Amending PR) will enter into force.
Many of the changes will affect the prospectus documentation for structured products
disproportionately, as one focus point of the change targets base prospectuses and
significantly restricts the permitted contents of final terms while another focus point
targets the summary which will gain in significance and become the key source of information for retail investors. This article analyzes selected areas of change of particular relevance for structured product issuers and describes initial trends how to cope
with the new requirements.
By Martin Scharnke

1) Introduction
Exactly seven years after the entry into force of the first fully harmonized EU prospectus regime with the EU Prospectus Directive 2003/71/EC (PD) and the EU Prospec-

tus Regulation EC/809/2004 (PR) on 1 July 2005, a major revision of the EU prospectus regime will enter into force on 1 July 2012 when EU member states will be
required to implement EU Directive 2010/73/EU (Amending PD) into national law
and the amendments to the PR set out in the delegated EU Regulation EU/486/2012
(Amending PR) will enter into force. See CapLaw-2012-12. Additional amendments to
the PR addressing in particular the issuer consent requirement for retail cascades and
required information on proprietary indices and on profit forecasts will be set out in a
second amending regulation to the PR entering into force after July 2012, a draft of
which was published by the EU Commission on 4 June 2012. This article analyzes four
selected areas of change of particular relevance for structured product issuers and describes initial trends how to cope with the new requirements.

2) Relationship between Base Prospectus and Final Terms
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The base prospectus regime was originally introduced to enable issuers to publicly offer large quantities of securities in an efficient manner without the need to obtain separate regulatory approvals for each security. Such individual securities can be documented by way of final terms if the specific security to be issued falls within the scope
of the general characteristics set out in the base prospectus. Since its introduction,
the base prospectus has proved to be a great success and has become the predominant prospectus form for structured products issuers. However, the European Securities and Markets Authority (ESMA) noticed that different regulatory practices in EU
member states had developed with regard to the information that can be included in
the final terms as well as the information which needs to be set out in the base prospectus and therefore approved by competent regulatory authorities. In the Amending
PD the European legislator concluded that it should be clarified that final terms should
only contain information related to the securities schedule which is specific to the issue
of securities and which cannot be determined at the time of preparation of the base
prospectus (Recital 17 to the Amending PD), and that all other information needs to
be set out in the base prospectus. It authorized the EU Commission to develop technical details on the format of base prospectuses and final terms. Under the delegated
authority and relying on advice prepared by ESMA, the EU Commission has completely
overhauled the requirements on format, presentation and permitted contents of final
terms in the Amending PR.
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a)

Categorization of Information Items

In the Amending PR, the EU Commission has categorized each information item of the
securities description into either category A, B or C. The intention underlying this categorization is to significantly restrict the extent to which new information which is not
reviewed by regulatory authorities can be introduced into prospectuses by way of final
terms. For any “category A” item, all information needs to be set out in full in the base
prospectus and no additions or modifications are permitted to be made by way of final

terms. For any “category B” item, the base prospectus must contain all the general principles while details not known at the time of approval of the base prospectus may be
inserted in the final terms. For information classified as “category C”, the base prospectus can contain blanks which can be inserted in final terms.
The risk factors, the type of underlying and information on proprietary indices of the issuer in case of derivative securities are amongst the most prominent information items
classified as “category A” and must therefore be set out in full in the base prospectus, thus leading to a reduction in issuing flexibility for issuers. ESMA has recently published initial guidance on the interpretation of “category B” items and how to distinguish between the general principles and details of any such information item (ESMA
Prospectus Q&A 14th version June 2012, question 78). On the basis of this guidance,
the term “details of any information item” will likely be interpreted narrowly by regulatory authorities and only include such items as reference rates, currencies or amounts.
It will in particular not be possible to introduce any freely drafted text in final terms in
relation to any “category B” information item. By way of example, in the Amending PR,
the calculation of the interest and the payout of securities have been classified as “category B”; this requires issuers to describe (and regulatory authorities to review and approve) the methods, including the algebraic formulas to determine the interest and the
payout of the product in the base prospectus, in full.
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As a result of the categorization, base prospectuses will necessarily contain more detailed information on the securities, which will likely (assuming no change in the product spectrum) lead to an increase in the length of prospectuses. The changes will also
significantly reduce the flexibility of issuers to access capital markets at short notice
because any product modification not provided for in the base prospectus will require
a new approval procedure with regulatory authorities irrespective of its significance for
investors. Against this background, it is to be hoped that regulatory authorities will at
least permit certain product modifications (such as payout variants or issue specific
risk factors) to be introduced by way of supplements since a supplement can typically
be prepared at much shorter notice than a new prospectus. ESMA is currently weighing its position on this but until guidance is published, which is currently expected to be
published in the summer of 2013, each member state will have to develop its own interpretation on this question.
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b)

Format and Presentation of Final Terms

Further amendments affect the format and the structure of final terms. Influenced by
market practices in the area of unstructured debt issues offered to professional investors where final terms are often prepared in a tabular form, the EU Commission
has introduced new rules severely restricting the information that may be included in
final terms. Under the new article 22 (4) PR introduced by the Amending PR, final
terms may only: (i) set out information items classified as “category B” or “category C”;

(ii) replicate or refer to options related to the securities description provided for in the
base prospectus and (iii) contain additional information set out in the new annex XXI
to the PR, such as information on countries where the offer takes place, additional information on the underlying, or example calculations for the payout.
By restricting the information that may be replicated in final terms, the EU Commission
has effectively disallowed the established format of final terms used in certain structured products markets such as Germany. In these markets, market participants often
prepared final terms in a consolidated format (which includes the terms and conditions
of the securities completed with the concrete issuance terms but also other parts such
as the risk factors) with a view to present to investors all relevant information on the
securities in a single document and in an easily analyzable form. While it is clear that
these practices will need to change going forward, the EU Commission did not go as
far as prescribing the use of a tabular format for all final terms. In particular, article 22
(4) (c) Amending PR expressly permits that any information item (irrespective of the
categorization) relating to the securities description in the base prospectus may include options, and where the securities description contains such options, the selected
option may be replicated in the final terms.
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Against this background, issuers of structured products will need to reconsider their
approach to final terms documentation under the new rules. Nevertheless, by appropriately designing the options set out in the base prospectus, the possibility to replicate information items included as options in the securities description in the base prospectus should give issuers some room for maneuver for the preparation of final terms.
Issuers should use this opportunity to find a solution for the presentation of final terms
that best complies with the local law requirements and that is transparent and easily
analyzable for investors.
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In addition, the Amending PR requires that where an item described in the base prospectus is not applicable to a particular issue of securities, such item shall appear with
the label “not applicable” in the final terms. It appears difficult to see the benefits of
this disclosure in case of an offering to non-professional investors who cannot be expected to have deep knowledge of every option contained in the base prospectus. In
any event, the consequences of this requirement should be fairly limited, because the
requirement only applies to the specific information items required for the securities
descriptions as set out in the annexes of the PR and not to all options provided in the
base prospectus. By way of example, the label “not applicable” would have to be specified in relation to interest provisions in the case of zero coupon notes but it will not
generally be required for any option provided for in the base prospectus that is not applicable to a particular security.

3) Coping with the New Summary
The second pillar of the PD reform targets the summary for prospectuses for securities
with denominations of up to EUR 100,000 offered to retail investors. Although the EU
legislator had already intended that the summary conveys the essential characteristics
and risks associated with the securities and the issuer at the time the PD was originally
adopted, summaries of base prospectuses in the past often fell short of this objective,
typically containing only generic information on the securities to be issued under the
program and offering only few details about the characteristics of an individual security.
The EU legislator identified this deficiency and introduced rules to turn the summary
into a short form document actually satisfying the objective of a key source of information for retail investors. In order to achieve this aim, it was decided that a separate security summary will need to be prepared for each security offered by way of final terms
in addition to the base prospectus summary that exists at the base prospectus level.
The base prospectus summary shall now contain different options and placeholders for
the individual securities issue while for the summary for a specific security the applicable options are selected and the placeholders will be filled in. This securities summary
shall then also be annexed to the final terms.
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In addition, a second objective linked to the summary has been introduced. The summary shall now also serve as an investor tool to compare the characteristics of different
securities. In order to achieve this objective, the PR prescribes that each summary addresses 94 separate information items allocated to five parts covering (i) an introduction including appropriate warnings, (ii) information on the issuer, (iii) information on the
securities, (iv) the key risks for investors and (v) information on the offer. These information items which repeat and condense the most important disclosure items required
for the full prospectus and are extracted from the respective annexes of the PR will
need to be presented strictly in the order provided for in the PR giving issuers no flexibility on how best to structure the summary for various product types.
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Despite of the impressive catalogue, article 24 (1) of the Amending PR limits the
length of both the base prospectus summary and the securities summary to 15 pages
or 7 per cent. of the length of the base prospectus (including the documents incorporated by reference), whichever is longer. Contrary to the existing rules under the PR
which contained a size limit of 2,500 words in its recitals (but which was in practice often used as non-binding guidance only), it is to be expected that the new size limits
will be actively enforced by regulatory authorities. Since no cross-references from the
summary to other parts of the prospectus are permitted, brevity of disclosure will therefore be central in order to comply with the new requirements.
Issuers of structured products will likely also see their program architecture affected
by the size limit for base prospectus summaries. Given that the characteristics (including the payout structure) of each product type will need to be described in some de-

tail in the base prospectus summary, this will impose an inherent limit on the number of
product types that can be included per base prospectus, in line with the intentions of
the legislator.
While the importance of the summary in prospectus disclosure will increase significantly with these changes, so will the costs for the preparation of the securities summary, in particular in cases of offerings in various countries on the basis of the EU prospectus passport since a translation into the local languages will become necessary.
The objectives pursued by this part of the reform also overlap in large part with other
short form product initiatives both on the European level and in certain EU member
states. For example, the project on harmonization of rules relating to packaged retail investment products currently discussed on the EU level (PRIPs) and the product information sheet (Produktinformationsblatt) introduced in Germany in July 2011 both focus on short form product disclosure and address perceived deficiencies in information
made available to retail investors, albeit from a distribution and not from a product production perspective.
It remains to be seen how the different regulatory initiatives will develop further in the
future. In any case, it would be desirable that both short form product disclosure documents converge because no retail investor has any benefit from two similar but diverging standards. In relation to countries such as Germany where a separate short form
product disclosure is already mandatory, it is important to focus on a standardization of
the short form product descriptions both in the product information sheet and the new
prospectus summary, ideally relying on similar short form product and risk disclosure
wording.
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4) Base Prospectuses with Separate Registration Document
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One of the few areas where the prospectus reform is expected to bring greater flexibility is the description of the issuer. As a result of the deletion of the beginning of article 5 (3) PD which was interpreted as disallowing separate registration documents in
case of base prospectuses by the Amending PD, it may become possible in the future
to split up the program documentation into three separate documents: the issuer description contained in a separate registration document, the securities description, and
the summary. Currently only the German regulator BaFin has publicly confirmed that
each document can be approved separately and updated separately by way of supplements from 1 July 2012. But based on the clear intention of the legislator when deleting the beginning of Article 5(3) PD, it is to be hoped that other EU member states and
ultimately ESMA will also follow the German interpretation and permit separate registration documents in case of base prospectuses going forward.
This change would increase the attractiveness of separate registration documents for
base prospectuses in the future. This is particularly true in the case of issuers of struc-

tured products who will be confronted with the need to subdivide comprehensive base
prospectuses covering a wide variety of products into various separate base prospectuses each covering a limited number of products only. Against this background of an
increasing number of separate base prospectuses which require constant administration and updates, it would lead to a reduction in administrative burdens if the issuer description were isolated from the rest of the base prospectus and updated separately.
Such structure would reduce the number of supplements required for structured products programs because a change to the issuer description would typically only require
one single supplement approved by a competent authority irrespective of the number
of securities descriptions which each only contain dynamic references to the registration document as amended from time to time.

5) Revocation Right of Investors
Since the introduction of the PD there have been discussions on the application of
article 16 PD, in particular on the limits of the time periods during which a prospectus needs to be updated by way of a supplement and the time period during which
an investor may exercise its right to revoke an acceptance to subscribe or purchase
securities in the case a supplement is published. As part of the prospectus reform,
article 16 of the PD has been amended with a view to clarifying the applicable legal requirements. As a result of the change, while the legal uncertainties have been reduced,
this has at the same time resulted in a significant extension of the period during which
investors can exercise a right to revoke a purchase of securities. This increases the potential risk exposure for issuers and in particular for structured products issuers with
their typically long offer periods.
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As regards the time period during which a prospectus needs to be supplemented, the
Amending PD has clarified in article 16 (1) PD that the requirement to supplement
prospectuses exists until the later to occur of the end of the offer and the beginning of
trading of the securities on a regulated market, thus extending this period significantly
to the latest possible date amongst the various views brought forward in relation to
article 16 PD in its existing form.
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Furthermore, the revocation right of investors set out in article 16 (2) PD was amended
and broadened so that investors who have agreed to purchase or subscribe for securities prior to the publication of a supplement relating to an offer prospectus are entitled to revoke their acceptances within a period of two working days from the publication of the supplement, if the event giving rise to the supplement occurred prior
to the end of the offer and prior to the delivery of the security. Regulatory authorities
have also started to indicate that they will require issuers to specify in the supplement
the concrete timing of the occurrence of the event giving rise to the preparation of the
supplement in order to easily determine whether a revocation right for investors exists.

In addition, issuers will be free to extend the revocation period to more than two working days.
It is important to note that contrary to the current rules by which article 16 PD has
been implemented in Germany, the exercise of a right of revocation will no longer be
excluded if the acquisition of securities by the investor has been settled and the respective securities have been delivered to it. This means that in Germany the amendments to article 16 (2) PD by way of the Amending PD will lead to a significant extension of the revocation right, effectively providing the investor with a put option to return
the acquired securities if the event giving rise to the supplement occurred prior to the
delivery of the securities to the investor.
As a result of these changes, there will be an increased risk that investors will actually revoke their purchases. Given that any such revocation will likely lead to losses for
issuers, it will become even more important to reduce the time period between the occurrence of the event giving rise to the preparation of the supplement and the publication of the supplement as far as possible.

6) Conclusion
The prospectus reform entails substantial changes affecting in particular the basic
program architecture for structured products programs. Although officially titled a further step to reduce administrative burdens and increase Europe’s competitiveness
(Recital 4 of the Amending PD), the prospectus reform will most likely lead to more
complex and in aggregate even longer prospectus documentations and will also increase the documentation costs for structured products issuers. Even if due to the
grandfathering provisions contained in the Amending PR some of the changes do not
become operative for base prospectuses approved prior to 1 July 2012, issuers are
well advised to prepare for the new rules as early as possible. This is because at the
latest during the next annual update cycle, these changes will need to be reflected in
the program documentations, and it is to be expected that some time will be required
to adapt the documentation to the new requirements.
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Martin Scharnke (martin.scharnke@allenovery.com)
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Swiss Financial Market Supervisory Authority (FINMA)
Position Paper on Distribution Rules
Reference: CapLaw-2012-30
In the aftermath of the turmoil on the global financial markets which has become prominently known and felt since the year 2008, FINMA, first in its discussion paper on regulating the production and distribution of financial products to retail clients (Distribution

Report) and now in its position paper on the regulation of the production and distribution of financial products (Position Paper on Distribution Rules) has made proposals
on how to better protect clients investing in financial products. This article provides a
summary overview over the 18 key points which FINMA makes in its Position Paper on
Distribution Rules and, to some extent, puts them into perspective.
By Peter Ch. Hsu/Tina Balzli

1) Introduction
On 24 February 2012, FINMA published its Position Paper on Distribution Rules accompanied by an introductory note of Dr. Patrick Raaflaub (FINMA Director) and a
speech of Urs Zulauf (General Counsel of FINMA). In addition, FINMA published a report on the consultation procedure (Consultation Report) regarding its Distribution Report, published in October 2010 essentially as a reaction to the general turmoil on the
financial markets since the year 2008 (including Lehman Brothers bankruptcy, Madoff etc.). The Consultation Report summarizes the responses of the participants in the
consultation procedure and the Position Paper on Distribution Rules is a result of such
consultation procedure.
In 2010, FINMA’s overall conclusion was that the financial markets law as it stands
does not adequately protect clients and that it needs to be changed accordingly. Given
the fact that FINMA felt vindicated by the consultation procedure with regard to the
majority of its regulation proposals, its overall conclusion remains the same in 2012
although there are some differences between the two papers.
The following is a summary of the 18 mutually complementary and generic key points
set forth by FINMA in its Position Paper on Distribution Rules which should essentially be in line with international standards on the production and distribution of financial products such as the Principles on Point of Sale Disclosure published by the International Organization of Securities Commission (IOSCO), the EU Prospectus Directive
and the EU Directive on Markets in Financial Instruments (MiFID). The three main areas of concern throughout the key points are:
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(i) Rules on financial products;
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(ii) Stricter rules on business conduct and organization for financial services providers;
and
(iii) Extension of supervision.
The majority of key points focus on area (iii). Apart from this, FINMA also gives thought
to enforcement of client claims (without actually proposing specific civil law measures
which is outside its scope) as well as to the creation of a financial services act.

2) Rules for Financial Products
a) Problem
On the level of rules for financial products, FINMA concludes that there are currently
insufficient and inconsistent rules on the obligation to provide information to the customer. This is particularly true with regard to the obligation to provide (i) prospectuses
and (ii) information documents regarding the key characteristics and risks of a product.
Against this background, FINMA proposes the following three key points on rules for
financial products.
b)

Key Point 1: Prospectus Requirement for all Standardized
Financial Products

FINMA believes that client protection can be improved by introducing a uniform prospectus requirement for all standardized financial products offered in Switzerland (except for collective investment schemes, insurance products or pure savings products that
should remain subject to specific regulation), irrespective of the domicile of the producer.
The uniform prospectus shall be drawn up following a prescribed format and contain key
information on the producer and the product itself, in particular the involved risks.
Further, (i) issuers issuing large numbers of similar products shall have the option to
draw up a base prospectus, (ii) prospectuses shall generally require authorization before being published in order to ensure compliance with the legal requirements and
(iii) the issuer shall be subject to a follow-up publicity whenever a financial products
changes after its issuance.
c)

Key Point 2: Product Description for Compound Financial Products
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As regards compound financial products (i.e. products which are made up of different
components and, thus, more complex), FINMA requires all clients to be provided with
a product description before they acquire such product, irrespective of whether it is issued in standardized form or designed upon the client’s request. The product description shall set out the key product characteristics, including risks and costs.
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For the sake of comparability between the different product types, FINMA asks the
legislator to enact strict regulations governing the composition, sequence and length of
the document. The Key Investor Information Document (KIID) for European Undertakings for Collective Investment in Transferable Securities (UCITS) funds may serve as a
model for such product description.
d)

Key Point 3: Standardized Rules to Better Protect Retail Clients

According to FINMA, the prospectus requirement as well as the obligation to pro-vide
a product description shall primarily apply to financial products to be distributed to re-

tail clients (i.e. all natural persons irrespective of their financial situation and companies
without special knowledge of the financial markets). Professional clients may “opt in”
to the same level of protection as retail clients while the latter may “opt out” as far as
they dispose of sufficient assets and demonstrate adequate professional skills regarding the concerned market segment.

2) Stricter Rules on Business Conduct and Organization
for Financial Services Providers
a)

Problem

Moving on to the level of financial services providers, FINMA observes insufficient regulation on their business conduct. FINMA in particular criticizes (i) the general lack of
information on financial services providers (in particular as to their authorization status),
(ii) insufficient knowledge of the subject matter of the service and the motivation of financial services providers (inter alia regarding remuneration from third parties) as well
as (iii) inconsistent and incomplete rules on how and to which extent financial services
providers must obtain information on the experience and knowledge of their clients
and provide them with information and warnings about financial products.
The subsequent key points 4 to 11 aim at rectifying this state of affairs.
b)

Key Point 4: Information on the Financial Services Provider’s Authorization
Status and Area of Activity

FINMA proposes that financial services providers must inform clients about their
area of business activity and their authorization status before carrying out any financial transactions. In particular, financial services providers shall inform clients in writing
(which may take a standardized form) about their authorization status and the activities
which are allowed under such authorization. Only service providers who are supervised
on a constant basis shall be allowed to refer to themselves as “supervised”.
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c)
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Key Point 5: Disclosure of the Service and Interests
of the Financial Services Provider

FINMA envisions that financial services providers must inform clients about (i) the content of their specific service, (ii) the interests involved in providing such service and
(iii) the costs which their services entail. Further, financial services providers shall disclose whether they only distribute their own products and whether they receive remunerations from third parties or group companies for the distribution of certain products.
They shall only be allowed to call themselves “independent” if they do not accept incentives or inducements from third parties when performing services for their clients
and are not tied to third parties in any other way. In our view, this would e.g. include payments such as retrocessions paid to asset managers or commissions paid by insurers
to insurance brokers.

d)

Key Point 6: Information on the Characteristics, Risks and Costs
of Products

FINMA wants financial services providers to inform clients about the characteristics,
risks and costs of the respective type of business transaction before they perform the
service in question. Such information must enable the client to make an informed investment decision, particularly with regard to the risks involved and may be provided
in standardized form as far as it is suitable for the client’s level of expertise. However,
such information must go beyond the current self-regulatory standards e.g. in the securities trading business (cf. the Swiss Bankers Association brochure on special risks
in securities trading of 2008).
e)

Key Point 7: Providing the Product Documentation

As a correlative of the product producers’ duty to draw up prospectuses and product
descriptions (see key points 1 and 2), FINMA wants to oblige financial services providers to provide the product documentation to their clients whenever they offer products
to them. In particular, they shall provide retail clients with a product description for compound financial products. Prospectus documents, however, shall only have to be made
available on request. Also, advertising material shall clearly be separated from the documents required under supervisory law.
f)

Key Point 8: Checking the Appropriateness of Financial Products

Before carrying out financial transactions for a retail client, FINMA wants to oblige financial services providers to determine the client’s experience with and knowledge of
the respective type of product or the service to be provided. Whenever a service provider concludes that a transaction is inappropriate for a certain client, it shall warn the
client accordingly who is then free to decide whether or not to execute the transaction.
The appropriateness test shall, in principle, only apply to retail clients and not to professional investors which is along the lines of MiFID.
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g)

page 14

Key Point 9: Providing Information on the Suitability of Investments
in the Case of Advice and Portfolio Management

Before giving advice to clients (compared to advice addressed to the general public),
FINMA wants financial services providers to determine whether a transaction is sui
table for the client by asserting such client’s experience and knowledge, investment
objectives and financial situation and to take into account the risk diversification of the
client’s portfolio. Before taking on portfolio management mandates, they shall further
ascertain whether the client has understood the significance of issuing the order and
whether the chosen investment strategy is suitable for the client. If a financial services
provider does not receive sufficient information to check the suitability of a financial
product for a client, it must inform the client of this situation. In such case, it may not

render the client any personal advice on a specific product. As far as a portfolio management mandate exists, the individual transactions shall usually be deemed suitable
for the respective client as far as they are in particular in line with the chosen investment strategy. The service provider shall further constantly monitor the client’s portfolio.
h)

Key Point 10: Restriction of Execution-only Services for Retail Clients

FINMA suggests that financial services providers may carry out financial transactions
for retail clients without an appropriateness test (see key point 8), if the client instructs
the provider to carry out the transaction on his/her own initiative and the products in
question qualify as simple financial products (e.g. exchange-traded equities or bonds,
but per se no products with derivative components). Consequently, financial products
that do not qualify as simple financial products may not be sold without advice on an
execution-only basis to a retail client.
i)

Key Point 11: Documentation on the Service Provided

In order to avoid uncertainties and misunderstandings, FINMA proposes to oblige financial services providers to document the scope and subject matter of the agreed
service. Further, they shall duly account for the services provided.

3) Extension of Supervision
a)

Problem

On the level of supervision of financial service providers, FINMA criticizes the incomplete coverage of financial services providers under current supervisory law. The detected deficits in particular concern (i) gaps in the supervision of portfolio managers,
(ii) insufficient qualification requirements for persons who enter into contact with clients and (iii) insufficient client protection in the case of cross-border financial services.
Based on this analysis, FINMA proposes the following measures in the area of ex-ension of supervision.
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Key Point 12: Introduction of Supervision to all Portfolio Managers

FINMA claims that all portfolio managers which are currently not subject to prudential
supervision such as in particular external asset managers (compared to banks or securities dealers) should be supervised. Under this supervision, the portfolio managers
shall comply with the rules of business conduct (see above section 2) and must have
an appropriate organization and adequate capital. It is not clear whether financial intermediaries providing asset advisory services only (opposed to asset management services) should also be subject to supervision.

c)

Key Point 13: Quality Test for all Client Advisors and Product Distributors

Apart from extending supervision to institutions, FINMA wishes to ensure that client
advisors and product distributors entering into contact with clients meet certain minimum requirements. Accordingly, FINMA wants them to prove their knowledge of the
rules of business conduct, the principles of financial planning and the products distributed in a test. They shall further be required to improve their skills by way of regular training courses. A publicly accessible register shall enable clients to check whether
their client advisor or product distributor meets the required quality standards.
d)

Key Point 14: Client Protection in the Case of Offers
from Financial Service Providers based Abroad

FINMA plans to substantially change the current liberal cross-border services regime
into Switzerland. In the future, cross-border services to clients in Switzerland shall only
be permissible from other countries if the same level of protection is guaranteed as
with a Swiss provider (i.e. requirement of an appropriate supervision of the service provider, cooperation agreement between the respective foreign supervisory authority and
FINMA and, normally, a branch or subsidiary of the service provider in Switzerland).
Further, Swiss rules on business conduct and staff quality standards shall also apply to
foreign service providers conducting business in Switzerland.

4) Key Point 15: Improved Enforcement of Client Claims
FINMA points out that retail clients typically refrain from asserting their legal claims
against financial services providers before court due to the high costs and uncertain
outcome of the trial. FINMA believes that civil law measures can provide a sensible
complement to the supervisory instruments available and therefore proposes that the
enforcement of retail client claims against financial services providers should be improved.

5) Creation of a Swiss Federal Financial Services Act
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Key Point 16: Financial Services Act Covering the Products,
Business Conduct and Knowledge of Financial Service Providers

In order to ensure a coherent and comprehensive application of the suggested conduct and product rules across all sectors at the point of sale, FINMA proposes to incorporate them in a new act (i.e. a financial services act) and not to include them by
amendment into the existing financial market legislation.
b)

Key Point 17: Supervision of Portfolio Managers via an Amendment
to the Stock Exchange Act

Given the fact that portfolio managers regularly engage in securities trading, FINMA
proposes to include the rules on the authorization and supervision of portfolio manag-

ers into the Stock Exchange Act and thus, to adhere to the sector-specific approach in
this regard.
c)

Key Point 18: Amendments to the existing Financial Market Legislation
of the Code of Obligations

FINMA notes that whilst introducing cross-sector business conduct and product regulations in a new financial services act, changes will have to be made to the applicable
financial market laws and the Code of Obligations. To the extent that sector-specific
circumstances require special arrangements, existing provisions on the documentation
and distribution of financial products should nevertheless continue to apply.
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6) Appraisal
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In its Position Paper on Distribution Rules, FINMA altogether puts forth far reaching
proposals for the purpose of improving client protection which are inspired by international standards. If adopted by the legislator, such proposals will lead to a significant
expansion of FINMA’s current powers which, in our view, will require the provision of
additional resources. At this stage, there is also considerable lack of clarity on how the
FINMA proposals should actually be put into practice (e.g. approval of prospectuses,
criteria for client segmentation, conditions for opting in and out of retail client protection, definition of simple financial products, supervision of pure advisors). We would
also expect MiFID II to have an important influence on the future legislative development (see in particular the requirement of equivalence in article 41 no. 3 of the Proposal for a Directive of the European Parliament and of the Council on markets in financial instruments repealing Directive 2004/39/EC of the European Parliament and
the Council (MiFID II) of 20 October 2011, 2011/0298 [COD]). Nevertheless, the
market environment and standard of regulation of jurisdictions outside the EEA should
also be considered in order to remain internationally competitive. In any case, the Position Paper on Distribution Rules is certainly a starting point in a future legislation
process and several of FINMA’s proposals are already being implemented in the current revision of the Collective Investment Schemes Act as far as collective investment
schemes are concerned. Also, the Federal Council has instructed the Federal Finance
Department to elaborate the required legal basis for improving client protection as regards the distribution of financial products, namely to examine in cooperation with the
Federal Department of Justice and FINMA the potential need for action and to elaborate a consultation draft (see press release of the Federal Council dated 28 March
2012, http://www.news.admin.ch/message/index.html?lang=de&msg-id=43953).
Peter Ch. Hsu (peter.hsu@baerkarrer.ch)
Tina Balzli (tina.balzli@baerkarrer.ch)

New Ordinance of FINMA on the Insolvency of Banks:
A Critical Assessment
Reference: CapLaw-2012-31
Based on articles 28 (2) and 34 (3) of the Banking Act, as amended (BA), the Swiss
Financial Market Supervisory Authority (FINMA) has opened on 16 January 2012 a
consultation, which has come to an end on 2 March 2012, on the complete revision
of the FINMA Bank Bankruptcy Ordinance (BBO-FINMA). More precisely, the BBOFINMA is intended to be repealed and replaced by the new Ordinance of the Federal
Authority on the supervision of financial markets on the Insolvency of Banks and Securities Dealers (Bank Insolvency Ordinance-FINMA, BIO-FINMA or the Ordinance). The
current draft of the BIO-FINMA provides for some innovations which are worth noting
and may even have an impact on the competitiveness of the Swiss financial place as
regards derivatives, securities lending and repo transactions.
By François Rayroux/Christelle Conti

1) Introduction
a)

Background
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The revision of the BBO-FINMA is the result of the revision of the BA on the protection of deposits, which entered into force on 1 September 2011. The BIO-FINMA must
also be seen in the wider context of the modifications to the BA in connection with the
“too-big-to-fail” discussions which came into effect on 1 March 2012. Furthermore,
FINMA’s declared intent in an international perspective is to (a) transpose and integrate into Swiss law the international initiatives arising from the Report and Recommendations dated March 2010 of the Cross-Border Bank Resolution Group (CBRG)
of the Basel Committee on Banking Supervision and from the Key Attributes of Effective Resolution Regimes for Financial Institutions dated October 2011 of the Financial
Stability Board (FSB) and (b) take into consideration the new bank insolvency measures introduced in other key jurisdictions, such as the United Kingdom (Banking Act
2009, implementing a specific insolvency regime), Germany (Kreditwesengesetz, as
amended in 2010) and the United States (Dodd-Frank Wall Street Reform and Consumer Protection Act) and, more generally, the various consultations within the European Union on this subject.
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In a nutshell, the intention behind the complete revision of the BBO-FINMA is to accelerate insolvency proceedings of banks and securities dealers and to render the same
more efficient, transparent and predictable for the market participants (principle of legal security). In addition, FINMA’s intent is, by regulating in one single act both bankruptcy and restructuring proceedings, to facilitate the application of these provisions.

b)

Overview of the Content and the Objectives of the BIO-FINMA

The BIO-FINMA is divided into seven chapters which we shall in essence follow for the
purpose of our contribution. Chapter 1 is dedicated to the general provisions (articles
1–10), while Chapters 2 and 3 regulate two types of proceedings: bankruptcy (articles
11–39) and restructuring (articles 40–52). Chapter 4 discusses the protection of the
systems and the market’s infrastructures (articles 53–55), whereas Chapter 5 deals
with the suspension of the contractual termination rights (article 56). Finally, Chapter 6
relates to the closure of the proceedings (articles 57–58) and Chapter 7 embodies the
final provisions (articles 59–60). These two last chapters, which are not particularly relevant for our analysis, will not be dealt with hereafter.
c)

Object and Limitations of this Contribution

The object of this contribution is to highlight the salient features of, and to provide for
a summary of the main amendments introduced by the BIO-FINMA. Accordingly, it
does not pretend to be an exhaustive presentation. In this context, we shall put a particular emphasis on one key element of the new Ordinance: the new powers granted
to FINMA as regards the suspension of contractual termination rights, regulated under Chapter 5 of the BIO-FINMA (see below Section 2) e)). By contrast, our contribution is not intended to provide for an exhaustive analysis of all issues arising in the context of the enactment of the BIO-FINMA or on bank insolvencies, or reorganisations,
in general.

2) Salient Features of the BIO-FINMA
The main amendments introduced by the BIO-FINMA can be summarized as follows:
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Chapter 1: General Provisions

The general provisions of the BBO-FINMA will be amended to the extent necessary by
those of the BIO-FINMA in order to include the restructuring proceedings (Sanierung/
assainissement) in the scope of the Ordinance. Furthermore, given the fact that central mortgage bond institutions (Pfandbriefzentralen/centrales d’émission de lettres de
gage) are engaged in bank-like activities and are—at least partially—subject to FINMA’s
supervision, it is justified that the provisions of the BIO-FINMA also apply to them,
as they are applicable to banks within the meaning of the BA and securities dealers
(article 2 (1) (c) BIO-FINMA). However, we are of the opinion that, to include these entities in the definition of the term “bank” may be an unfortunate choice. Firstly, the BIOFINMA is an implementing ordinance of the BA in which the term “bank” has a very
specific and more limited scope and, secondly, article 36a of the Stock Exchange Act
(SESTA) makes articles 25 to 37l BA (and consequently their development in the BIOFINMA) applicable to securities dealers only by analogy. With the current wording of

article 2 BIO-FINMA, one may fear that this flexibility, which is necessary for a good
application of law, may be lost.
Article 2 (2) BIO-FINMA specifies that natural and legal persons, exercising an activity
without the requested authorization under the applicable Swiss financial market laws
(i.e. as bank, securities dealer or central mortgage bond institutions), may only be subject to bankruptcy proceedings, at the exclusion of restructuring proceedings. FINMA
takes indeed the legitimate position that the illegality of the activity justifies depriving
the concerned person of the benefit of saving measures, unless it is in the interest of
the financial market to make an exception.
The fundamental principle of the “universality of the insolvency”, which is of essence for
the treatment of insolvencies in an international context, is confirmed and expanded to
govern now also restructuring proceedings (article 3 (1) BIO-FINMA). In this respect,
the BIO-FINMA reflects the lessons learned from the recent international bankruptcies, such as those of the Lehman or Kaupthing Groups. In this context, the obligation to treat Swiss and foreign creditors equally remains unchanged (article 3 (2) BIOFINMA). Finally, FINMA’s competence as coordinator of insolvency proceedings which
is provided for by article 9 BIO-FINMA and is key both in an international context as
well as in the context of insolvencies affecting entire groups, expressly, requires from
FINMA and, as a novelty compared with the BA (see article 37f (1) BIO-FINMA), also
from the service providers and official bodies appointed by FINMA (i.e. the restructuring agent or the liquidator) to coordinate, as far as possible, their actions with other
Swiss federal and cantonal authorities as well as with foreign authorities. The coordination with foreign authorities in particular has proven to be of essence in the context
of the Lehman and Kaupthing insolvencies and has not in all instances been achieved
successfully in the past.
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Chapter 2: Bankruptcy Proceedings

Chapter 2 of the BIO-FINMA remains fundamentally unchanged, as compared to the
BBO-FINMA, since the aim of the proposed draft of the BIO-FINMA is to implement
more detailed provisions, in particular with respect to restructuring proceedings. However, article 24 (2) BIO-FINMA should be noted. Indeed, this provision expressly states that claims which do not reveal the beneficiaries’ names, particularly pseudonym or
numbered bank accounts, in addition to the debt obligations in bearer form (already expressly mentioned under current law), do not count as “deposits” and are therefore not
considered as preferential claims eligible for segregation within the meaning of article
37a BA. It is worth mentioning that this provision, which seems to be criticised by certain market participants, in particular private banks, does in our analysis not constitute
a novelty, but should rather be considered as a legal clarification of FINMA’s prevailing
practice.

c)

Chapter 3: Restructuring Proceedings

In terms of content of the BIO-FINMA, a major focus has been made on the detailed
regulation of restructuring proceedings and the restructuring plan (Sanierungsplan/
plan d’assainissement), which are not regulated in the BBO-FINMA. The fully revised
text can be summarized as follows:
i. Pursuant to article 28 (1) BA, in the case of a well-founded prospect of restructuring or of maintaining some banking services, FINMA may order restructuring proceedings. Pursuant to article 40 BIO-FINMA, a “well-founded prospect” exists when there
are, at the time of the assessment, sufficient reliable indices based on which one may
conclude that the restructuring plan may be approved. The analysis to be conducted
here must be underpinned by the principle “no creditor worse off than in liquidation”
(article 31 (1) (b) BA). By contrast, there is no right of an insolvent entity to be granted
the benefit of a restructuring plan. This decision remains in the entire discretion of
FINMA.
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The restructuring plan can be drawn up by FINMA and be approved immediately, that
is to say along with approving the commencement of the proceedings (article 41 (2)
BIO-FINMA). There is, in other words, no obligation to conduct a “two phase procedure”, where FINMA would first approve the reorganisation procedure and where only
in a second step a restructuring plan would be elaborated. This obviously drastically accelerates the entire process, but may also limit the information of counterparties as to
the existence of a pending reorganisation procedure.
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As a rule, the opening of proceedings must be published immediately (article 41 (3)
BIO-FINMA). However, FINMA has the ability to postpone the publication during ten
days, if FINMA considers that this facilitates the elaboration of the restructuring plan
(article 41 (4) BIO-FINMA). The time flexibility granted by article 41 BIO-FINMA constitutes an essential component of the new insolvency law, but is very delicate in terms
of the protection of the creditors’ interests. Indeed, creditors entering into transactions
or other relationships with the insolvent entity within this period, where the publication
is postponed, may be caught into the insolvency proceedings, even though they were
bona fide relying on the fact that the bank is still in good operating conditions. Experience shows that this may indeed lead to a situation where counterparties enter into
transactions with the insolvent, while the competent bodies within the same insolvent
bank have already lost their power to dispose of the assets and to transact on behalf
of the bank. Those creditors’ claims rank then pari passu with all other claims of unsecured creditors entered into before the “undisclosed” date of the insolvency. For this
reason, and to protect the market participants, FINMA should in our analysis not have
the right to postpone the publication, but should be obliged to proceed with the publication as a rule as soon as possible, respectively without delay.

ii. Article 42 BIO-FINMA (article 28 (3) BA) is dedicated to the restructuring agent
(Sanierungsbeauftrager/délégué à l’assainissement). Indeed, although not mandatory,
a restructuring agent may be appointed by FINMA. He has official powers, but does
not have any authority to issue orders within the meaning of the Federal Act on Administrative Procedure of 20 December 1968.
iii. Pursuant to article 43 BIO-FINMA (article 31 BA), the basic features of the restructuring plan are to be publicly announced and to provide information about all the important facts relating to the restructuring (inventory stating the assets and liabilities, prudent assessment of the balance sheet, presentation of the future organisation and of
the positions of the bank’s creditors, key components of the restructuring, etc.). If banking services are to be continued, in-depth information must be provided (see article 51
BIO-FINMA). The restructuring plan, whose approval falls within the competence of
FINMA (article 44 BIO-FINMA), may be rejected within a period of ten days by the unsecured creditors holding the majority of capital (article 45 BIO-FINMA and article 31a
BA in connection with article 8 BIO-FINMA). This right to reject lies not with the creditors of a systematically important bank (article 31a (3) BA).
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iv. In order to achieve the level of capital required for the restructuring, FINMA will be
granted the power to apply new reorganisation instruments. To this effect, article 31 (3)
BA, in force since September 2011, allows as an ultima ratio FINMA to adopt in the
restructuring plan the following measures:
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(1) A decrease of the company’s equity capital and the creation of a new equity capital (articles 46–47 BIO-FINMA and article 31 (3) BA): As mentioned in the explanatory report of FINMA (Bankeninsolvenzverordnung, FINMA Erläuterungsbericht dated
16 January 2012—only available in German—the Explanatory Report), the decrease
and creation of equity capital should, as a rule, intervene before a conversion within the
meaning of articles 48–49 BIO-FINMA (or exceptionally, but as a practical matter, simultaneously) since losses must logically be born by “owners” (i.e. mainly shareholders)
before creditors (article 31 (1) (c) BA)). In this context, article 47 BIO-FINMA grants
FINMA the power, under certain circumstances, to withdraw the preferential subscription rights from the existing owners. FINMA is of the view that, as the Swiss Banking
Act is based on the principle “no creditor worse off than in liquidation” (article 31 (1)
(b) BA), there is a sufficient legal basis for the suppression of these preferential subscription rights at the level of an implementing ordinance (i.e. without a so called “formal legal basis”).
(2) The conversion of borrowed capital into equity capital without contractually agreed
conversion (debt-to-equity swap or bail-in; articles 48–49 BIO-FINMA and article 31
(3) BA): In line with new intervention rights for financial market regulators applicable in other important jurisdictions, FINMA will be granted the power to decide in its

discretion on the timing for a haircut that would affect all bondholders alike. Bail-ins
are based on the principle of the discretionary intervention of the supervisory authority. This novelty is the most important measure introduced by the BIO-FINMA in the
field of restructuring proceedings. Before proceeding with such a “forced” conversion,
and for the purposes of article 48 BIO-FINMA, contractually created convertible capital must have been converted and the share capital fully reduced to set-off existing
losses. Debt-to-equity swaps and bail-ins are in other words intended to be “subsidiary” in nature and considered as an ultima ratio. One possible way for banks to ensure
a possible future recapitalisation is to seek to raise capital in the new financial environment in the form of Contingent Convertibles Bonds (CoCos), which—by contrast to
bail-in—automatically convert into shares if the equity ratio falls below a certain threshold. These instruments are also activated when there is a reasonable concern that the
bank is reaching the point of non-viability, what will be evaluated and determined by
FINMA.
As a rule, any debt may be converted, except for a number of claims expressly listed
in article 49 BIO-FINMA. Claims of the owners must be converted before those of
the creditors (article 31 (1) (c) BA). Moreover, subordinated claims must be converted
in priority in accordance with article 49 (4) BIO-FINMA. According to the Explanatory Report, FINMA considers that it has the authority, as an ultimate measure, to pronounce also the conversion of claims arisen before the entry into force of article 31 (3)
BA, that is to say, before 1 September 2011.
In parallel or in lieu and place of the measures mentioned in articles 46 to 49 BIOFINMA, FINMA is empowered to take other capitalization measures, such as to pronounce the partial or total waiver of claims or the suspension of the interest payments
(article 50 BIO-FINMA).
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A major innovation is the power conferred to FINMA not only to restructure the entire
bank, but more importantly to transfer individual essential banking services to another
legal entity, including a so-called “bridge bank” (the Recipient; articles 51–52 BIOFINMA; article 30 (2) BA). This possibility, which has to be expressly provided in the restructuring plan, aims at protecting the clients (by ensuring they have access to their
deposits and loans) as well as the financial system and the economy as a whole.
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All assets, liabilities and contractual relationships linked to the banking activities, which
have been identified as essential activity and are connected from a legal or economic
perspective, have to be transferred together simultaneously to the Recipient. There is
in other words no “cherry picking” as to the assets and liabilities which are the object
of the transfer. Furthermore, the restructuring plan has to include a commitment of the
failing bank to take all the necessary measures in order to ensure that all the assets to
be transferred can effectively be delivered to the Recipient. In this respect, the Explan-

atory Report specifies, in line with the “principle of universality”, that the different location of the assets or the applicable law is of no relevance and, accordingly, should from
a Swiss law perspective not affect the transfer.
Once the restructuring plan has been approved, as mentioned above, all the assets
and contractual relationships, including all the related rights and obligations, are transferred to the Recipient (article 51 (2) BIO-FINMA). In other words, FINMA’s approval
of the restructuring plan is considered as a contractual undertaking (Verpflichtungsgeschäft/acte générateur d’obligation) and, at the same time as an act of disposition
(Verfügungsgeschäft/acte de disposition). Pursuant to article 51 (3) BIO-FINMA, the
approval of the restructuring plan supersedes the usual mandatory registrations in the
official registers. This position aims at accelerating the procedure and also serves the
principle of security of law. As an example, an entry in the land register or the commercial register will, in this context, be purely of a declaratory nature. This notably means
that, for the transfer of real estate, FINMA’s approval shall be considered as an authentic instrument (Urkunde/acte authentique). Finally, it should be noted, that the provisions of the Swiss Merger Law do not apply (article 30 (3) BA).
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Chapter 4: Protection of the Systems and the Market’s Infrastructures

Articles 53–55 BIO-FINMA are dedicated to the protection of financial market infrastructures (payment and securities settlement systems) which is strengthened in
the Ordinance by more specific implementing provisions. These amendments must be
seen in connection with the EU Settlement Finality Directive in Payment and Securities
Settlement Systems (Directive 98/26/EC and Directive 2009/44/EC). In this context,
article 55 (1) BIO-FINMA’s object is to define what is to be understood under the term
“netting arrangements” within the meaning of article 27 (3) BA. We note pro memoria
that article 27 (3) BA expressly states that all the provisions of Sections 11 and 12 BA
are not intended to affect in any manner the legal enforceability of both netting agreements and agreements entered into with a view to realise collateral by private sale. In
our view, the narrow language used in article 55 BIO-FINMA is dispensable, may lead
to difficulties in its application and, in our analysis, also to a potential unequal treatment
among creditors. We consider even more that the narrow definition of the term “netting agreements” of article 55 BIO-FINMA may be in contradiction with the clear legislative intent and wording of article 27 (3) BA. It is also contrary to the principles elaborated by the Bank of International Settlement. Indeed, netting arrangements can be
found in various forms across different contractual arrangements, whether in Master
Agreements, published in line with industry practice in the field of derivatives, securities
lending and repo transactions, or even loan agreements, which incorporate provisions
which are similar to those developed in the aforementioned Master Agreements. As
newly defined in article 55 (1) BIO-FINMA, the term of “netting arrangements” clearly
implies the risk that certain agreements, typically Master Agreements, may be caught

by the relevant provisions applicable to such netting schemes, while other similar provisions, in different contractual arrangements, will not be affected by the same. In particular, as regards the suspension of the contractual termination rights which is of essence for counterparties of an insolvent bank, this may lead to an unequal treatment
among creditors depending on the type of agreements which they have entered into.
There may be even situations, where industry practice Master Agreements, the use of
which is recommended by the Basel Committee on Banking Supervision of the Bank
for International Settlements, will be discriminated.

e) Chapter 5: Suspension of the Contractual Termination Rights
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Chapter 5 contains one single article (article 56 BIO-FINMA) which deserves to be
discussed in more details. Pursuant to article 56 BIO-FINMA, when the transfer of individual essential banking services to another legal entity is ordered, FINMA may temporarily, that is to say for a maximum of 48 hours, suspend existing contractual termination rights of the bank’s counterparties (temporary stay on early termination rights).
According to FINMA, such a measure is aimed at decelerating the downfall of the bank
and increasing the chances to achieve a successful restructuring.
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First of all, the question arises if there is a sufficient legal basis in the BA for article 56
BIO-FINMA, with such an invasive content into the parties’ freedom, to structure contractual agreements and in particular the applicable termination modalities. In this context, we note that the Explanatory Report refers to article 26 BA in connection with the
articles 28 ff BA. Article 26 BA provides for a non exhaustive list of protective measures which can be taken by FINMA. The ratio legis which prevailed before the recent
amendment of the BA was the protection of the clients of the failed institution. FINMA
takes the view that the new articles 28 ff BA, which relate to restructuring proceedings, should additionally attempt to protect the financial system and the financial stability as a whole. In view of the above, and through a teleological interpretation of articles
26 and 28 ff BA, FINMA considers that it is entitled to pronounce a temporary stay on
contractually agreed early termination rights. However, in our analysis, the BA, as currently in force, does not provide for a sufficient legal basis. The measure provided for in
article 56 BIO-FINMA limits the freedom of the parties, while both are solvent, to freely
agree on the consequences of one party becoming subsequently, at a certain point of
time, insolvent. In the Explanatory Report, FINMA explains that article 56 BIO-FINMA
satisfies one of the requirements of the Financial Stability Board (FSB). However, it is
worth noting that the Key Attributes of Effective Resolution Regimes for Financial Institutions of the FSB are only recommendations to the attention of the national legislators, but not binding instructions. Thus, considering the absence of a sufficient legal
basis in the BA, we believe that Annex IV (entitled “Temporary stay on early termination
rights”) of the recommendations of the FSB could only be implemented under the laws
of Switzerland by the Swiss Parliament through an amendment of the BA, which so far
has not been undertaken.
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Irrespective of the debate related to the existence of a sufficient legal basis for the
suspension of contractually agreed early termination rights, article 56 BIO-FINMA, as
it presently reads, could lead to serious and undesirable practical implications in relation with close-out netting provided for in Master Agreements. Indeed, we believe that
the terms of article 56 BIO-FINMA contradict not only the clear terms of article 27 (3)
BA, but also the very essence and purpose of industry practice Master Agreements,
which precisely have been developed at the end of the 1980’s to provide, for regulatory reasons, for “netting” to reduce capital adequacy requirements. These Master
Agreements are widely used by market participants, in many cases on a mandatory basis, mostly on the model of the widely used International Swaps and Derivatives Association Master Agreement for over-the-counter derivatives (the ISDA Master Agreement).
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We see in light of the prevailing Swiss legal framework and of both the international
and regulatory importance of netting agreements no justification for the invasive provisions of article 56 BIO-FINMA. Close-out netting aims, in case of events of default, at
reducing counterparty credit risks and, accordingly, capital adequacy requirements, by
allowing counterparties to aggregate and net the positive and negative market values
of financial instruments. Close-out netting can be considered as the primary means of
mitigating credit risks associated with over-the-counter derivatives, repo transactions
and securities lending. For this reason, and in view of the key role of Master Agreements, the Swiss legislator has expressly stated in article 27 (3) BA that the insolvency
rules in the BA should in no case affect the effectiveness of netting arrangements.
Accordingly, we feel that article 56 BIO-FINMA, which does not provide for any exception for the netting arrangements contained in Master Agreements, is in contradiction with the clear text and intent of article 27 (3) BA. Furthermore, it should be clearly
stated that article 56 BIO-FINMA may only be applied if the cause for close-out netting is triggered by insolvency measures exclusively. In case there are other events of
default, such as the non performance of the Master Agreement or a default in the payment of collateral, then we believe that article 56 BIO-FINMA should not lead to a situation where FINMA is entitled to suspend the termination rights contained in Master
Agreements. In other words, other causes for the termination of Master Agreements
can not be limited or affected by article 56 BIO-FINMA. The current draft of article 56
BIO-FINMA seems to be unclear in this respect. We further believe that it is unclear
whether article 56 BIO-FINMA may limit automatic early termination provisions, which
legally, based on the parties common agreement, enter into effect one “logical second”
before insolvency and, accordingly, can not be caught by an intervention of FINMA (as
automatic termination leads legally in any case to a termination before the intervention of FINMA). Furthermore, the question is not clarified, whether the parties may terminate the Master Agreement after the transfer of the assets and liabilities to a new
bank, or to a bridge bank (e.g. if they do not have a relationship with the new entity),
or if a termination would only be possible if a new event of default occurs. Finally, we

doubt whether the provisions of article 56 BIO-FINMA are enforceable under Swiss
law. Indeed, most Master Agreements are subject to choice of law and choice of jurisdiction provisions, which provide for the application of laws other than Swiss law and
the jurisdiction of courts outside Switzerland. It is doubtful whether the suspension of
termination rights in accordance with article 56 BIO-FINMA would be recognized by
such foreign courts under applicable foreign laws.
All these questions arising in the context of article 56 BIO-FINMA are complex and
would require a further analysis which goes far beyond the limited scope of this contribution. It is however very likely that, if adopted in the current form and within the
proposed content, article 56 BIO-FINMA could lead foreign counterparties to be restrictive and reluctant to enter into Master Agreements with Swiss counterparties. This
would clearly not be in the best interest of the Swiss financial market as a whole.
It would limit not only the number of available counterparties for banks, but also for corporate clients, which need to enter into derivative transactions, in particular in the context of the hedging of their financial and other risks.

3) Conclusion
In its broad lines, the current draft of the BIO-FINMA deserves approval. However, we
are of the view that article 56 BIO-FINMA should be deleted without substitution in
the current draft of BIO-FINMA, given the lack of a clear legal basis in the BA. Our
view is corroborated by the fact that article 56 BIO-FINMA is in contradiction with the
clear text and legislative intent of article 27 (3) BA.
Article 56 BIO-FINMA in its current form is also highly problematic as a matter of
substance. Indeed, we fear that it may seriously impact the attractiveness of Swiss
counterparties in the context of derivatives, securities lending and repo transactions.
In other words, article 56 BIO-FINMA, as it presently reads, is not in line with the interest of the Swiss financial market itself and is very likely to affect the competitiveness
of Swiss banks, which of course is regrettable.
François Rayroux (francois.rayroux@lenzstaehelin.com)
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Cornerstones of the Proposed Draft Legislation Revising
the Collective Investment Schemes Act
Reference: CapLaw-2012-32
The main purpose of the proposed revision of the Collective Investment Schemes Act
(CISA) is to adjust the Swiss regulatory framework to current international standards,
especially the UCITS- and AIFM-Directive, in order to enable Swiss based assets man-

agers to access the European market. The draft legislation provides for a general authorization and supervision requirement for all Swiss based asset managers; it defines
the scope of tasks of an asset manager, services which may be performed additionally and the possibility of delegation. SICAFs are required to appoint a regulated custodian bank; these banks will have to implement appropriate organizational structures.
The concept of public advertisement will be replaced by the concept of distribution,
which includes any offering of and advertising for a collective investment scheme; any
kind of distribution will be subject to the authorization of the FINMA. Foreign collective investment schemeswill always be obliged to appoint a Swiss representative, who
will have to ensure the compliance of the fund’s foreign management with the provisions of the CISA; the catalogue of persons that are regarded as qualified investors
is being modified.
By Simon Schären/Stefan Luginbühl

1) Introduction
On 2 March 2012, the Federal Finance Department (EFD) has published the official
draft of the revised Collective Investment Schemes Act (CISA), which will now be treated in Swiss Federal Parliament. The new law may enter into force in 2013.
The main purpose of the revision is to adjust the Swiss regulatory framework to the
current international regulatory standard, especially with respect to EU Directive
2009|65|EC relating to Undertakings for Collective Investment in Transferable Securities (UCITS-Directive) and EU Directive on Alternative Investment Fund Managers
(AIFM-Directive). The draft legislation provides for modifications and amendments of
the CISA with respect to the regulation of asset managers, custodians as well as the
distribution of collective investment schemes. The main purpose of the proposed revision is to enable Swiss based asset managers to be granted access to the European
market and therefore ensure a regulatory standard which is sufficient from a European
regulatory perspective as provided for by the AIFM-Directive. In addition to the proposed revision of the CISA, further details will be contained in the Collective Investment Schemes Ordinance (CISO), which is yet to be revised.
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Currently, external asset managers of collective investment schemes are only subject to licensing and supervision by the Swiss Financial Markets Supervisory Authority
(FINMA) if they manage interests in Swiss domiciled collective investment schemes;
however, they may opt for a voluntary supervision by FINMA.
The draft legislation provides for a general authorization and supervision requirement
with respect to all Swiss based asset managers regardless of whether they manage
a Swiss or a foreign collective investment scheme. Exceptions are possible for cer-

tain asset managers, as long as they comply with the purpose of the bill (article 18 (3)
Draft-CISA).
The Draft-CISA defines the scope of tasks of an asset manager (portfolio and/or risk
management) and limits the scope of services which may additionally be performed
(article 18a Draft-CISA). Delegation of such tasks shall be permissible if appropriate and to qualified service providers only (article 18b (1) and (2) Draft-CISA). Investment decisions may only be delegated to institutions that are subject to prudential supervision. Furthermore, in case of any delegation abroad the Draft-CISA provides that
FINMA and the relevant foreign supervisory authorities have entered into a cooperation and exchange of information agreement (article 18 (b) (3) Draft-CISA).

3) Custody
To date, CISA requires closed-ended collective investment schemes to appoint a custodian and a paying agent which are not subject to prudential supervision. The DraftCISA obliges also closed-ended investment companies with fixed capital (SICAF) to
appoint regulated custodian banks (article 114 Draft-CISA). This duty shall however
not apply to limited partnerships for collective investments which are also closed ended
as they exclusively address qualified investors.
According to article 72 (1) Draft-CISA, custodian banks will have to implement appropriate organizational structures regarding their custody activities; the Draft-CISA
authorizes the Federal Council to stipulate additional requirements (article 73 (1) (e)
Draft-CISA), allowing flexible adaptions to the constantly evolving international standards. In addition, the draft CISA increases the extent of liability of custodian banks delegating their tasks to third parties and now allows delegation of safekeeping functions
to prudentially supervised depositaries only.
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To date, several registration and authorization duties are linked to the concept of public
advertisement which has now been made irrelevant by the current revision of the CISA
as it is being replaced with the concept of distribution, which includes any offering of
and advertising for a CIS, regardless of it being public or private. Every kind of distribution is subject to the authorization of FINMA. The purchase on one’s own initiative (reverse solicitation) or within a written asset management agreement with a regulated financial intermediary or independent asset manager is not deemed as distribution in the
sense of the CISA. The publication of prices, quotations, net asset values or tax data as
well as the offering of employee investment plans (Mitarbeiterbeteiligungsplänen) are
not considered as distribution either (article 3 Draft-CISA).
The specific provisions of the revised CISA directly distinguish between qualified and
non-qualified investors, setting different standards for investor information and protec-

tion in view of distribution. This would result in a segmentation of investors as envisaged by FINMA under the existing law. However, the Draft-CISA still permits the distribution of structured products to qualified investors pursuant to article 10 (3) CISA
without having to publish a simplified prospectus in the sense of article 5 CISA.
To date, foreign collective investment schemes exclusively directed at qualified investors are not regulated. Pursuant to the Draft-CISA, foreign collective investment
schemes will always be obliged to appoint a Swiss representative (article 123 (1) (b)
Draft-CISA) so that qualified investors may rely on a point of contact in Switzerland as
it is currently the case with respect to retail collective investment schemes. The proposed Draft-CISA further obliges a representative to ensure that a foreign fund’s asset
management and custody correspond to the provisions of the CISA in terms of organization and investor rights (article 124 (3) (a) Draft-CISA). This would justify the investment scheme’s relevant documents not being subject to authorization as it is the case
for collective investment schemes addressing non-qualified investors.
Finally, the Draft-CISA proposes to modify the current catalogue of persons that have
the capacity of qualified investors as set out in article 10 (3) CISA. According to article 10 (3) (f) CISA, a qualified investor is, among other types of qualified investors,
a person that has concluded a written discretionary management agreement with a
regulated financial intermediary, if the latter is governed by the Swiss Federal Act on
Money Laundering (AMLA) or similar rules recognized by FINMA. The Draft-CISA now
proposes to eliminate said category from the catalogue of qualified investors listed in
article 10 (3) CISA. As well, high net worth individuals do have to opt in to be deemed
as qualified investors (article 10 (3bis) Draft-CISA).
Simon Schären (simon.schaeren@homburger.ch)
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FINMA Opens Consultation on Insurance Bankruptcy
Ordinance
Reference: CapLaw-2012-33
The Swiss Financial Market Supervisory Authority FINMA has opened consultation on
the new Insurance Bankruptcy Ordinance FINMA (IBO-FINMA). Since the Insurance
Supervision Act (ISA) has been amended as part of the deposit protection scheme
bill on 1 September 2011, FINMA has become responsible for the opening and execution of bankruptcy proceedings over insurers, reinsurers and brokers which are subject to FINMA supervision. Accordingly, the IBO-FINMA will be a necessary implementation of the authority granted to FINMA under the revised ISA. As the amended
ISA includes, however, only the basic principles, i.e. the conditions for the opening of

a bankruptcy as well as certain principle steps on the bankruptcy proceeding, the new
IBO-FINMA shall supplement these provisions in more detail.
By Petra Ginter

In case of a justified concern that an insurer, a reinsurer or broker is over indebted or
has serious liquidity problems, FINMA must open bankruptcy proceedings, provided
there is no probability of restructuring or the restructuring has failed. FINMA has to
publicly announce the bankruptcy and has to appoint a bankruptcy liquidator being
subject to FINMA supervision and reporting. For the execution of the bankruptcy proceedings, FINMA applies the respective provisions of the Debt Enforcement and Bankruptcy Act (DEBA); it can also issue orders or make arrangements in its own discretion
and in deviation of the DEBA rules (see articles 53 and 54 ISA).
In order to protect the policy holders in the event of an insurer bankruptcy, the ISA, and
the IBO-FINMA respectively, set forth specific rules: On the one hand, the claims of
the policyholders which are contained in the books of the insurer are deemed registered without any action of the policyholder being required and the claims which must
be secured by the insurer by means of tied assets are to be classified as preferred to
other privileged claims (i.e. they are senior to the first class claims according to article
219 DEBA) and settled beforehand. Only a surplus of tied assets would go into the
bankrupt’s estate. On the other hand, it is intended that the bankruptcy dividends will
be paid to policyholders from tied assets in full or in part prior to the schedule of claim
becoming legally effective. These specialities would only apply to insurers as pure reinsurers are not required to allocate and hold tied assets.
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Identical to the bankruptcy of a bank or securities dealer, the IBO-FINMA applies the
principle of universality, i.e. the bankrupt’s estate of an insurer, a reinsurer or broker
over which the bankruptcy has been opened in Switzerland covers all assets which belong to the bankrupt at the time of the opening of bankruptcy, irrespective of whether
they are located in Switzerland or abroad. In addition, every creditor is entitled with the
same rights and privileges to participate in the bankruptcy in Switzerland, irrespective
of his/her nationality or residence/domicile. This principle applies not only to the creditors of the headquarter being domiciled in Switzerland, but also to creditors of a Swiss
or foreign branch.
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While the Swiss Banking Act gives, as far as banks and securities dealers are concerned, FINMA the authority to issue implementing regulations on both, bankruptcy
and restructuring, the ISA, and the IBO-FINMA respectively, only provide rules on the
bankruptcy of insurance companies, reinsurers and brokers. The ISA explicitly states
that the restructuring rules according to the DEBA will not apply to insurers, reinsurers
and brokers. The reason for this is that with the new IBO-FINMA to be enacted a sup-

plementary restructuring procedure will become obsolete as the revised financial market laws will give the FINMA sufficient authority for timely intervention.
The consultation period for the IBO-FINMA ended on 30 June 2012.
Petra Ginter (petra.ginter@nkf.ch)

Federal Council Adopts Bank Regulation Package
Reference: CapLaw-2012-34
On 1 June 2012, the Federal Council adopted a package of measures with the objective of strengthening Switzerland’s banking centre. The package includes the adoption
of a total revision of the Capital Adequacy Ordinance, which requires banks to comply
with the new capital adequacy rules promulgated by the Basel Committee on Banking
Supervision (Basel III) from 1 January 2013 (over a phase-in period of five years). Furthermore, the revised Capital Adequacy Ordinance and the partially revised Banking
Ordinance contain the implementing provisions of the too-big-to-fail legislation, which
was enacted by Parliament on 30 September 2011. Under the new rules, systemically
important banks will have to comply with supplementary capital and risk diversification
requirements, as well as present an effective emergency plan to FINMA. The revised
Capital Adequacy Ordinance and the amended Banking Ordinance will enter into force
on 1 January 2013, whereby the ordinance provisions for systemically important banks
still have to be approved by Parliament beforehand, which approval is expected for
September. The regulation package adopted by the Federal Council on 1 June 2012
also contains two immediate measures that will introduce a mechanism for activating a
countercyclical buffer and impose more risk-oriented requirements for the capital underpinning residential mortgage lending. See also CapLaw-2012-2.

Federal Administrative Court Rules on Ownership
and Treaty Abuse Issues Regarding Total Return Swaps
CapLaw 3/2012 | News

Reference: CapLaw-2012-35

page 32

On 7 March 2012, the Federal Administrative Court rendered an important judgment
on the issues of ownership and treaty abuse in connection with fully hedged total
return swaps. A Danish bank had entered into such swaps for Swiss equities and, in order to hedge its exposure, acquired the necessary number of Swiss underlyings. While
Swiss withholding tax was withheld on the dividends declared in relation to the Swiss
equities, the Federal Tax Administration refused the refund of the withholding tax under the Denmark-Switzerland tax treaty, arguing that the bank did not have beneficial

 wnership and had engaged in treaty abuse. The Federal Administrative Court reversed
o
the decision and granted the refund, stating that even if the requirement of beneficial
ownership were deemed to exist in the Denmark-Switzerland tax treaty despite there
being no explicit mention of it, (i) the bank had no de facto obligation to pass on the
dividends to its counterparties under the swap agreements, (ii) the counterparties (and
not the bank) ultimately bore the risk that no dividends are paid by the issuers of the
underlying securities and (iii) the bank thus qualifies as the beneficial owner of the dividends received. In addition, the Federal Administrative Court found no tax treaty abuse
on the part of the bank, stating that it engaged in genuine commercial activity. Against
this judgment, two appeals have been launched with the Federal Supreme Court, which
are expected to be decided in the fall of 2012.

Quo Vadis—Switzerland as financial center?
(Quo Vadis—Finanzplatz Schweiz?)
Thursday, 30 August 2012, 9.15 h–17.00 h, University of Zurich, Zurich
www.eiz.uzh.ch

Capital Markets Law Forum (Forum Kapitalmarktrecht)
Thursday, 20 September 2012, 18.00 h–19.30 h, SIX ConventionPoint, Zurich
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