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MD Update: CP12/32

Useful links:

CP12/32

The FSA has issued the first of two consultation papers on the AIFMD —
CP12/32 “Implementation of the Alternative Investment Fund Managers
Directive, Part 1” (Part 2 is expected in February 2013).

The consultation paper has not been driven by any major progress on the
AIFMD in Europe, but rather because the FSA feels it will be of benefit to
firms if the Regulator sets out its current thinking. It believes that the
approach in publishing the CP in two parts is preferable to issuing one single -
and larger - consultation in Q1 2013.

When reading CP12/32 it is important to bear in mind that the Level 2
Regulation (which will specify much of the detail with which AIFMs etc. will
have to comply) has not been issued so the CP is based upon a combination
of the original Directive published in July 2011 and subsequent technical
input provided by ESMA. For the Level 2 Regulation to come into force, it
needs to be adopted and agreed by the European Commission, European
Parliament and European Council; on page 15 we are told “at the time of
publication, this process has not yet begun”.

Note that the European Commission has decided that the Level 2
implementing measures should be adopted using EU regulations. As such,
they will be directly applicable to firms and supervisory authorities and
therefore will not be subject to FSA consultation.

Key is obviously identifying a ‘alternative investment fund’ (AIF) and the
‘alternative investment fund manager’ (AIFM).

Subject to some limited exceptions, AIFMs will fall within the scope of the
AIFMD if they manage one or more AlFs whose assets under management
exceed:

= €100m if leveraged; or

= €500m if unleveraged and investors do not have redemption rights for
5years

The FSA will set out in Part 2 of the consultation the proposed rules to
implement the Treasury’s proposals for sub-threshold AIFM regimes; this is
not addressed in CP12/32.

(cont.)

Complyport Limited
COMPLYPORT 4 Millbank, Westminster, London SW1P 3JA

COMPLIANCE LEADERSHIP t:+44 (0) 20 7399 4980 f: +44 (0) 20 7629 8002

e: info@complyport.co.uk w: www.complyport.com
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MD Update: CP12/32 (cont.)

Useful links:

AIFMD

Given what is said above, the AIFMD perimeter is not yet fully defined and
s3.7 of the CP warns us that the FSA “cannot make definitive statements in
this CP about which funds and managers are in scope”. Having said that, it is
expected that the managers of most unregulated collective investment
schemes that are managed or marketed in the UK will be subject to the
AIFMD, as will the managers of offshore investment funds marketed in the
UK.

Managing an AIF will comprise all the activities listed in Annex | of the AIFMD
(see link), although these can be delegated - but not to the extent that it
results in a ‘letter-box entity’. However the AIFM will always be responsible
for the investment management functions - the AIFM is defined as the legal
person whose regular business is performing AIFM investment management
functions (which is either ‘portfolio management’ or ‘risk management’ — see
Annex |, part 1) for one or more AlF.

The Regulated Activities Order will be amended to create new regulated
activities, including ‘managing an AIF’ and ‘managing a UCITS’. Any firm
authorised to carry on these activities will not need to hold the ‘operating a
CIS’ permission in respect of that AIF or UCITS. Furthermore, an AIFM will not
need to hold separate permissions for regulated activities such as ‘managing
investments’ that is carried out in connection with managing the AIF or
UCITS. The current activity of acting as a sole director of an OEIC will
disappear.

By virtue of Article 6(4) an AIFM can also undertake the additional activities
(i.e. not in connection with managing an AlF) of: management of individual
portfolios; investment advice; reception and transmission of orders; and safe-
keeping and administration. Other MiFID type activities will not be
permitted e.g. execution of orders on behalf of clients. Firms that are
undertaking the latter as well as currently performing AIFM functions will
need to rethink their business model.

As will be known: (a) each AIF managed within the AIFMD scope must have a
single AIFM; (b) each AIFM must be authorised in accordance with the AIFMD
and (c) the AIFMD has to be implemented by 22 July 2013. However there is
no need for potential AIFMs to rush for authorisation yet as we are informed
in s4.13 of the CP that the FCA (cut over from the FSA is expected to be 1
April next year) “does not expect to begin accepting applications ... from
prospective AIFMs before 23 July 2013”.

(cont.)
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FMD Update: CP12/32 (cont.)

Fortunately there is a transitional provision (12 months) which allows firms
carrying on the activity of managing one or more AlFs as at 22 July 2013 to
continue the activity, subject to the Handbook rules applying immediately
before that date; however applications must be submitted by 22 July

2014. The transitional provision will not apply to firms that will be managing
an AIF for the first time after 22 July 2013.

Firms that already have a Part IV permission and that consider that they
should be authorised as an AIFM can request a variation of permission (VoP)
rather than having to apply for full authorisation under the AIFMD.

The FCA will have a three-month period (which can be extended in certain
circumstances) to determine a application for authorisation or a VoP.

The consultation period ends 1 February 2013.

As mentioned above, Part 2 of the consultation is expected next February.
With a Policy Statement scheduled for June 2013 there is obviously a tight
deadline for all impacted firms.

The AIFMD, particularly in the light of the contents of CP12/32, is fairly
complex so it will be appreciated that the above comments are of a high level
and do not attempt to capture all the aspects in either the Directive or the
CP. Complyport will be working with its clients over the coming months to
offer guidance in the run up to 22 July 2013.

Some readers will have previously received the above article by way of a
‘Complyport Alert’.

For the avoidance of doubt the transitional provision regarding authorisation
is as mentioned above i.e. it will not apply to firms that will be managing an
AIF for the first time after 22 July 2013 rather than “22 July 2014” as was
quoted in earlier versions of the ‘Alert’.
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set Managers: An Important Message

Useful links:

Conflicts of Interest

Between June 2011 and February 2012 the FSA conducted thematic reviews
of asset management firms on the subject of managing conflicts of interest.

The Regulator identified many failings, which may result in enforcement
actions against some firms, and has felt compelled to communicate the
findings to a wider audience.

The FSA has published a 22 page document communicating its findings
entitled “Conflicts of interest between asset managers and their customers:
Identifying and mitigating the risks”. Some firms have received a 'Dear CEQ'
letter along with the document.

The FSA was concerned that most firms visited applied limited thinking to
their approach to gifts and entertainment. Chapter 4 of the paper provides
examples of policies with good controls.

Arrangements in firms for managing conflicts arising from personal account
dealing were mostly satisfactory; some examples of good practice are
provided e.g. imposing minimum holding periods.

Use of dealing commission (COBS 11.6) came in for criticism, with examples
of disclosure failings and failing to ensure that services used could be paid for
by way of commission arrangements.

Allocation of trades came under the microscope with most firms having
satisfactory allocation procedures (COBS 11.3), although a couple of
examples of failings are reported; one firm has had enforcement action taken
against it.

The handling of errors by some firms, mostly hedge fund managers, comes in
for particular criticism in their reliance on clauses in contracts to remove
liability for the costs of errors — or even the need to report such errors to
customers. The paper suggests that repeatedly making the same or similar
errors might amount to gross negligence.

One message coming out of the document is the importance of involving
both compliance and the business in identifying and managing conflicts,
backed up by adequate Ml for the board.

(cont.)
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Asset Managers: An Important Message

Useful links:

FSA Commentary

Firms should be aware that the FSA plans to undertake a further round of
thematic visits on conflicts of interest and “will use the responses received to
inform our selection of firms for follow up assessment visits”.

Not all asset management firms will receive the ‘Dear CEQ’ letter and
document (see ‘FSA Commentary’ link) so the actions required by such firms
will depend upon whether they are a recipient or not.

Firms in receipt of the paper should note that the FSA expects “the board of
each asset management firm to discuss this document” and for each firm’s
CEO to complete and return an attestation (in Appendix 1) by February
2013. The Appendix includes the email address where a pdf of the
attestation should be sent.

In any event, all asset management firms should review the findings in the
paper and consider using it both as a means to benchmark their own
processes and controls and whether they would be in a position to make the
attestation if called for.

Given that e.g. SYSC 4 (“General organisational requirements”) and Principle
8 (“a firm must manage conflicts of interest fairly, both between itself and its
customers and between a customer and another client”) do not apply to just
asset management firms, all firms may wish to take on board the paper’s
comments when carrying out their compliance reviews.
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inancial Crime and Asset Management

Useful links:
Speech
FinCrim Part 1
FinCrim Part 2

Feedback and changes re

guide

Regulatory Roundup 31

Regulatory Roundup 45

The asset management sector appears to be popular with the FSA at the
moment (see article on ‘Conflicts of Interest’ in this Regulatory Roundup),
given a recent speech by Tracey McDermott, FSA Director of Enforcement
and Financial Crime Division.

Although financial crime is of relevance to all firms within the financial
services industry, investment management is now coming onto the radar. In
the speech we are told that in the past couple of years the FSA concentrated
on banks and investment banks but now “we are moving on to asset
managers, a sector my financial crime teams have not probed in depth” with
the promise that their thematic review of the sector will begin very soon
(“first visits in the coming weeks”). It may be recalled that in the last
Regulatory Roundup (issue 45) we alerted firms to this, based upon a brief
comment made in issue 16 of the FSA’s ‘Financial Crime Newsletter’.

It is interesting to note that following the recent thematic review, the FSA did
not look to enforcement but instead decided to host an investment fraud
roundtable for the firms involved in the project. However the goodwill will
not continue; the FSA wants it to be known that it has made clear its
expectations and wants firms to improve — the Regulator “will be checking”
and will take action if they have not.

The FSA has also taken the opportunity to update its earlier guidance relating
to financial crime (see e.g. Regulatory Roundup 31). The guidance is in two
parts: part 1 provides practical information for firms. whereas part 2
contains summaries of thematic visits and examples of good and poor
practice. The changes are fairly modest — please see the ‘feedback and
changes guide’ link.

The speech tells us that the thematic review of asset managers will look at
systems and controls to counter money laundering, sanctions breaches and
bribery and corruption. The reviews will also consider issues that are
specific to the asset management industry — but what these are is not spelled
out.

(cont.)
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Useful links:

CASS Speech

Regulatory Roundup 44

Firms, and especially asset management firms, that do not want to feature in
the wrong end of (the to be) published examples of good and poor practice
(which should be available in the third quarter of next year) should use these
guides as a reference point against which they can benchmark current
practices and develop an action plan to address any identified failings.

One could also look at the (banks’) failings highlighted in the speech: basic
weaknesses in identifying high risk customers such as PEPs; undertaking
proper due diligence and monitoring of accounts. Surprisingly, over three
quarters of the banks visited failed to take adequate measures to establish
the legitimacy of the source of wealth and sources of funds, with more than
half failing to apply meaningful enhanced due diligence measures in high risk
situations; it appeared that some banks were unwilling to turn away
business despite there appearing to be an unacceptable risk of handling the
proceeds of crime.

Firms that are subject to CASS may find the recent presentation given by
Richard Sutcliffe, FSA Head of Client Assets Unit, worth reviewing as it
serves to reinforce the FSA’s continuing interest in this area.

We are advised that there are now about 40 people working in the CASS Unit
and that every single external audit received is read, logged and scored for
risk. Similarly, every CMAR submission is automatically assessed for risk, with
a series of alerts to highlight potential problems.

As for what CASS firms should consider, we are informed that inadequate
trust acknowledgement letters (CASS 7.8) continue to be a source of
breaches; it will be recalled that the absence of trust status letters was at the
core of the recent £9.5m penalty imposed upon BlackRock Investment
Management (UK) Ltd — see Regulatory Roundup 44. A plea is also made to
CF10as for them to work with the CASS Unit by way of approaching them
with any problems and engaging in policy consultations — the consultation
period is still open in respect of CP12/22 Part Il and Part lll: details can be
found in Regulatory roundup 44. As an incentive, we are reminded that a
CF10a should take their responsibilities seriously —and will be held to
account where they do not.

The closing comments confirmed that compliance with the CASS rules is a
regulatory priority, and will remain so in the future FCA, and we are told that
the Unit will “visit more firms” and will “return to some we have already
seen”.
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MIR Progress

Useful links:

Regulatory Roundup 42

EMIR Speech

Technical Standards: ESMA
Final Report

EMIR Regulation

EMIR FAQs

FSA One-minute Guide

David Lawton, FSA Director of Markets, took the opportunity to remind firms
about the progress of the European Market Infrastructure Regulation (EMIR).

Since the publication of ESMA’s Consultation Paper on draft technical standards
(see Regulatory Roundup 42), ESMA has issued its final report (see link provided
or copy http://www.esma.europa.eu/system/files/2012-600 0.pdf into a new
web browser if required).

As a reminder, EMIR will impose: a reporting obligation for all counterparties to
derivative contracts to report post trade contracts to a Trade Repository (TR) (it
is reported that the LSE’s UnaVista intends to become an authorised Trade
Repository); a clearing obligation via Central Counterparties (CCP) in respect of
OTC derivatives; and risk mitigation techniques for contracts not cleared via a
CCP. Further details can be found in the EMIR Regulation (see link).

There are exemptions for certain intragroup transactions and for non-financial
counterparties below the clearing threshold and reference can be made to the
Regulation, using the link provided, for further details.

Mr Lawton provided his ‘best guess’ on the timetable:

= Entryinto force of level 2 measures: late Q1 2013
= First clearing obligations: Q4 2013

= Reporting: July 2013 for credit and interest rate derivatives, January 2014
for all other classes

= Collateralisation of non-cleared trades: consultation expected Q1 2013

In respect of ‘reporting’ note that (a) whilst there has been a concentration on
OTC derivatives, this applies to all derivatives and not those just traded OTC and
(b) the reporting obligation also applies to derivative contracts outstanding on
16 August 2012 and still outstanding on the reporting start date and should be
made within 90 days of that start date.

The FSA suggests that firms —if they have not done so already — should
establish clearing arrangements such as by entering into an appropriate clearing
agreement with a broker. As for reporting, the FSA anticipates that smaller
firms may choose to delegate reporting to larger firms that they trade with,
assuming that the counterparties are willing to accept that responsibility.

Those firms that may be impacted can find minimum details of the data to be
reported to a TR in Annex VI.I of the ESMA Final Report.
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Useful links:

Thomson Reuters awards

Complyportis delighted to announce it has been awarded the 2012 Best
Consulting Firm of the Year at the 8t Annual Thomson Reuters Accelus
Compliance Awards — beating five other firms in the category.

Martin Herriot, Chief Executive of Complyport, said that the award
recognised the firm’s commitment to providing a high quality service to
clients led by experienced senior consultants.

“The team at Complyport have worked incredibly hard over the past year and
| am very pleased that the panel of judges have recognised our efforts in this
way. Complyport has focused on building a talented team of experienced
practitioners and former regulators who can deliver practical solutions to
clients. We have exciting plans to keep building and expanding the business
whilst continuing to deliver an outstanding service.”

The ceremony, which took place at the Dorchester on Friday 16t November,
recognises and celebrates achievements in the field of financial services
regulation and compliance.

Please see the link provided for further details.
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Regulatory Roundup Archive

Useful links:

Past issues

Searchable archive

Past issues of Complyport’s Regulatory Roundup are available to view using
the link provided.

You can access a searchable version of our Regulatory Roundup archive by
clicking on the link.

The Regulatory Roundup archive allows search in three modes: by topic; by
issue number; or by text search.

If you are using the text search for more than one word or a consecutive
phrase the use of “ “ will help speed your search e.g. a search for “regulatory
fees” will ensure that only articles that contain that term are found (rather
than articles containing the words ‘regulatory’ and/or ‘fees’).

Please note that there is a small time-delay between the publication of the
latest Regulatory Roundup and its availability in the searchable archive.
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If any of the topics
discussed above raise
questions or a need for
guidance or support,
please feel free to contact

Peter Carlisle

Or for details of any other
of Complyport’s services,
please contact Jon

Wedgbury

Complyport is always
interested to receive
feedback and general
comments on either the
Regulatory Roundup or
the Complyport website.
Comments can be sent to
info@complyport.co.uk
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The Complyport Regulatory Roundup is provided for information purposes
only and represents a summary of the above subjects. It is not intended to
offer a legal opinion, advice or recommendation as to future action and it
is provided solely as a discussion document. © Complyport Ltd

Complyport Limited (“Complyport”), Company Number: 04333584 is a
Limited Company registered in ENGLAND with Registered Office at
Devonshire House, 1 Devonshire Street London. W1W 5DR.

This Regulatory Roundup is for the named person's use only. It serves
purely for information purposes, and is not an offer or financial promotion.
It may contain confidential, proprietary or legally privileged information.
No confidentiality or privilege is waived or lost by any transmission errors.
If you receive this Regulatory Roundup in error, please immediately delete
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distribute, print, or copy any part of this message if you are not the
intended recipient. Transmission is not guaranteed to be secure. Any
information contained herein is subject to Complyport’s Standard Terms
and Conditions of Business which are available upon request. Complyport
and its affiliates do not assume any liability whatsoever for the content of
this document, or make any representation or warranties, as to the
accuracy or completeness of any information contained in this document.
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