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egal Entity Identifier

Useful Links: Of relevance to:
Most investment firms

Regulatory Roundup 85

The concept of the need for, and the use of, a Legal Entity Identifier

2017/590 (“LEI”) for financial transactions was first proposed by the Financial
Stability Board (“FSB”) in June 2012. Since that time, the regulatory use of
LEI ROC LEls has grown. A table produced by the Global Legal Entity Identifier

Foundation on the use of LEls — whether ‘required’, ‘requested’ or
‘recommended’ (see link provided) - demonstrates the growth.

LSE LEI
The growth in the need for an LEI (as in ‘required’) will continue — see e.g.
LEI Issuing Organisations Regulatory Roundup 85 and the need for an LEl under the revised
technical standards for reporting under EMIR which will apply from 1
FSB Proposal re LEls November this year.
Regulatory use of LEls The MIFID Il regime will also increase the need for an LEI for other reasons
such as transaction reporting.
FCA: LEls

Regulatory Technical Standard 22 (2017/590) makes it clear that clients
that are legal entities should be identified by their LEls (recital 8) and,
furthermore, “Investment firms should obtain LEls from their clients
before providing services which would trigger reporting obligations in
respect of transactions carried out on behalf of those clients and use those
LEls in their transaction reports” (recital 14 and Article 13). To make sure
that the message is brought home, Table 2 in Annex | of 2017/590
(mandatory details to be reported in transaction reports) requires the use
of LEls.

Should any firms, particularly those subject to EMIR and MIFID Il, not yet
have acquired an LEI (and, of course, considered the need for their clients
to have an LEl) then the Legal Entity Identifier Regulatory Oversight
Committee (“LElI ROC”), being the body referenced in Article 13 of
2017/590, provides the necessary links and further information. The
London Stock Exchange is one entity authorised for the global allocation of
LEls (at a cost of £115 plus VAT and an annual fee of £70 plus VAT per LElI,
although bulk discounts are available for firms requiring more than 10
LEls), but is not the only issuing organisation (see appropriate link).
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https://www.complyport.com/app/uploads/2017/02/Regulatory-Roundup-85.pdf
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32017R0590&from=EN
http://www.leiroc.org/
http://www.lseg.com/LEI
https://www.gleif.org/en/about-lei/how-to-get-an-lei-find-lei-issuing-organizations
http://www.leiroc.org/publications/gls/roc_20120608.pdf
https://www.gleif.org/en/about-lei/regulatory-use-of-the-lei
https://www.fca.org.uk/markets/mifid-ii/legal-entity-identifier-lei-update

et Management Market Study: Final

Useful Links: Of relevance to:
Asset management sector; retail intermediaries; providers of retail
Regulatory Roundup 82 investment products
Asset Management: In November 2015 the FCA published its terms of reference (“TOR”) in
Terms of Reference relation to the intention to undertake a market study into asset
management — a task which had been set out in the FCA’s Business Plan
for 2015/16.
MS15/2.3 /

CP17/18 The TOR identified three main topics to be explored:

= How do asset managers compete to deliver value;

= Are asset managers willing and able to control costs and quality along

Platforms: Terms of the value chain; and

Reference

* How do investment consultants affect competition for institutional
asset management?

Almost a year to the day later, the FCA released its Interim Report (“Asset
Management Market Study” — MS15/2.2) in November 2016. Findings
within the Interim Report included, but were not limited to:

= Little evidence of persistence in outperformance, but some evidence of
persistence of relatively poor performance;

= On average, active funds underperformed benchmarks after charges;

= |nvestment consultants, on the whole, were not able to identify
managers that offer better returns to investors, nor did they drive
significant price competition between asset managers; and

= |n the investment consultancy sector there appeared to be a positive
relationship between the number of high ratings given to an asset
manager and the number of gifts and hospitality items recorded.

The Interim Report invited comments and feedback by 20 February 2017.
Please see Regulatory Roundup 82 for further details.
Having considered the feedback it received, the FCA published its Final

Report into asset management on 28 June 2017 (MS15/2.3).
Cont...
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https://www.complyport.com/app/uploads/2016/11/Regulatory-Roundup-82.pdf
https://www.fca.org.uk/publication/market-studies/ms15-02-1.pdf
https://www.fca.org.uk/publication/market-studies/ms15-2-3.pdf
https://www.fca.org.uk/publication/consultation/cp17-18.pdf
https://www.fca.org.uk/publication/market-studies/ms17-1-1.pdf

et Management Market Study: Final
ontinued) —

Final Report — Highlights

= Requiring 25% of the board members of an authorised fund manager
(“AFM”) to comprise of independent directors.

= AFMs having to undertake, document and publish ‘value for money’
assessments.

= When the Senior Managers and Certification Regime is rolled out to all
firms, having an additional prescribed responsibility to act in the best
interests of investors.

= Possibility of extending the above to life insurers and with-profits
business.

= Risk-free box management profits to go to the fund rather than to the
AFM.

= AFMs having to publish their policy (in the prospectus) on box
management.

= Possible consideration to the ending of trail commission.

= Restricting the basis upon which performance fees can be
charged/calculated.

Final Report — The Detail

Whilst acknowledging the vital role that asset management plays in the
UK’s economy — the UK’s asset management industry is the second largest
in the world, managing around £6.9 trillion of assets — the paper provided
what is described as a package of remedies split into three groupings:

1. Those remedies which the FCA is consulting on alongside the Final
Report (the FCA also issued on the same day CP17/18 “Consultation
on implementing asset management market study remedies and
changes to Handbook”);

Final remedies which do not require further consultation; and

Remedies for which the FCA provides initial views on its proposals and
which will feature in a future consultation.

In addition to the above, the FCA is giving consideration to making a
market investigation reference to the Competition and Markets Authority
to further investigate investment consultancy services.
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The three largest investment consultancies provided undertakings to the
FCA in lieu of such a reference, although the FCA is minded to reject the
undertakings in lieu — a final decision will be made in September 2017.

Grouping 1: Remedies the FCA is consulting on by way of CP17/18

Application

The Handbook changes being consulted upon relate to the activities of
AFMs which captures:

= managers of authorised unit trusts;
= authorised corporate directors; and
= managers of authorised contractual schemes.

As a reminder, whilst an ‘authorised fund’ may bring to mind e.g. a UCITS,
the Handbook definition is an:

= investment company with variable capital (“ICVC”); or
= authorised unit trust (“AUT”); or
= authorised contractual scheme (“ACS”).

The proposed changes to the Handbook will apply equally to both ‘host’
AFMs as well as the traditional AFMs.

Any Handbook references below relate to the proposed rules as set out in
CP17/18. The consultation period closes 28 September 2017.

Fund Governance

The remedies proposed under this heading will apply to all UK-authorised
AFMs for collective investment schemes that are authorised and domiciled
in the UK as well as to UK UCITS management companies managing EEA
UCITS schemes. However they will not apply to EEA UCITS management
companies accessing the UK market through the UCITS management
passport nor to full-scope AIFMs that operate UK funds, or market EEA
domiciled funds in the UK.

Cont...
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Independent Directors

= At least one quarter of AFM board members must comprise of
independent directors, with a minimum of two such independent
directors (natural persons) where the governing body consists of less
than eight members.

= |ndependent members of the AFM governing body must be appointed
for terms no longer than five years, and a maximum cumulative
duration of ten years. No reappointment will be permitted until five
years have elapsed after having served on the governing body for the
maximum duration of ten years.

= The Handbook will include guidance on persons that are unlikely to be
considered ‘independent’.

= The role of the independent members will include providing input and
challenge to the ‘value for money assessment’ — see below.

= The FCA recognises the challenge that will be faced in recruiting (at
least two) independent directors per AFM and so propose an
implementation period of 12 months following finalisation of the rules.

Value for money assessment

= An AFM must carry out an assessment, at least annually, of whether
each scheme it manages provides ‘good value for money’ for investors.

= The assessment must (separately for each class of units in a scheme) at
least consider:

* economies of scale
e charges and other payments
e quality of service provided

¢ classes of units (as in whether it is appropriate for investors to hold
units in classes subject to higher charges than those applying to

other classes of the same scheme).
* The AFM must publish, at least annually, a report on the findings of the

‘value for money’ assessment. This can be done either as part of each
fund’s annual report or through a separate dedicated report published

by the AFM.
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Future developments

= The FCA will consider whether additional, specific, requirements should
be imposed on the board e.g. how performance is measured and
explained.

= As part of the extension of the Senior Managers and Certification
Regime, the FCA will consult on the introduction of a new prescribed
responsibility on the chairman of the AFM board to act in the best
interests of investors.

= Chapter 6 of CP17/18 invites feedback on the possibility of applying the
above governance reforms to life insurers, unit-linked funds, with-
profits business and investment companies.

Where can | find further information?

= The relevant draft rules (Part 1 and Part 2) can be found in Appendix 1
of CP17/18.

= COLL 6.6.25/26 re ‘independent directors’.

= COLL 6.6.20 — 6.6.24 re the ‘value for money assessment’, including
guidance on the appropriateness of ‘charges and other payments’ and
‘quality of service provided’.

= COLL 4.5.7 re the publication of the ‘value for money’ assessment,
including the minimum content.

= COLL 8.3 & 8.5 re similar provisions in respect of qualified investor
schemes.

Box management profits

= The FCA has given consideration to the profits made from box
management, both what it terms ‘risk-free’ box profits and ‘at-risk’ box
profits.

= Where, at the same valuation point, the AFM accepts instructions to
both redeem and sell units and is able to match orders between those
investors, then the resulting profit i.e. arising from the difference
between the bid and offer prices is categorised as ‘risk-free’ (as the
AFM’s own capital is never at risk) by the FCA. In its view these profits
should be passed on to the fund.
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et Management Market Study: Final

= On the other hand, where the AFM carries such units over a valuation
point then it could make a profit (or a loss) depending upon how the
value of the units have moved over the valuation point. Any resulting
profit is categorised as ‘at-risk’ (as the AFM’s own capital was at risk).
These profits remain those of the AFM (although note that the draft
guidance will not permit the AFM to profit from e.g. any situation from
which it is not exposed to an equal risk of loss if the units fall in value).

= AFMs will be required to explicitly state their policy on operating a box
in the fund prospectus and whether they may retain any profits from it.

= AFMs will have to account for the risk-free profits passed back to the
fund, but will not have to disclose any at-risk profits made.

Where can | find further information?

= The relevant draft rules (Part 1 and Part 2) can be found in Appendix 1
of CP17/18.

= COLL 4.2.5 re the prospectus and the need to include a statement on
box management.

= COLL 6.35 re profits from dealing as principal.
= COLL 6.7.16 re exemptions from liability to account for profits.

= COLL 8.3 & 8.5 re similar provisions in respect of qualified investor
schemes.

= COLL TP1.1 re transitional provisions delaying the need to update the
prospectus for a limited time unless it is updated for other purposes.

Moving investors into better value share classes

= There are concerns as to whether some retail investors (in authorised
funds) were in more expensive share classes when cheaper, but
otherwise identical, classes in the fund were available. At least one
view expressed was to the effect that there may be an element of
reluctance from advisers that receive trail commission (relevant to
advice on investments sold before 2012) to advise investors to switch
investments.

= Of the firms surveyed as part of the market study, 21 asset
management firms reported paying around £1.4bn in commission in
2015 with a separate report suggesting that 31% of all UK-domiciled
fund assets (£245bn) remain in classes that can pay trail commission.
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= There was evidence that some investors remained in expensive share
classes even though they no longer paid trail commission. AFMs
claimed that this was as a result of FCA guidance that the express
permission of investors must be sought before moving an investor to a
different class — it is difficult to get such permission from every
investor.

= Some respondents to the interim report were ‘strongly recommending’
the FCA to introduce a phased sunset clause which would eventually
lead the demise of trail commission.

= The FCA recognises that the stopping of trail commission could have a
significant impact on both product providers and on advisers
(particularly those that are self-employed).

= The market study did not specifically collect evidence around trail
commission and therefore the FCA wishes to gather more evidence on
the matter. The FCA welcomes information to help them understand
the magnitude of the problem. The FCA recognises that trail
commission is not restricted to the asset management sector and so
also welcomes further information on the role it plays in other markets
e.g. life assurance and the consequences of stopping trail commission.

= Appendix 2 of CP17/18 includes draft guidance (which replaces
guidance FG14/4 on the same subject) “Changing clients to post-RDR
unit classes” and includes guidance on mandatory conversions.

Grouping 2: Remedies which require no further consultation

The FCA will:

= Recommend that the Department for Work and Pensions remove
barriers to pension scheme consolidation and pooling.

= Recommend that the Treasury considers bringing investment
consultants (as in firms which undertake due diligence on potential
asset managers for a client) into the regulatory perimeter.

= Recommend both industry and investor representatives agree
standardised disclosure of costs and charges to institutional investors.

= Launch a market study into investment platforms (Terms of Reference
now published).
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set Management Market Study: Final

Grouping 3: Remedies which will feature in a future consultation

Costs and charges disclosure to retail investors

= Performance fees only permitted above the fund’s most ambitious
target (consistent with ‘performance reporting’ proposals — see below).

= Performance fees only permitted above the fund’s most ambitious
target on a net basis i.e. after deduction of ongoing fees.

= Guidance on the wider use of pounds and pence (as opposed to a
percentage) disclosure.

Benchmarks and performance reporting

* Where the AFM has chosen a specific benchmark, comparator or
numerical target for a fund, it should make the reasons for this clear to
investors.

* Where no specific benchmark, comparator or numerical target for a
fund is chosen, then the reasons for this should be made clear to
investors, and it would be prevented from using any other benchmarks
or comparators in marketing material for that fund.

* If AFMs choose to present past performance they must do so against
the most ambitious returns target (if any) they hold out to investors.

Convening a working group on clarity of funds’ objectives and consulting
on any proposed rule changes

= The working group will also consider whether more information or
additional metrics should be provided to help investors better
understand the returns in relation to a fund’s objectives.
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PRIIPs: Key Information Document

Useful Links:

Regulatory Roundup 87

KID Guidelines

Of relevance to:

Most firms providing investments or investment services to retail
investors, including AIFMs, UCITS Management Companies and the
Authorised Fund Managers of NURS

At its heart, the Packaged Retail and Insurance-based Investment Products
Regulation (“PRIIPs”) requires retail investors to be provided with a Key
Information Document (“KID”) as per Articles 5 and 13 of the PRIIPs
Regulation. For further details of PRIIPs, including links to both the
Regulation and the Regulatory Technical Standards (which concerns the
required contents of a KID and prescribed template), please see
Regulatory Roundup 87.

Guidelines (“Communication from the Commission”) on the application of
the KID under PRIIPs have now been published.

It’s fairly modest in length — four pages in total — but clarifies various areas
including, but not limited to:

Distribution of a PRIIP to a retail investor without a KID is a breach of
EU Regulation 1286/2014 (see below).

= Even if a PRIIP is sold exclusively by persons other than the PRIIP
manufacturer, the latter is required to prepare and publish a KID on its
website.

= A KID must be a maximum of three sides of A4 when printed.

= Where a PRIIP is only made available outside the European Union, no
KID is required.

= No adaptation to the KID, including titles and sequence of sections, is
permitted.
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https://www.complyport.com/app/uploads/2017/04/Regulatory-Roundup-87.pdf
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52017XC0707(02)&from=EN

Regulatory Roundup Archive

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

Past issues
You can also access the latest news stories directly from our website
either through the news section or through the search facility on the

News Section
home page.

Home Page
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http://www.complyport.com/news/
http://www.complyport.com/

Bespoke, Practical Consulting

If any of the topics The Complyport Regulatory Roundup is provided for information purposes
discussed above raise only and represents a summary of the above subjects. It is not intended to
questions or a need for offer a legal opinion, advice or recommendation as to future action and it
guidance or support, is provided solely as a discussion document. © Complyport Ltd

please feel free to contact

us at:

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.

info@complyport.co.uk

Complyport is always

interested to receive This Regulatory Roundup is for the named person's use only. It serves
feedback and general purely for information purposes, and is not an offer or financial promotion.
comments on either the It may contain confidential, proprietary or legally privileged information.
Regulatory Roundup or No confidentiality or privilege is waived or lost by any transmission errors.
the Complyport website. If you receive this Regulatory Roundup in error, please immediately delete
Comments can be sent to it and all copies of it from your system, destroy any hard copies of it and
info@complyport.co.uk notify the sender. You must not, directly or indirectly, use, disclose,

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.

Follow us on Twitter u
Join us on Linkedin ﬁ
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