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Non-UCITS Retail Schemes - Illiquid Assets

" The FCA has published Policy Statement PS19/24 in which it has
S aﬂd/nvemenm(%r:?g;f;vcjg f:onfir{ned. new rules wh.ic.h a!::ply to certain types of open-ended funds
. Depositaries e her. | investing in inherently illiquid assets such as property. The new rules
o will apply to Non-UCITS Retail Schemes (“NURS"), but will not apply
to other funds such as UCITS which are already subject to restrictions

relating to such assets.

The new rules come into force on 30 September 2020.
This rules update is relevant to the following:
Operators and investment managers of NURS;
Depositaries;
Ancillary service providers;

Intermediaries, such as platform service providers, or those, like
wealth managers or financial advisers, whose retail clients invest in
funds holding illiquid assets; and

Firms communicating financial promotions to retail clients for funds
investing mainly in illiquid assets.

FCA Proposals

1. The FCAisintroducing to the FCA Handbook a new category of “funds
investing in inherently illiquid assets” (“FIIA"). NURS that fall into
this category will be subject to additional requirements, including
enhanced depositary oversight, standard risk warnings on financial
promotions, increased disclosure of liquidity management tools and
liquidity risk contingency plans.

Classification as a “Fund Investing in Inherently Illiquid Assets”

The FCAis introducing a new category of fund to the FCA Handbook,
being “Funds Investing in Inherently Illiquid assets” (“FIIA").

A fund will be classed as an FlIA in one of two circumstances:

1. NURS that have disclosed to their investors that they are aiming to
invest at least 50% of their scheme property in inherently illiquid
assets.

2. NURS that have invested at least 50% of the value of their scheme
property in inherently illiquid assets for at least three continuous
months in the past 12, whether or not they have disclosed their
intention to do so.

Additionally, where feeder funds, multi-asset funds and funds of
funds that have at least 50% of their scheme property invested in
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FIIAs would also meet the definition of an FlIA, due to their holdings
in other funds.

Definition of “Inherently Illiquid Assets”

The FCA has proposed the following definition, which will be included
in the FCA Glossary, which in summary is:

An immovable;
Aninvestment in an infrastructure project;
A transferable security that is not a readily realisable security;

Any other security or asset that is not listed or traded on an eligible
market and has particular features that make the process of buying or
selling difficult or time consuming; or

A unitin a FIIA or another fund with substantially similar features.

2. The FCA is also introducing a requirement that NURS must suspend
dealingin fund’s units where the Standing Independent Valuer (“SIV")
expresses “material uncertainty” regarding the value of 20% of the
scheme property. The FCA will allow an authorised fund manager
("AFM") to continue to deal where it has agreed with the fund's
depositary that thisisin the fund’s best interests. This change is being
introduced to ensure that AFMs (in conjunction with depositaries)
have the ultimate say if a fund suspends dealing, thereby reducing
reliance on the SIV and protecting consumers by avoiding suspension
where this would not be in investors’ interests.

3. NURS that apply limited redemption arrangements will be excluded
from the new requirements that the FCA proposes to apply to FlIAs.
The FCA proposes that where a NURS applies limited redemption
arrangements that reflect the typical time needed to dispose of its
assets, the fund will be less exposed to liquidity issues at times of
marketturbulencethanisthe case for fundsthat dealmore frequently.
The additional measures associated with classification as a FIIA (i.e.
enhanced disclosure and liquidity management) are not necessary
for funds which already have limited redemption arrangements. The
FCA's view is that this is because such funds have already taken steps
to mitigate the liquidity mismatch that poses a risk to investors.

Where AFMs managing NURS choose not to manage the liquidity mismatch
directly, for example by adapting the redemption arrangements to be
more similar to the liquidity of the underlying assets, the fund will have to
be classified as a FIIA and become subject to the additional requirements
such status brings.
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FCA Changes

Suspension
Mandatory Suspensions due to material uncertainty

The FCA will require that NURS holding property and other immovables
suspend dealing when there is “material uncertainty” about the valuation
of at least 20% of the scheme property.

The FCA Rules will provide that where the SIV has expressed material
uncertainty about the value of immovables that constitute more than 20%
of the scheme property, the fund manager should suspend dealingin a fund.
However, a fund manager may continue to deal if it has a reasonable basis
for determining that it is not in the best interests of investors to suspend
dealing, but only with the agreement of the depositary. The decision to
continue dealing would need to be taken as soon as possible and in any
event by the end of the second business day after the day on which material
uncertainty applies to at least 20% of the scheme property.

Any decision to not suspend dealing in the fund must be reviewed by the
fund manager at least every two weeks.

Funds with indirect exposure to immovables

For funds with significant indirect exposure to immovables, such as multi-
asset funds holding units in property funds, or feeder funds of property
alternative investment funds (“PAIFs”), mandatory suspension of such funds
will occur where the funds have at least 20% of the value of their scheme
property invested in one of the funds that themselves have suspended
trading due to material uncertainty. A proposed look through approach
was rejected by the FCA.

Role of Depositary in suspensions

Whilst a fund manager may continue dealing in a fund despite the existence
of material uncertainty, the FCA assumes suspension will generally be the
appropriate course of action in such circumstances. For the suspension to
take place as quickly as possible, and in any event, within two business days
of a fund being subject to material uncertainty, the fund manager will not
need the depositary’s agreement to suspend. However, where the fund
manager wishes to continue dealing, to ensure this is in the interests of
investors, the depositary’s consent will be required. Where the depositary
disagrees with the fund manager’s judgement, or fails to agree within the
time limit, dealing in the fund must be suspended.
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Liquidity Management
Improving the quality of liquidity risk management

The FCA will require managers of funds investing mainly in illiquid assets to
produce contingency plans for dealing with liquidity risks. The FCA is also
giving depositaries a specific duty to oversee the processes used to manage
liquidity of a fund.

The FCAis also making further specific guidance to clarify:

The circumstances in which it may be appropriate to suspend dealing.
For a fund investing mainly in illiquid assets, the fund manager may
suspend dealing before running down the liquidity in the fund, if this
isin the unitholders’ best interests;

The process for arriving at a fair and reasonable value for an
immovable, where it needs to be sold quickly to ensure that the fund
can continue to meet redemptions requests as they fall due.

Liquidity Contingency Plans

The FCA is including a requirement for FIIA managers to have contingency
plans covering both normal and exceptional circumstances, and to disclose
these in each fund’s prospectus, with an additional requirement to have
relevant agreements in place with third parties. The fund manager must
have written confirmation from any relevant third parties identified in their
contingency plans

Where fund managers distribute a significant number of units in FllIAs
through platforms, those platforms must be able to implement contingency
plans as and when needed. This suggests that fund managers should only
distribute their funds through platforms that have appropriate contingency
plans.

Rapid Sales and Use of Price Reductions

Where daily dealing funds investing in illiquid assets experience significant
redemptiondemandinashorttime frame, the funds may not hold sufficient
amounts of cash to meet their obligations to redeeming investors. In such
circumstances, rather than suspend dealing, some fund managers may
choose to sell assets more quickly than normal at less than the full open
market value of the assets, and to apply a downward adjustment to the unit
price accordingly.

Fund managers wishing to have the option to undertake “fire sales” during
difficult market conditions will be required to disclose this intention in
the fund’s prospectus. Additionally, where a fund manager decides to sell
an immovable quickly to meet redemption requests, FCA guidance will
suggest that fund managers should “consult and agree with the SIV a fair
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and reasonable price (Complyport’'s emphasis) for the immovable to reflect
a rapid sale”. Use of the term “price” is designed to reflect the difference
with “value” as the price may be less than the value where a rapid sale is
required.

Depositary Oversight of Liquidity Management

Whilst the depositaries of authorised funds are required to provide cash
flow monitoring, oversight duties and safekeeping or verification of assets,
the FCA will require depositaries of FlIAs to assess regularly the liquidity
profile and liquidity risks presented by the fund’s scheme property.
Depositaries will also need to develop procedures for overseeing the
liquidity management of the fund manager. The amended rules aim to
ensure appropriate liquidity risk management across managers of FlIAs and
more consistency on depositary oversight.

Disclosure
Increased Disclosure
The FCA will require:

Additional disclosure in a fund’s prospectus of the details of the
liquidity risk management strategies, including the tools that will be
used and the potential impact on investors.

A standard risk warning to be given in financial promotions to retail
clients for such funds. This will apply to all firms communicating the
final promotion and not just the fund manager.

Disclosures in Prospectus

The FCA has proposed that an FIIA Prospectus must disclose how the fund
manager will manage the fund where liquidity issues arise, and that the
prospectus should include:

An explanation of the risks associated with the scheme investing in
inherently illiquid assets and how these might crystallise;

A description of the tools and arrangements the authorised fund
manager would propose to use, including those that FCA Rules
require them to use to mitigate the risks of investing in inherently
illiquid assets; and

Details of the circumstances in which these tools and arrangements
would typically be deployed and the likely consequences for investors.

Standard Risk Warning

FCA Rules will say that FlIAs will need to include the following risk warning
in certain financial promotions to retail clients:
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“IName of Fund] invests in assets that may at times be hard to sell. This means
that there may be occasions when you experience a delay or receive less than
you might otherwise expect when selling your investment. For more information
on risks see the Prospectus and Key Investor Information Document”.

Other Funds

The FCAis considering whether the rule changes in relation to NURS should
apply more widely than NURS and is working with the Bank of England’s
Financial Policy Committee to assess how funds’ redemption terms might
be better aligned with the liquidity of their assets to minimise financial
stability risks without compromising the supply of productive finance.
The FCA is exploring various options and where the FCA review results
in potential changes to FCA Rules, the FCA will set these out in a further
consultation paper.

In Force

As stated at the beginning of this article, the new rules in relation to NURS
will come into force on 30 September 2020. Of course, fund managers and
depositaries are able to introduce some of the measures in advance of the
in force date if they wish, providing that they do not conflict with any rules
applicable until that time.

https://www.fca.org.uk/publications/policy-statements/ps19-24-illiquid-
assets-and-open-ended-funds-and-feedback-consultation-paper-cp18-27
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FCA data shows 4.29m complaints for first half of 2019

" The FCA has published the complaints figures for regulated firms For
Of relevanceto | the first half of 2019. The data showed an increase in complaints from

AltFirms -+ 3.91m in the second half (H2) of 2018 to 4.29m for the first half (H1) of
2019.

The increase in complaints was mainly driven by a 34% increase in the
volume of PPI complaints received, from 1.58m to 2.12m. PPl complaints
made up 49% of all complaints received during this period, continuing to
be the most complained about product.

While PPl complaintsincreasedin the first half of 2019, there was a 6% drop
in the number of non-PPI complaints, from 2.32m in 2018 H2 to 2.18m in
2019 H1. When PPl is taken out, the figures today are the lowest volume of
complaints firms have received since new reporting rules came into effect
in2016.

Excluding PPI complaints, the most complained about products remain
current accounts (14% of reported complaints), credit cards (8%) and
motor and transport insurance (6%). The average volume of complaints
received per 1,000 accounts for banking and credit cards has decreased to
4.2, compared to 4.6 in 2018 H2. This was also the case for home finance,
which decreased from 9.6 to 8.7 complaints per 1,000 mortgage accounts.

Overall, excluding PPI, the average redress per complaint upheld increased
from £175 to £200 between 2018 H2 and 2019 H1.

https://www.fca.org.uk/news/press-releases/fca-data-show-429m-
complaints-first-half-2019
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FCA finds MIFID Il research unbundling rules working well for
investors

The FCA has published multi-firm review findings indicating the Markets
Of relevanceto 1N Financial Instruments Directive’s (MiFID ) research unbundling rules

miFip firms - have improved asset managers’ accountability over costs, saving millions
for investors.

A key principle of the MIFID Il unbundling reforms was to ensure that
portfolio managers act as good agents in the best interests of their clients
and that their investment decisions are not unduly influenced by third
parties.

From 3 January 2018, asset managers were required to pay for research
separately from execution services, and either charge clients transparently
or pay for research themselves. Prior to MiFID I, research costs were often
‘bundled’ into opaque transaction fees borne by investors' funds, with
many firms not adequately controlling how much of their clients’ money
was being used to pay for research.

The FCA's review found that, following MiFID Il, most asset managers have
chosen to pay for research from their own revenues, instead of using their
clients’ funds. Firms have also improved their accountability and scrutiny of
both research and execution costs, including where firms have chosen to
charge research costs to clients. This resulted in investors in UK-managed
equity portfolios saving around £70m in the first six months of 2018 across
a sample of firms.

The review and analysis also found that:

since the introduction of the reforms, budgets set by firms to spend
on research have fallen on average by 20%-30%;

despite these budget reductions, most asset managers said they are
still getting the research they need;

research coverage of small and medium enterprises (SMEs) listed in
the UK has not seen a material reduction to date; and

research pricing is still evolving, with wide price ranges being offered
by brokers and independent providers.

Detailed findings in relation to asset managers’ approaches to valuing
research, and the FCA's expectations as to how certain activities, such as
trade association events, research marketing and consensus forecasts,
interact with the new rules can be found within the FCA’'s multi-firm review
report.

The FCA will continue to monitor both competition impacts and research
coverage of SMEs following the MIFID Il reforms by analysing market data
and other reviews, such as the European Commission’s forthcoming study.

The FCA also intends to carry out further work in this area in 12 to 24
months’ time to assess firms’ ongoing compliance with the rules.

https://www.fca.org.uk/news/press-releases/fca-finds-mifid-ii-research-
unbundling-rules-working-well-investors
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The FCA fines Tullett Prebon £15.4m

" The FCA has fined Tullett Prebon (Europe) Limited £15.4 million For
Of relevanceto | failing to conduct its business with due skill, care and diligence, failing

allfirms - to have adequate risk management systems and for failing to be open
and cooperative with the FCA.

Tullett Prebon, now part of TP ICAP, is an electronic and voice inter-dealer
broker, acting for institutional clients transacting in the wholesale financial
markets, typically investment banks. The Rates Division of Tullett Prebon
carried out ‘name passing’ broking which comprised a significant part of
Tullett Prebon’s overall business, employing many brokers and generating
significant revenues for the firm.

Following an FCA investigation, the FCA found that, between 2008 and
2010, Tullett Prebon’s Rates Division had ineffective controls around broker
conduct. Lavish entertainment and a lack of effective controls allowed
improper trading to take place, including ‘wash’ trades (a ‘wash’ trade
involves no change in beneficial ownership and has no legitimate underlying
commercial purpose) which generated unwarranted and unusually high
amounts of brokerage for the firm.

Senior management wrongly believed sufficient systems and controls were
in place, when in fact, systems and controls were not used or directed
effectively. Obvious red flags of broker misconduct and opportunities to
probe were missed. For example, when the firm made inquiries of one
broker about the basis for inordinately high brokerage on one trade, the
broker responsible said ‘you don’t want to know’ and no steps were taken
to identify the reasons, let alone whether they were appropriate.

The FCA stated that these were serious failings that undermined the proper
function of wholesale markets.

Tullett Prebon also breached Principle 11 of the FCA's Principles for
Businesses by failing to be open and cooperative with the FCA. This breach
occurred between August 2011 and October 2014 and related to the FCA's
request to Tullett Prebon in August 2011 for broker audio tapes. Although
Tullett Prebon had the majority of the audio that the FCA required, they
failed to produce the audio to the FCA until 2014. Tullett Prebon initially
provided an incorrect account as to how the audio had been discovered.

This breach was also considered to be serious. Principle 11 is a fundamental
plank of the operation of the regulatory system. Part of that depends on
firms complying with information requirements and accurate information
being given to the FCA.

Tullett Prebon agreed to resolve this matter and therefore qualified for a
30% discount under the FCA's settlement discount scheme. Without this
discount, the fine would have been £22 million.

https://www.fca.org.uk/news/press-releases/fca-fines-tullett-prebon-154-
million
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New form to notify FCA of management body changes for non-
SMF Directors

From 9 December 2019, MIFID investment firms and optional exempt
Of relevanceto = firms need to use a new form to submit information to the FCA when

allfirms . appointing Non-SMF Directors to, or withdrawing them from, their
management body.

If a firm’s management body changes, the firm will need to download the
form, complete it and email it to the FCA via NonSMFNotification@fca.org.
uk.

This is a temporary process. From Q1 2020, firms will be able to submit the
form via Connect.

https://www.fca.org.uk/news/news-stories/mifid-investment-firms-will-
need-use-new-form-notify-fca-management-body-changes-non-smf-
directors
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FCA to ban promotion of speculative mini-bonds to retail
consumers

" TheFCAhasannounced thatit willban the mass marketing of speculative
Of relevanceto | MiNi-bonds to retail consumers.

firms promoting mini-bonds

. The FCA ban will mean that unlisted speculative mini-bonds can only be

" promoted to investors that firms know are sophisticated or high net worth
investors. Marketing material produced or approved by an authorised firm
will also have to include a specific risk warning and disclose any costs or
payments to third parties that are deducted from the money raised from
investors.

Firms which approve financial promotions are already required to ensure
that those promotions comply with FCA rules. The FCA has also published
guidance on the requirements on firms when approving the financial
promotions of unauthorised persons. The FCA believes that many
promotions still fall short of existing requirements and firms which approve
the financial promotions of unauthorised persons may not be taking
adequate steps to ensure that they comply with the rules before approving
them.

The FCA also intends to launch a communications campaign to improve
consumer awareness of risks and to inform consumers about what they
should considerbeforeinvestinginhigh-riskinvestments. The FCA continues
to work with HM Treasury on its review into the regulatory framework for
the issuance of non-transferable debt securities.
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FCA extends the Senior Managers and Certification Regime to
47,000 firms

" The FCA has extended the Senior Managers and Certification Regime

Of relevance to
all firms

Regulatory Roundup Issue 112 | December 2019

(SM&CR) to around 47,000 additional firms as of 9 December. The FCA
stated that this further extension is a key step to creating a culture

,across financial firms where individuals take accountability for their

own actions and competence.

https://www.fca.org.uk/news/news-stories/fca-extends-senior-managers-
and-certification-regime-47000-firms
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Cryptoassets: AML/CTF Regime

Of relevance to
firms carrying out certain cryptoasset activities

From 10 January 2020, the FCA will be the anti-money laundering and
counter terrorist financing supervisor of UK cryptoasset businesses
under the Money Laundering, Terrorist Financing and Transfer of Funds
(Information on the payer) Regulations 2017 (“MLR").

All UK cryptoasset businesses carrying on activities in scope of the MLRs
will need to register with the FCA from 10 January 2020. Cryptoasset
businesses should ensure that they do not mislead customers as to what
protections apply and the status of their FCA registration.

Whilst HM Treasury has not yet published its response to the consultation on
the Fifth Money Laundering Directive, the cryptoasset activities consulted
on in April 2019 are listed below and cryptoasset businesses carrying out
the activities listed below should assume they must comply with the MLRs
from 10 January 2020. However, HMT may decide to reduce or extend the
range of activities the FCA oversees.

Crypto-asset exchange provider

Crypto-asset Automated Teller Machine (ATM)
Custodian Wallet Providers

Peer to Peer Providers

Issuers of new crypto-assets, e.g. Initial Coin Offering (ICO) or Initial
Exchange Offering (IEO)

Publication of open-source software e.g. Non-Custodian Wallet
providers

The FCA's responsibility under this regime will be limited to AML/CTF
registration supervision and enforcement only. Registration under the
MLR does not mean that customers will benefit from the protections of
the Financial Ombudsman Service or the Financial Services Compensation
Scheme (FSCS). As most cryptoassets are not specified investments under
the Financial Services and Markets Act 2000 (FSMA), it is unlikely that
customers will have access to Financial Ombudsman Service or FSCS.

Customers and firms may wish to consider the FCA guidance, where the FCA
has set out its position on the types of cryptoassets which will fall within
the regulatory remit and the implications this has on consumer protection.
Cryptoasset activity which falls in the unregulated space, as defined in the
Guidance on Cryptoassets, will not have the same consumer protections.

There are different dates to be aware of when registering your business
with the FCA:
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Cryptoassets: AML/CTF Regime e

New cryptoasset businesses that intend to carry on a cryptoasset
activity after 10 January 2020, must be registered before they can
carry on the activity.

Existing cryptoasset businesses which were already carrying out
cryptoasset activity before 10 January 2020 may continue their
business, in compliance with the MLRs, but must register by 10
January 2021 or stop all cryptoasset activity. The FCA is encouraging
businesses to apply well in advance of this deadline.

https://www.fca.org.uk/firms/financial-crime/cryptoassets-aml-ctf-regime
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Key Dates

Key Date Topic

End of 30-month period during which the US Securities and Exchange Commission
3 July 2020 provides market participants with greater certainty regarding their US regulated
activities and compliance with MiIFID Il rules on Investment Research

July 2020 5th Money Laundering Directive to be adopted throughout Europe

October 2020 Pension transfer specialists to obtain the investement advice qualification
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