UK FUND DEVELOPMENTS AND

REGULATORY UPDATE

December 2020

NICK JENKINS, HEAD OF
REGULATORY AND TECHNICAL, UK
TRUSTEE & DEPOSITARY

BNP PARIBAS SECURITIES
SERVICES

The bank for a changing world



Agenda

1 Fund Liquidity
) AIFMD Review

3 Fund governance

4  Covid-19

BNP PARIBAS The bank for a changing world 19 November 2020 | 2




1. Fund Liquidity - a hot topic

PORTFOLIO .
Financial News Top Stories  News  View 4 nn“ISEH <£:] @ @

Reliability in times of volatility ‘

Try 30 days for £40

g ‘ I HOME / ANALYSIS / £5bn worth of UK property funds remain suspended

Largest UK property funds likely
to stay frozen for up to six

mo el £5bn worth of UK prop INVESTMENT
Asthep @IJB Q«Eltgt’ﬂlp[ Coronavirus News Politics Sport Business Ma funds remaln suspend ) WEEK earch here...

another|

Economy ~ Companies ~ Markets ~ Alex

5"‘1 despite CIarity on Bonds Multi-asset ESG Funds Regulation Diversity People moves {
ﬂf Property funds worth £10 yaluations
! coronavirus chaos hahesch

Investors have been warned to prepare for more suspensions amid the market

Woodford fund suspension one year on:
. Liquidity mismatch remains 'elephant in room'
By Michael O'Dwyer

18 March 2020 - 5450 FUNDS INSIDER The issues and questions yet to be answered

T

chaos

Related Topics
M&G, UK property, Aviva PLC,

Funds, Property and property funds and investors have been warl n News Features Comment Videos Podcasts Forums Investments Virtual Portfolio

Around £10bn of savers' money has been tra)

Woodford investors face year’s wait
for the rest of their cash RELATED NEWS

Danial Graota

BNP PARIBAS The bank for a changing world 19 November 2020 | 3




1. Fund Liquidity - recent events

June: EU Referendum sparks mass redemptions
Following the UK’s ‘Leave’ vote, several large property funds
suspended as investors rush to withdraw assets

. June: Woodford Equity

, Income Fund suspended
October: Woodford Equity Income Fund Increase in redemption requests leads to

wound up e, this once £10. 2bn fund reducing to
The fund’s Authorised Corporate Director advised that BRL LT S S £3.7bn by May 2019. The fund is unable

progress had not been sufficient to allow 'reasonable to meet redemptions due to a high level of
certainty' about when repositioning would be fully e holdings with low liquidity
achieved, so a decision was made to terminate the fund
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December: uncertainty causes gatings

*e Investor uncertainty arising from UK events including the Brexit
extension and General Election lead to increased outflows. A
large property fund is gated to allow the fund to raise cash levels
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March: property fund suspensions due to

Covid-19 *e,

‘Material uncertainty’ about property values at the start of :

the first UK lockdown causes eight fund managers to R
BT T suspend dealing in open-ended property funds “““
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1. Fund Liquidity - ESMA guidelines

For fund

managers

For
depositaries

ESMA has published its final Guidelines on liquidity stress testing (LST) for UCITS
and AlFs. The Guidelines apply to managers, depositaries and national regulators

Wide ranging guidelines covering design scenarios, policies (which should be
documented in UCITS and AIF RMP) and frequency of liquidity stress tests for the
funds they manage

Recommendation that managers notify their national regulators of material risks and
actions taken to address them

Verification that the fund manager has in place documented procedures for its liquidity
stress testing programme

Where depositaries are not satisfied that LST is in place they should take action as
per any other evidence of a potential breach by a manager, which could include
reporting this to its local regulator in line with local requirements

European Systemic Risk Board
(ESRB) requests ESMA to
develop guidance for managers
for the stress testing of liquidity
risk for individual AlFs and UCITS

ESMA consulted on the guidelines
during the first half of 2019

Final report containing the
Guidelines as well as feedback on
the consultation published in
September 2019

The Guidelines took effect
from 30 September 2020
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1. Fund Liquidity - thoughts from the FCA

“Firms should recognise that effective liquidity
management is an irreducible, core function for all
open-ended funds”

- FCA letter to fund boards, November 2019

‘Ensuring effective liquidity management in funds is a central
responsibility for any Authorised Fund Manager (AFM) and it

remains their responsibility even if they delegate investment

management to another person’

“Where we identify potential liquidity issues in funds,
including through our regular interaction with
depositaries, we will ensure that AFMs take prompt
action to mitigate or resolve them.”

- Dear CEO, Asset Management Portfolio Letter, January 2020
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1. Fund Liquidity - FCA developments (i)

FCA Policy Statement 19/24 introduced a new ‘type of fund’: Funds investing in inherently illiquid assets,
(FIIAs), where a fund is invested at least 50% in inherently illiquid assets. The new rules:

= Require a non-UCITS Retail Scheme (NURS) to temporarily suspend when the independent valuer has
expressed “material uncertainty” about the value of at least 20% of the property held by the fund. This
suspension requirement also applies to fund of funds holding 20% of its investments in property funds which
are themselves subject to such a suspension;

= Contain requirements for detailed contingency plans to deal with liquidity risks;
= |ntroduce new duties for depositaries to oversee the processes used to manage the liquidity of FlIlIAs; and

= Set out various disclosure requirements applying to the fund names, prospectuses and financial promotion
material of FIIAs. The disclosures will include reference to liquidity management tools to mitigate risks and
how they would typically be employed.

The rules took effect in September this year but the FCA requested early adoption of the proposal where managers
and depositaries felt it is appropriate. Indeed most authorised property funds suspended dealings on account of
material uncertainty expressed by valuers at the start of the first lockdown in March.
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1. Fund Liquidity - FCA developments (ii)

Reflecting the continued concern of the UK and indeed international regulators over liquidity within collective investment schemes,
the FCA has now proposed new measures in its latest consultation paper CP20/15

Headline: A plan to require non-UCITS Retail Schemes (‘NURS’) which invest at least 50% in immovables (to be defined as
Funds predominantly invested in property, or ‘FPIPS’), to implement a notice period for unitholders redeeming their

investments.

The FCA is aiming to:

= Reduce the likelihood of a property fund suspension due to a lack of liquidity, which will in turn reduce the likelihood of
significant levels of withdrawals from a fund.

= Reduce the risk that consumers buy products that are unsuitable for their needs by making the impact of the illiquidity more
transparent.

= Reduce inefficiencies and increasing the potential for higher investment returns by enabling property funds to hold less cash,
and have greater exposure to property assets

The issue is caused by a mismatch between the dealing frequency of units in daily dealing open-ended property funds and the
underlying property assets in which they invest. This has resulted in several property fund suspensions since the EU referendum.
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1. Fund Liquidity - FCA developments (iii)

The proposals have caused significant debate, for example:
= The 50% rule for FPIPS — is this too low? 75% has been suggested by as more appropriate.

= The length of the notice period — the FCA have proposed either 90 days or alternatively up to 180 days, the latter being
significantly longer than the time taken to complete most property deals.

= Will the change affect the eligibility of property funds with regard to ISAs, and what will be the effect on distribution
channels?

The consultation ended on 3 November 2020 and the FCA intends to implement rules in 2021. However, following the CP
publication, the Bank of England launched (jointly with the FCA) their delayed survey into vulnerabilities associated with
liquidity mismatch in open-ended funds. So expect further developments!
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2. AIFMD review

AIFMD Article 69 states:

“By 22 July 2017, the Commission shall, on the basis of public consultation and in the light of the discussions with competent
authorities, start a review on the application and the scope of this Directive.”

What did the EC do?

= Appointed KPMG to conduct a general survey and evidence-based study on the impact of AIFMD
= Consulted the Expert Group of the European Securities Committee (EGESC)
= Presented the key elements of findings to ESMA and sought its input

= |n June 2020 published a report to the European Parliament and Council (also a requirement of Article 69), the main points being that:

- The AIFMD has improved monitoring of risks to the financial system and cross-border capital raising for investments in alternative assets
- The AIFMD has helped create an internal market for AlFs and reinforces the regulatory and supervisory framework for AIFMs in the EU
- National private placement regimes differ among Member States and creates an “uneven playing field” between EU and non-EU AIFMs

- AIFMs are operating with more transparency for investors and supervisors

- The AIFMD depositary regime is functioning well, although the lack of a depositary passport is at odds with the spirit of the single market.
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2. AIFMD review - ESMA policy changes

Notably in terms of
risk / liquidity
management,
delegation, leverage
and reporting. The
call here is for more
granular level 2
regulation for UCITS
management.

Harmonisation of
AIFMD and UCITS

Delegation of
activities, regulatory
arbitrage, use of
seconded staff,
delegation of
‘supporting tasks’, and
‘white-label service
providers’. In all cases
ESMA appears
sceptical that the
current prevalence and
extent of such
activities is compatible
with the delegation
and substance rules of
the AIFMD and UCITS
regimes

Delegation and
Substance

The suggestion is that
AIFMD measures for
calculating leverage
should be aligned with
a two-step approach
recently
recommended by
IOSCO for assessing
leverage in
investment funds.

Leverage

The focus is on
providing clarity in
relation to home and
host supervisors in
cross-border activity.

ESMA acknowledges
ongoing discussions
on the merits of a
depositary passport.
ESMA does not
actively recommend
the creation of a
passport in AIFMD
and the UCITS
Directive, though is
aware the EC may
study its benefits and
risks. ESMA also
recommends issuer
CSDs should not be
counted in the
custody chain, unlike
investor CSDs
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2. AIFMD review - EC consultation

= The European Commission (‘the Commission’) have opened their consultation — a questionnaire to be completed online,
and it will run until 29 January 2021.

= 102 questions are divided into seven sections:

- Functioning of the AIFMD Regulatory Framework, Scope and Authorisation Requirements
- Investor Protection

- International Relations

- Financial Stability

- Investing in Private Companies

- Sustainability/ESG

- Miscellaneous

= |t's clear the Commission wants to obtain feedback on as many of ESMA's issues and concerns as possible and
interestingly includes questions on harmonisation of the AIFMD with UCITS — Has the Commission stepped outside the
scope of the review as provided for within Article 69?

= There had been speculation the Commission would hold an open hearing and new rules proposed in 2021. The
consultation however is silent on next steps so we will have to wait and see!
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2. Fund governance — Asset Management Market Study (i)

O Some of the findings of the FCA’'s Asset \/ll And the remedies:
Management Market Study final report,
published in 2017:

= Price competition is weak in a number of A strengthened duty on asset managers to act in
areas of the industry, especially actively the best interests of investors
managed funds
= Introducing an all-in fee
= Evidence of sustained, high profits over a
number of years = Requiring asset managers to be clear about the
objectives of the fund
= Investors are not always clear what the
objectives of funds are = Clarifying and strengthening the appropriate use of
benchmarks
= Fund performance is not always reported
against an appropriate benchmark = A market investigation reference to the CMA on the
institutional investment advice market
= Concerns about the way the investment
consultant market operates =  Requirement for managers to return risk free box
profits to funds
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3. Fund governance — Asset Management Market Study (ii

Two new requirements emerging from the Market study have kicked in this year.

= Value Assessments: For authorised funds a manager has to each year conduct an assessment to justify payments out of a fund in the
context of overall value given to unitholders. As a minimum these are the topics that have to be included:

- Quality of service

- Performance

- AFM costs — general

- Economies of scale

- Comparable market rates
- Comparable services

- Classes of units

= The first assessments were due this year and it would appear they have come in different shapes and sizes. The flexibility allowed on the
information required over and above the minimum requirements has led to varied report styles and levels of detail, as well as inconsistencies
as to how and where they are published, for example simply on websites or as part of the fund’s annual report and accounts.

= INEDs: A fund’s Board is now required to have a minimum of two independent members making up at least 25% of the board’s membership.
INeds must not have been paid by or had a material business relationship with the fund group for three years.

The FCA advised they were to review the effectiveness of value assessments during 2020. We eagerly await the findings.
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4. Covid-19 - regulatory forbearance

The FCA introduced a page on their website in April 2019 entitled ‘FCA expectations regarding funds in light of coronavirus
(Covid-19)’. For the most part it constitutes a set of allowances, or forbearance relating to activity within funds during the
coronavirus pandemic. The areas covered:

= Delaying annual and half-yearly fund reports — Authorised Fund Managers have been given an extra 2 months for the publication
of annual reports and an extra 1 month to publish half yearly reports. NOW ENDED

= Virtual general meetings — The FCA have advised they see no supervisory concern in general meetings being held in virtual
format, so for instance a unitholder can be considered to be present at the meeting if they are participating in or have joined a
virtual meeting. This is unless fund documentation does not contain details about arrangements that are additional to what is
prescribed by the rules

= Ensuring compliance with limits on value at risk (VaR) — The FCA are hesitant to forbear here and consider firms should have
made appropriate arrangements. However firms with difficulties should advise their supervisory contact.

= Electronic signatures — FCA are willing to accept Form 21s and Form 12s to be electronically signed during the pandemic.

= QOther topics — Various allowances and expectations are outlined concerning MiFID reporting, repo use for liquidity management,
CASS, paper-based / manual processes (focusing on ensuring continued ability for physical subs & reds) and AIFMD
transparency reporting.
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Disclaimer

The information contained within this document (‘information’) is believed to be reliable but BNP Paribas Securities Services does not
warrant its completeness or accuracy. Opinions and estimates contained herein constitute BNP Paribas Securities Services’ judgment and
are subject to change without notice. BNP Paribas Securities Services and its subsidiaries shall not be liable for any errors, omissions or
opinions contained within this document. This material is not intended as an offer or solicitation for the purchase or sale of any financial
instrument. For the avoidance of doubt, any information contained within this document will not form an agreement between parties.
Additional information is available on request.

BNP Paribas Securities Services is incorporated in France as a Partnership Limited by Shares and is authorised and supervised by the
European Central Bank (ECB), the ACPR (Autorité de Contrble Prudentiel et de Résolution) and the AMF (Autorité des Marchés Financiers).

BNP Paribas Securities Services London Branch is lead supervised by the European Central Bank (ECB) and the Autorité de Contréle
Prudentiel et de Résolution (ACPR). BNP Paribas Securities Services London Branch is authorised by the ECB, the ACPR and the
Prudential Regulation Authority and subject to limited regulation by the Financial Conduct Authority and Prudential Regulation Authority.
Details about the extent of our authorisation and regulation by the Prudential Regulation Authority, and regulation by the Financial Conduct
Authority are available from us on request. BNP Paribas Securities Services London Branch is registered in England and Wales under
number FC023666. Registered office in the UK: 10 Harewood Avenue, London NW1 6AA.

In the U.S., BNP Paribas Securities Services is a business line of BNP Paribas which is incorporated in France with limited liability. Services
provided under this business line, including the services described in this document, if offered in the U.S., are offered through BNP Paribas,
New York Branch (which is duly authorized and licensed by the State of New York Department of Financial Services); if a securities product,
through BNP Paribas Securities Corp. which is a broker-dealer registered with the Securities and Exchange Commission and a member of
SIPC and the Financial Industry Regulatory Authority; or if a futures product through BNP Paribas Securities Corp., a Futures Commission
Merchant registered with the Commaodities Futures Trading Commission and a member of the National Futures Association.
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