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Duty to prevent undue cost in funds

Regulator supervisory actions

Outcome of CSSF reviews in the context of the CSA
« Weak documentation of pricing
process especially for smaller IFMs
» Qver-reliance on delegated PM

» No consolidated pricing process but
different procedures (e.g. FA control,
internal control, KIID production, etc.)

» Absence of periodic review, lack of
review of costs vs performance

e Attention to EPM

« Conflict of interest with related parties
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1. IFM must define and

implement a structured formal
pricing process

. Perform an independent

analysis

. Annual review process
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Undue cost concept

be consistent with the investment
objective and the characteristics of
the fund

be linked to a service provided in
the investor’s best interest

be proportionate compared to
market standards

be sustainable/viable
(perf/risk/cost/size)

ensure investors’ equal treatment
not be duplicated

Be clearly disclosed
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Duty to prevent undue cost in funds

Luxembourg market insight

1. CSSF question to board in respect of AUM size and costs

1

2. CSSF on site inspection (request for pricing policy and justifications for funds that are too
small and too expensive)

3. Some funds identified to be too small or expensive have been liquidated (March 2023 +/-7)
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4. Increase of CSSF questions during fund set-up and approval regarding fee levels or in case of
fee increase and prospectus change

5. Other questions
1. Allocation PM / advisor fee
2. Special case - regarding the “Quantitative algorithms”
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Statistics

Interesting trends ASR.CP2

TER of new and existing funds
Pronounced decline in on going costs
16

15

14

13

1.2

1.1

2012 2013 2014 206 2016 2007 2018 2019 2020 2021
o W fUNds — Existing funds

MNate: EL} LICITS retail funds, total expense ratie (TEH) new and exising
funds, % o
Sources. Refinitiv Lipper. ESMA.

Source: ESMA50-165-2357
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UCITS net performance and costs over one year
ESG funds outperformed in 2021

ESG Non-ESG
All funds (equity, bond and mixed UCITS)
Costs 1.3% 1.4%
Net performance 22 8% 16.8%
Nb of funds 1,916 12,137

Source: ESMA50-165-2357
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Figure 1: Evolution of AuM for ETFs in Europe
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.....but do we have to oppose them? I I I | |
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Jote: Nurrber of customes (o1 aceounts) of te selecled region, milions per
ear Meo-brekers excude crgtocurencies and reber advisors
inunces: Starista, ESMA.
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The larger EU context

Retall investors and Value-for-Money

Value-for-Money

e A
o~ AN

Novel approach in EU to defining, conceptualising and
measuring the utility that investors can derive from investing in

: “Costs are, therefore, a
certain products

particularly important factor to

Defining and identifying well-designed and cost-efficient be aware of when investing.”

products, allowing consumers to seek higher returns and
providing them with good value for the money they invest is

crucial
* Identification of UCITS with high costs (Data collection exercise
‘ @national level)
_ « Harmonisation of the way fund managers charge performance fees
ESMA has taken several actions (ESMA guidelines)
to improve transparency across

the EU

-

Source: ESMA50-165-2357
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» Identification of UCITS potentially engaging in closet indexing activities

« Common Supervisory Action (CSA) on costs and fees for investment
funds (ESMA supervisory briefing) “Duty to prevent undue cost”
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The EU Retail Investment Strategy package

The EU Retall Investment Strategy package — at one glance

Product manufacturer Product distributor

« Changes to MiFID I
o Disclosures

e Changes to UCITS and AIFM Directives

o Documented IFM Pricing process
o Undue cost analysis per fund
o Investor re-imbursement of undue cost

o Prohibited sales to retail if fund cost-
efficiency is not aligned with
benchmark published by ESMA

Retail advice - value for money concept

o Inducements ban in execution-only
environments

o Marketing communications

. Digitalisation o Product governance

o  Suitability and appropriateness

« Financial literacy ASSESSMENts

e Changes to PRIIPs Regulation

o New section ‘product at a glance’
o New sustainability section

o Amended rules for MOPs cost disclosure

Professional investor status

o Changes to IDD

o  Similar requirements

n arendt.com



arendt ;

I i
+ -
The EU Retail Investment Strategy package E‘_
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The EU Retail Investment Strategy package — timeline >
e
@, G O D O
Preparation Roadmap Public consultation Commission adoption Application
18 months after the date o
Feedback period Consultation period Feedback period of entry into force of this :
20 April 2021 — 18 May 2021 11 May 2021 — 32 August 2021 25 May 2023 - 23 August 2023 Directive
FEEDBACK CLOSED FEEDBACK CLOSED FEEDBACK: OPEN

https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13395-Retail-investment-new-package-of-
measures-to-increase-consumer-participation-in-capital-markets_en
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The EU Retail Investment Strategy package

Undue cost definition

1. VY 1R

Compliant disclosure (prospectus, KID)

- Investment objectives
- Regulatory requirements

Due cost = -

Fair treatment of investors
AlFs: No preferential treatment except when provided for by
fund rules

@ Necessary for the funds

(Connect to side letters practices and investor transparency)

T
V<
White i Eu Commission Delegated act expected on list of eligible V<
« Ite fist » costs that can be charged to UCITS and AlFs vV —
V<
Cf. Annex VI of PRIIPS regulation? ~—
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The EU Retail Investment Strategy package

Pricing process

e IFMS have to implement and document a structured and formalised pricing process

1. Policy document subject to periodic review

2. Evidencing management body involvement

TS BVEIYSW &SN iNEes % N .

Documentation
3. ldentification of costs
e 4. Quantification of costs e
UNDUE COST ' 5. Justified (no undue cost, white list, allocation process, validation process) '
ANALYSIS 6. Proportionate : comparison with market standards =
Not required for AIFs marketed to professional investors
_ Today - Peer fund data
Benchmarking
Tomorrow (RIS) - ESMA benchmark
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The EU Retail Investment Strategy package

Undue cost has been identified

IFM annual assessment

whether undue costs

IFM
reporting if
undue cost

has been
charged

have been charged to

investors

IFM
reimbursement of
Fund/ investors
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»
»

»

IFM HMS
Fund HMS

Fund depositary

*Investor compensation procedure
*Determine level of compensation
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The EU Retail Investment Strategy package

Deviation from benchmark

ESMA
e IFM justification
NCA Published I and
benchmark [ Iila roportionality of
New fund cost + ranges p p y
performance t costs and charge?
Reporting?
Comparison Fund deviates
e IFM e : P from the relevant OR
with benchmark
benchmark
Shall not be
1 Corresponding reporting duty by MIFID distributors/ insurance marketed to
brokers, including any distribution costs @ RETAIL
investors?

-8
S p3

2 Corresponding equivalent provisions apply as
arendt.com well to MIFID firms and insurance companies
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The EU Retail Investment Strategy package

Public benchmark — what is not clear today

EFAMA “How quantitative benchmarks (to be developed at a later stage by ESMA) would work in
practice is not yet clear.”

» Will benchmarking rely on simplistic or granular product categorisation?

EFAMA “Cost is only one of many measurements of value and that value means different
things to different investors. There should be scope for other factors to be taken into
account, like sustainability goals or income generation for instance. “

» Will active/ passive portfolio management criteria be considered to identify in which
benchmark category you belong?

» Will the deviation detection be an annual process or is it required to implement additional
ongoing routine controls?
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Conclusion g

Key Takeaways ”
m Potential impact on the product range m Potential high impact on fund distribution

o Urgency to conduct product cost-efficiency/ o Assess the impact on distribution -

attractiveness analysis (documentation) model/network

o Deal with too small funds o ldentify potential alternatives to trailer fee

o Review product range if required system

o Assess value of services to funds
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Questions?
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