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EMEA REGULATORY DEVELOPMENTS: A REVIEW OF 2010 AND KEY MILESTONES FOR 2011

Looking Back and AIFMD’s reporting and governance

Looking Ahead obligations and the requirement to
2009 and 2010 in Europe will probably appoint a depositary will be completely

) new for some and will introduce
be remembered as a time when the - o .
. . - additional cost. These obligations will
foundations of the ‘European project

. ) inform decisions about business models
were shaken with a number of countries

. . - and future plans.
struggling to manage their deficits and P
downgrading of their debt.

From a regulatory point of view, a BRIEF RECAP ON AIFMD
considerable number of global Objectives include
agreements emerged over the past two APassport for managers of alternative
years, focusing on the need for an funds
expansion of supervision and tightening ASystemic risk detection for supervisors
of rules across the financial services Focuson
industry. AManag_er
ADepositary
Itis clear that the importance of AAdministrator (in their valuation role)
regulation to financial services firms has Reporting, disclosure and
been magnified by the initiatives of the transparency requirements

past two years. The move away from
principles-based regulation demands
much more engagement with regulators
to ensure that the more detailed or Active monitoring of market
prescriptive approach can work in the

interests of investors.

Risk management

Remuneration rules

AIFMD Timeline

The new era in which we find ourselves is
one in which the regulatory environment
is faster moving than before, and the mmmmmmmmm
scope and cost of new regulation much

more demanding.

The politicians and policymakers in Level 2 legislation by
Directive or Regulation
Europe have devoted enormous amounts

of time over the past eighteen months to
what is known as AIFMD, the Alternative

AIFMD in force

Non-EU AIFM & Non-EU AIF can obtain passport
Investment Fund Managers Directive. As sublecti0-AIFMD:compliance

and transparency rules

agreed by the European Parliament on 11

EU AIFM and EU AIF-PPR!
November. subject to grandfathering

For 2011, work continues on Level 2
details for AIFMD which will take the
form of ESMA’s' advice to the
Commission, and in parallel, managers

1 PPR = Private Placement Regime

will focus on their business models and Although AIFMD will result in some
service requirements. Managers will significant changes it is important to note
need to consider their distribution that for non-EU managers running
requirements and whether their location offshore funds, the private placement

is appropriate once AIFMD has effect. regimes will remain place until at the

earliest 2018 subject to meeting certain
requirements.

1European Securities Markets Authority
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Solvency li

Solvency Il, the new European risk and
capital framework for insurers comes
into force at the beginning of 2013 and
work is underway for the final
consultation. Following a recent pre-
consultation on Level 3 guidance, this
will need to be finalised by the end of
2011 or beginning of 2012.

In a similar fashion to Basel Il, the
Solvency Il regime is constructed around
three pillars:

PILLAR 1

Quantitative Requirements including
technical provisions for monitoring
financial resources; defining a valuation
standard for liabilities, a Minimum
Capital Requirement (MCR), a Solvency
Capital Requirement (SCR); and providing
for supervisory approval of internal
models.

PILLAR 2

Supervisor Review is the risk
management element of the directive
and defines the requirements of internal
risk management systems, governance
and supervisory powers.

PILLAR 3

Market Discipline provides for a
disclosure regime to promote
transparency for the market. Insurance
companies will have to publish solvency
and financial condition reports annually
as well as making quarterly returns to
their regulator.

For insurers, the preparation for
Solvency Il has been a massive
undertaking and the quarterly reporting
requirements which are subject to
relatively tight deadlines of, initially six
weeks after quarter end, reducing to four
weeks after a two year transitional
period, give cause for concern.

Pillar 1

Quantitative

Insurancerisk :
requirements

Market risk Reserving

Regulations on minimum

Creditrisk capital requirements

Liquidity risk

Operational risk Investment

Pillar 2 Pillar 3
Supervisor Market
review discipline
Quantitative Transparency
requirements
Regulations on financial Disclosure

services supervision requirements

Competition
related elements

(Capabilities and powers of
regulators, areas of activity)

This is the point at which the focus and
challenge of Solvency Il switch to asset
managers who will be required to
provide detailed information on a
security-by-security basis.

Naturally, for insurance clients to be able
to turn the data into the detailed
reporting required they will require asset
managers to report well inside the six
(and finally four) week deadline.

Insurance companies are an important
element in the asset management client
mix and we can expect a number of
impacts arising from Solvency Il to hit
asset managers.

Firstly, there is likely to be an impact in
insurers’ asset allocations resulting from
Solvency Il. There is a view that insurers
have already begun to reduce their
exposure to mid-cap companies in
preparation for Solvency Il. It is
estimated by Middlenext, the French
Association for mid-cap firms that
insurance company exposure to the
sector will go down from the current
20% to 3%-quite a stunning change.
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Such adjustments to asset allocations
may give rise to opportunities for more
complex products to be developed
specifically for insurance clients.

Secondly, the way in which hedge fund
investments impact insurance clients is
also worthy of consideration. The capital
charges associated with hedge fund
investments may be a deterrent to
insurance investors. In addition, the
reporting requirements may prove to be
an obstacle. The frequency of reporting
may not be something that the manager
can comply with. Additionally, the
manager may be uncomfortable about
disclosing proprietary trading and risk
data.
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New Regulatory

Architecture

2011 dawned with the birth of three new
regulatory authorities (European
Supervisory Authorities (ESAs)) and a
European Systemic Risk Board (ESRB) as
key elements of the regulatory
architecture for Europe.

The ESRB, which is based in Frankfurt, is
responsible for macro-prudential
oversight of the EU financial system, and
has responsibility for identifying,
monitoring and assessing possible
systemic risks. It can issue warnings and
policy recommendations when systemic
risks are identified and can make
recommendations to the EU, Member
States, ESAs or any national supervisory
authority.

The ESRB has representatives from
central banks, national supervisory
authorities, the European Commission,
the three ESAs and the chair of the
Economic and Financial Committee.

The three ESAs are independent bodies
that are accountable to the European
Parliament, Commission and Council.
Their remits confer far more influence
than their predecessors had and one
clear objective is the development of a
single European rule book comprising
binding technical standards which, once
adopted by the Commission, will become
European law with direct effect in each
Member State.

ESMA, which is based in Paris, replaces
CESR (the Committee of European
Securities Regulators) and is responsible
for safeguarding the stability of the
European Union's financial system by
ensuring the integrity, transparency,
efficiency and orderly functioning of
securities markets, as well as enhancing
investor protection.

European Systemic Risk Board (ESRB)

El:';ol?sian : European Securities
N2 Market Authority
Authorities

(ESMA)

National Securities
Supervisors

It has more influence than CESR had with
specific responsibility for the drafting of
Level 2 legislation and for coordinating
actions of securities supervisors or
adopting emergency measures when a
crisis situation arises.

In addition it has the power to impose
binding decisions on an individual
financial institution and to settle
disagreements between national
regulators.

EIOPA, which is based in Frankfurt,
replaces CEIOPS (the Committee of
European Insurance and Pensions
Supervisors) and its structure mirrors
that of ESMA. Unlike its predecessor,
EIOPA will have authority to adopt legally
binding technical standards, to settle
disagreements between national
supervisory authorities and has the
ability to exercise special powers in
emergency situations, e.g. when the
orderly functioning or the stability of the
financial system is at risk.

EBA is based in London and replaces
CEBS (the Committee of European
Banking Supervisors). EBA will have
similar functions to EIOPA (developing
binding technical standards in pursuit of
a single rule book, settling disputes
between national supervisory authorities
of Member States, etc.).
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European Insurance

European Banking
Authority (EBA)

and occupational
Pensions Authority
(EIPOA)

National Insurance
Supervisors

National Banking
Supervisors

The way in which the ESAs will function is
extremely important. Setting aside
political concerns about sovereignty,
each ESA will need to find a modus
operandi that enables the continuation of
full engagement with all stakeholders,
and the industry must play its full part in
this endeavour.



On the asset management scene, apart
from completing Level 2 for AIFMD,
UCITS will also have a big year in 2011.
With UCITS IV due to be implemented in
July, consultation closed on UCITS V at
the end of January and we can expect
legislation to be tabled by the summer.

UCITS IV will provide asset managers
some opportunities for operational
efficiency and may even offer some cost
savings or new avenues for distribution.
For example, some managers may utilise
master feeder arrangements to launch
product into new markets where on a
stand-alone basis such an offering would
be likely to be prohibitively expensive.

The issue of tax drag is likely to limit the
extent to which master feeder
arrangements will blossom. In any event
this would not do anything to address
one of the key problems for the
European mutual fund market, namely
that there are far too many funds for the
asset base. UCITS IV is unlikely to
substantially help solve the proliferation
challenge. The improved notification
regime should provide opportunities for
cost and time saving, at least in the
cross-border European space.

UcITs Iv

+ Master feeder

» Merger framework

+ Management company passport
+ Notification

» Key investor information document

However, the principal challenge
occupying UCITS managers in the
immediate future will be preparing for
the production and dissemination of the
Key Investor Information Document, or
KIID. This will hopefully be the success
that the simplified prospectus, which KID
replaces, was not, but in the short-term,
itis proving to be a costly exercise.

UCITS V results from, and is thus in some
ways complementary to, AIFMD. UCITS V
has two key elements, one of which is to
match the depositary liability regime
under AIFMD. The second key element of
UCITS V is remuneration.

The European Commission has proposed
a number of changes to MiFID
(consultation closed 2 February 2010).
The changes envisaged are extensive and
include, inter alia, the following:

T Changes to the provision of execution
only services: the Commission invited
views on whether the exemption
from assessing the appropriateness
of an investment? for non-complex
instruments (which currently includes
units in funds) should be abolished

1 Whether the ‘fair, clear and not
misleading’ obligation should
become applicable to firms when
dealing with eligible counterparties

9 Changes to pre- and post-trade
transparency

1 Extending the scope of the
transaction reporting obligation in
MIFID to reflect a change in the scope
of the Market Abuse Directive

2le.where advice is not given and an execution

only service can be provided,
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CONCLUSIONS

A quick list of the items on the agenda gives
an idea of just how much there is to do.
Thereds mbEuepedhe couil
Market Abuse Directive review, the Securitie
Law Directive, the Investor Coripensa
Scheme Directive, the European Market
Infrastructure Regulation are all on our
radadand this list is not exhaustive.

In addition to this, we all need to pay
attention to the changes coming from our
own national regulators, such as those
extensive ahges proposed by Bafin, as well
as those that impact us from further away,
such as FATCA and Dodd Frank.

We must all work together to champion the
interests of our clients; ensure that
regulatory change does not stifle innovation
or render important sgwiand investment
products uneconoéfic providers and
investors; that the competitive landscape fol
European products is not compromised by
too much unnecessary red tape; and that we
are prepared for this regulatory agenda to
expand, rather than contract

3|nstitutions for Occupational Retirement
Provision



