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Setting the Scene
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Undue costs are on radar at least since 2010

In 2020 the ESMA issued guidelines relevant for all UCITS and AlFs

2010

2019

2020

2021

2022

2023

v

UCITS Level 2 Directive (Art. 22(4)) provides that Member States shall require management companies to act in such a way as to prevent undue costs being charged to the UCITS and its
unitholders.

AIFMD Level 1 (Article 12(1)) provides that Member States shall ensure that, at all times, AIFMs: (a) act honestly, with due skill, care and diligence and fairly in conducting their activities; (b) act
in the best interests of the AlFs or the investors of the AlFs they manage and the integrity of the market; (f) treat all AlF investors fairly.

ESMA’s first annual statistical report on costs and performance of retail investment products showed the significant impact of costs on the final returns for investors.
This prompted a survey of National Competent Authorities (NCAs) on how they supervised the related provisions and on the obligation to prevent undue costs
being charged to investors. The results showed there was a lack of convergence.

ESMA Supervisory briefing on the supervision of costs in UCITS and AlFs to support NCAs in their supervision of costs in UCITS and AlFs:
» assessing the notion of “undue costs”;

» defining a structured pricing process;

» supervising the obligation to prevent undue costs being charged to investors.

ESMA Common Supervisory Action (CSA) with NCA on the supervision of costs and fees of UCITS across the EU/EEA.

ESMA Final Report on the 2021 CSA on costs and fees sets out ESMA's analysis and conclusions on the CSA exercise and present ESMA’s views on the various
findings, including on the process of the setting and the reviewing of fees, the notion of undue costs, the issues stemming from related party transactions and
EPM techniques, as well as the follow-up actions envisaged by NCAs and the main lessons learnt.

CSSF Feedback Report on the CSA published in October 2022.

On 17 May 2023, ESMA has published an opinion on undue costs of UCITS and AlFs that sets out suggestions to the European Commission for possible
clarifications of the legislative provisions under the UCITS Directive and the AIFMD relating to the notion of “undue costs”.
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ESMA Supervisory briefing on the supervision of costs in UCITS and AlFs

Reminder of the 10 elements that shall compose the structured pricing process

Proportionate
costs

Sustainable Fair
treatments

costs .
of investors

Cap on fees
application and
disclosure

Performance fees

Reliable and

documented data
costs
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Consistent
costs

No duplication
of costs

Costs disclosure

The ESMA defined 10 individual elements that shall
typically be considered in the definition and supervision
of costs in UCITS and AlFs.

While certain elements concern all UCITS and AlFs, such
as “No duplication of costs”, others impact only certain
UCITS and AlFs, such as “Performance fees”.

As long as a UCITS or an AlF is concerned by any of the

elements, proper processes and documentations shall

be established on the definition, implementation and
supervision of those elements.
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ESMA final report on the 2021 CSA on costs and fees

CSA exercise

—)

CSA questionnaire

-
}

ES MA CSA questionnaire + survey

& o

CSA questionnaire

Most NCAs limited themselves to the CSA questionnaire and followed a desk-based approach
All NCAs responded to ESMA except one, and minimum sample coverage thresholds were (almost fully) met

CSA survey }

CSA survey was addressed to NCAs in order to assess the impact of the exercise
All NCAs responded to ESMA except two

v
ESMA was satisfied with NCAs efforts and scope analysis
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A reminder of the CSA questionnaire

Undue cost definition and controls

Fees level review and estimation

Monitoring of KIID and prospectus disclosures

Financial sustainability of the costs Quantitative data

Manco, Fund and Share Class definitions

Governance and procedures review

Costs data at Share Class level

Historical data: returns, costs levels
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The ESMA’s Final Report on the 2021 CSA on costs and
fees
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ESMA final report on the 2021 CSA on costs and fees

Main Findings

. » Satisfactory level of compliance with applicable EU legislative framework
Setting and o o T L .
. » Overall lower pricing process formalization, degree of sophistication and standardization for the smaller entities
reviewing of the

Areas for improvement: costs sustainability to be taken into account, each cost category should be separately assessed, late involvement of senior

fees management, internal controls, influence of Portfolio Manager

* Mostly no undue cost case revealed
* Some NCAs calls for further guidance and stronger legal basis
» Diverse interpretations of undue costs across IFMs

Notion of undue
costs

e Certain relevant conflicts of interest were identified

* Relevant policies are too generic and thus may not sufficiently guarantee the required degree of independence
* Inafew cases, intragroup/related party transactions resulted in costs higher than average

Related party
transactions

L * Mostly smaller entities are the high costs outliers due to the lower AuM and the lack of a structured pricing process
Quantitative * Higher costs for retailed investors vs institutional investors

findings * Higher costs for actively managed vs passively managed UCITS

Absence of policies and procedures on the use of EPM

Unclear disclosure of the intention to engage in EPM (specific arrangements, risks) and not just the theoretical possibility
* Lacks in EPM-related controls

Lack of fair market rates consideration for fee-split arrangement
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ESMA final report on the 2021 CSA on costs and fees

Actions and Lessons

ESMA encourages NCAs to

» Perform enhanced scrutiny on the topic of costs and fees
» Consider enforced actions in the limited cases where a significant regulatory breach was identified
* Follow-up for all entities to have in place formalized and structured pricing processes

* Ensure that fees are lowered, and investors compensated in cases where undue costs were charged and/or costs were wrongly calculated

Key points for the IFMs

» The expectations set in the supervisory briefing on the supervision of costs shall be complied with
» The notion of undue cost shall be primarily assessed against what should be considered the best interest of the investors

* Areas forimprovement on the Pricing Process were identified with a stronger focus on smaller funds / IFMs

* EPM lacks raised shall be resolved

* Investors must be adequately compensated if undue costs charged or calculation errors with detriment for investors

© 2023, Deloitte General Services
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Results in Luxembourg from the 2021 CSA on costs and fees

Extracts from the CSSF Annual Report 2021

Sample composition Results

2 cases of non-compliance:
. Article 5(b) of the CESR guidelines on the methodology for calculation of the ongoing
charges figure in the Key Investor Information Document;

. Inadequacy in the presentation of the reference value compared to the principles
provided for in the document Q&A — Application of the UCITS Directive (ref. ESMA34-43-
392).

Weaknesses noted:

* Pricing process lack of structure: definition of fee levels, regular review of these levels,
decision-making process;

*  Pricing process lack formalisation (in particular particularly for IFMs managing low AuM);

* Need to improve the procedural framework which should cover in detail all the
organisational and operational arrangements linked to the use of EPM techniques and
instruments.

UCITS
managers

\ g

\ 4

CONCLUSION

Importance for all IFMs to implement and ensure a structured and formalized pricing process, in accordance
with ESMA’s recommendations.
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2023 ESMA opinion on undue costs of UCITS and AlFs
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2023 ESMA opinion on undue costs of UCITS and AlFs

The opinion sets out suggestions to the European Commission for possible clarifications of the legislative provisions under the UCITS Directive and the AIFMD
relating to the notion of “undue costs”.

ESMA’s proposal is to take as a basis the supervisory expectations enshrined in the supervisory briefing. This would allow NCAs to build on the supervisory
efforts already deployed to ensure a correct application of the briefing, without prejudice to more specific national requirements applicable to the fund or
fund manage.

..................................................

- Assessment of the eligibility of the cost that shall take into account:

| e Annex VI Part 1. “List of costs” of the PRIIPs Regulation (including disclosure)
.« Type of Fund, Investment Policy

J Nature and Amount

*  Related party transactions

. Annex VI Part 1.1 “List of costs” of the PRIIPs Regulation sets the costs into 3 categories:
*  One-off costs: entry/exit cost, upfront cost

. Recurring costs: operational costs, service providers cost, transaction cost

. Incidental costs: performance fees, carried interest

Fund Managers shall reimburse or indemnify investors without undue delay where undue costs have been charged.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

© 2023, Deloitte General Services Public 13



2023 ESMA opinion on undue costs of UCITS and AlFs

AIFMD proposed additions

Notion
of
Undue
Cost

Pricing
Process
- define
and
monitor

Art. 4

4. Member States shall require AIFMs to ensure that the AlFs they manage or the investors in these AlFs are not charged undue costs.
5. Member States shall ensure that AIFMs assess the eligibility of costs by way of referring to the categories of costs set out under Annex VI Part 1.1 of the Commission Deleqated Requlation (EU) 2017/653,
taking into account the investment policy of the AlF.
6. ESMA shall develop draft regulatory technical standardsto:
i. specify the circumstances in which costs should be considered as undue/not eligible, also taking into account the investment policy of the AIF, for the purpose of implementing paragraph 5; and
ii. specify under which conditions additional cost categories which are not included under Annex VI Part 1.1 of the Commission Delegated Regulation (EU) 2017/653 are permissible.
Power is delegated to the Commission to adopt the regulatory technical standards referred to in the first subparagraph in accordance with Articles 10 to 14 of Regulation (EU) No 1095/2010.

7. Member States shall require AIFMs to develop and periodically review a structured pricing processthat (i) clearly demonstrates that all charged costs are due and (ii) allocate clear responsibilities to the
governing body of the AIFM for determining and reviewing the costs charged to investors.
8. Member States shall require AIFMs to ensure, as part of their pricing process, the following:
(i) due diligenceis performed and, upon request, made available to investors to ensure that all charged costs are equal to or better than market standards, taking into account the nature and type of
the relevant service or activity;
(i) in case of related-party transactions, conflicts of interest are appropriately identified, prevented, managed and monitored to avoid investor detriment, taking into account in particular the risk of the
related party charging costs higher than market standards;
(iii) costs do not exceed'the figures disclosed to investors in the pre-contractual documentation.
9. Member States shall require AIFMs to reimburse or indemnify investors without undue delay, where undue costs have been charged including cases where costs have been wrongly calculated to the detriment
of investors.
10. Member States shall require AIFMs to ensure that their compliance function performs ongoing monitoring and regular evaluations of the adequacy and effectiveness of the measures, policies and procedures
put in place to comply with the requirements set out in paragraphs 4 to 5 and 7 to 10 of this Article. Deficiencies detected by the compliance function and the actions taken or envisaged to address them shall be
reported to the competent authority on an at least annual basis and disclosed to investors in the annual reports of the AIF.

“lap) ‘related-party transactions’ means transactions with an investor, initiator, promoter, group entity or another entity with which AIFMs have close links or significant business relationships”

“(n) require the timely reimbursement or indemnification of investors where undue costs have been charged or costs including cases where costs have been wrongly calculated to the detriment of investors.”
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2023 ESMA opinion on undue costs of UCITS and AlFs

UCITS Directive proposed additions

] 3. Member States shall require management companies to act in such a way as to prevent undue costs being chargedto the UCITS and its unit-holders. Art. 14
4. Member States shall require management companies to assess the eligibility of costs by way of referring to the cateqories of costs set out under Annex VI Part 1.1 of the Commission Delegated Requlation (EU)

| i
: Notion i 2017/653, taking into account the investment policy of the UCITS.
E of 11 5. ESMA shall develop draft regulatory technical standards to:
i Undue E i. specify the circumstances in which costs should be considered as undue/not eligible, also taking into account the investment policy of the UCITS, for the purpose of implementing paragraph 4; and
i Cost ii. specify under which conditions NCAs may authorise on a case-by-case basis additional cost categories which are not included under Annex VI Part 1.1 of the Commission Delegated Regulation (EU)
: : 2017/653.
T j Power is delegated to the Commission to adopt the requlatory technical standards referred to in the first subparagraph in accordance with Articles 10 to 14 of Requlation (EU) No 1095/2010.
6. Member States shall require management companies to develop and periodically review a structured pricing processthat (i) clearly demonstrates that all charged costs are due and (ii) allocates clear
responsibilities to the management body of such management companies for determining and reviewing the costs charged to investors.
7. Member States shall require management companies to ensure, as part of their pricing process, the following:
. (i) due diligenceis performed and, upon request, made available to investors to ensure that all charged costs are equal to or better than market standards, taking into account the nature and type of
Pricing the relevant service or activity;
Process (i) in case of related-party transactions, conflicts of interest are appropriately identified, prevented, managed and monitored to avoid investor detriment, taking into account in particular the risk of the

and (iii) costs do not exceed'the figures disclosed to investors in the pre-contractual documentation;
monitor 8. Member States shall require management companies to reimburse or indemnifyinvestors without undue delay, where undue costs have been charged including cases where costs have been wrongly
calculated to the detriment of investors.
9. Member States shall require the compliance function to perform ongoing monitoring and regular evaluations of the adequacy and effectiveness of the measures, policies and procedures put in place to comply
with the requirements set out in paragraphs 3 to 4 and 6 to 8 of this Article. Deficiencies detected by the compliance function and the actions taken or envisaged to address them shall be reported to the

| 1
| 1
! 1
! 1
! 1
l :
| 1
| 1
| 1
! 1
! 1
! 1
l :
' - define | related party charging costs higher than market standards;
1
! 1
! 1
! 1
l :
| 1
| 1
| 1
! 1
l :
| 1
: I\ competent authority on at least an annual basis and disclosed to investors in the annual reports of the UCITS.

Art. 2 “(u) ‘related-party transactions’ means transactions with an investor, initiator, promotor, group entity or another entity with which management companies have close links or significant business relationships.”

Art. 98 “(n) require the timely reimbursement or indemnification of investors where undue costs have been charged including cases where costs have been wrongly calculated to the detriment of investors.”
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Health Check
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ESMA Supervisory briefing on the supervision of costs in UCITS and AlFs

Attention points observed during the different engagements on the 10 elements highlighted by the ESMA

Lack of control on proper implementation of Fee arrangements with service providers.
Lack in holistic fee budget at ManCo level.
No regular review of budget/accruals. of costs

No duplication

» Generally, no major cost duplication identified.

Lack of documentation/guidelines of costs applied to funds with similar investment Cap on fees

strategies and characteristics. application and
costs Absence of Benchmarking with non-Group Funds. disclosure

Proportionate

> Fee caps are applied on certain Share Classes/Sub-Funds, but no reference
is made in the Fund literature.

Consistent Monitoring processes not properly documented. - )
Sub-funds may show increased TERs which is as such not always justifiable with the Performance fees tzzt 2; pg;;z;mz:ig ]tzz djitjéllsir:rést/herggen(;jul:ceesrature.
costs complexity of those Sub-funds. P g P ’

No indicative performance is mentioned in the Sub-Funds’ literature. > Disclosure around the usage of EPM techniques too generic.
Sustainable Actual Sub-Fund'’s performance is not consistent with the Risk and Reward Profile > Lack of policies and procedures around the actual use of EPM techniques.
throughout the entire Sub-Fund range. Costs disclosure > Incomplete disclosure of costs arising from EPM techniques.
costs No regular review and update of the Risk and Reward Profile included in the Fund » Incomplete disclosure in relation to remuneration.
literature. > Long list of potential costs in Funds’ Prospectuses.
Fair Reliable and » Missing documentation in relation to the overall pricing policy and/or in

documented data relation to related processes.
» Existing documentation is not comprehensive and the formalization level is
costs low.

Invoices are split by number of Funds/Sub-Funds/Share Classes rather than by AUM.

treatments Lower fees for institutional investors compared to retail investors.

of investors
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Deloitte’s Health Check offering for risk mitigation measures

Real added value to Management through a structured and profound approach

The 10 elements highlighted by the ESMA should be addressed through a structured pricing process periodically reviewed by the Management Companies of UCITS and AlFs. As
Deloitte we can support the ManCos to develop a clear understanding of the ESMA requirements and provide a view on market practices, supporting a review of the fee policy
and procedures as well as the documentation and implementation.

Phase 1:

Phases . .
Assessment of current situation

* Review pricing disclosures based on
existing documentation (e.g. funds’
prospectus and annual reports) to
gather an understanding of the
current pricing model applied to

Objectives each sub-fund.

& * Conduct interviews with internal

Activities stakeholders.

Deliverables

“AS-IS” assessment of cost structure per sub-
fund

© 2023, Deloitte General Services

Phase 2:
Cost methodologies and policy

* Map cost structures to identify
pricing best practices and
appropriate benchmark
methodology

Review of cost and pricing process
with regards to the ESMA guidelines
on costs (10 principles) and CSSF
feedback report on the “ESMA
Common Supervisory Action on the
supervision of costs and fees of
UCITS”.

Draft / review the formalized pricing
process

Gap analysis and recommendations for
improvement

Draft of a pricing process in line with ESMA’s
principles

Phase 3:
Cost benchmarking
methodology and approach

* |dentify peers for a sample of funds
and get the peer group validated by
the ManCo'’s governing bodies (for
AlFs, information will remain

confidential, with process/approach

being disclosed only);

* |dentify and validate the
benchmarking methodology for the
example funds

* Execute the benchmarking for the
selected funds

Benchmarking methodology & execution for a
sample of funds

Phase 4:
Execution of benchmarking and
presentation of results

* Perform the benchmarking across
all sub-funds

* Option to execute the
benchmarking as an ongoing service,
in accordance with an agreed
frequency

* Submit a consolidated report to
Management Committee

Benchmarking results across all sub-funds

(funds distributed to UK retail):
UK Value Assessment

* Detailed review of jurisdictional
rules applicable in the UK and EU
relating to the value assessment
under the UK Consumer Duty

Integration into the UK value
assessment regime requirements
and identifying potential data gaps
and end-to-end data management
to meet the UK value assessment

Opportunity to add bespoke
considerations to pricing and value
methodology

Custom Value Assessment

Public 18



UK Value Assessment
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UK’s approach to “Value for Money”

A comparison of both regimes — same goal, different approach

Supervision of costs

*  Focus on pricing process’
assessment based on the level
of the fund

* " Regularassessment with close involvement
of staff across the firm

*  No (public) reporting
required

. 3 elements to assess:

» Cost (notion “undue cost”)

. Net return of the fund

* Quality of service

Value for Money

*  Focus on governance process’ assessment
based on the level of the fund and its fund
manager

*  Regular assessment with close involvement of
staff across the firm

*  Report about assessment results to be
published

* 3 elements to assess:
* Cost
*  Performance against objective

*  Quality of service

© 2023, Deloitte General Services

best interest of the fund and its investors
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Criteria to assess Value for Money

FCA has defined 7 quantitative and qualitative self-assessment criteria

LA
"
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Performance net of charges

"« Seven FCA assessment criteria form the
core of the report and will need to be
reviewed annually

AFM cost of providing services

* VM summary reports have to be
published, but they do not have to be

sudited by third parties Comparable market rates

* Assessment of the VfM framework by
the AFMs is required and should be
updated on a yearly basis

Comparable services

Share class expense differences

.
.
.
.
.
.
‘e
.
.

Economies of scale

© 2023, Deloitte General Services Public 21



UK Value Assessment Report

FCA Consumer Duty — Impact for Luxembourg domiciled funds

UK distributors of non-UK products and services must take all reasonable steps to understand the product or service,
the target market it would serve and the value it provides in order to ensure it will be distributed appropriately

- A firms must act to deliver good outcomes for Retail Clients

A firms must:

* Actin good faith towards retail customers

* Avoid foreseeable harm to retail customers

* Enable and support retail customers to pursue their financial objective

Key elements of the firm-consumer relationship
1. Product and Services

2. Price and value

3. Consumer understanding

4. Consumer Support

© 2023, Deloitte General Services Public

22




Appendix
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ESMA Supervisory briefing on the supervision of costs in UCITS and AlFs

Management Companies of UCITS AND AlFs should develop and periodically review a structured pricing process addressing 10 elements highlighted by ESMA

Proportionate
costs

Consistent
costs

Sustainable
costs

Fair
treatments
of investors

whether the costs are linked to a service provided in the investor’s best interest. It should
therefore be assessed whether the costs are necessary for the fund to operate in line with
its investment objective (e.g.: the fund’s investment strategy, portfolio management,
transaction and settlement costs), or strictly functional to the ordinary activity of the fund
or to fulfil regulatory requirements (e.g. cost of annual audit, taxes, NCA’s fees);

whether the costs are proportionate compared to market standards and to the type of
service provided (e.g.: by mean of a table displaying costs of funds with similar investment
strategies and characteristics in order to detect outliers) particularly in the context of
potential conflict of interests in the context of payments to third parties (e.g.: legal or
other type of professional consultancies), intragroup delegation (e.g. portfolio
management, service provisions) or depositary functions;

whether the fee structure is consistent with the characteristics of the fund (e.g.: higher
costs would normally be charged to funds with more complex investment strategies/type
of assets; there should be a balance between the complexity of the activities performed
and the costs borne by investors);

whether the costs borne by the fund, including those paid to third parties (e.g.:
depositary), are sustainable taking also into account the expected net return of the fund,
based also on its risk profile and investment strategy;

whether the costs ensure investors’ equal treatment and are not of material prejudice to
the interests of any class of unitholders or potential unitholders, except for AlFs not
distributed to retail investors disclosing a preferential treatment in their rules or
instruments of incorporation where such a preferential treatment is allowed under the
applicable legislation;

© 2023, Deloitte General Services

No duplication

of costs

Cap on fees
application and
disclosure

Performance fees

Costs disclosure

Reliable and
documented data
costs

whether there is no duplication of costs (e.g.: the same type of fee is not
included in two different cost categories) and costs are properly separated and
accounted for. To this purpose, a clear distinction between the costs charged
to the fund and those paid directly to the management company and/or the
depositary and/or any other third party should be made;

whether a cap on fees (e.g.: subscription/redemption fees), if any, is applied
and clearly disclosed to investors (e.g.: expressed as a percentage of the NAV);

in case of UCITS and relevant AlFs, if the fund charges performance fees,
whether the performance fee model and its disclosure is compliant with the
ESMA Guidelines on performance fees;

whether all costs are clearly disclosed to investors in line with applicable EU
rules (AIFMD, PRIIPs and UCITS), as well as any additional rule applied at
national level;

whether the pricing process and all charged costs are based on reliable and

documented data, in order to ensure the ability of the NCA to reproduce ex

post the calculations made by the management company on a single portfolio
level.
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Questions?
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Next Link’n Learn webinar

Date: 18/10/2023

Topic: Banking | Distributed
Ledger Technology, Tokenization
and Digital Assets
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