FINANCIAL
CONDUCT
AUTHORITY

llliquid assets and open-ended funds and

feedback to Consultation Paper CP18/27

Policy Statement
PS19/24

September 2019



<o

PS19/24 Financial Conduct Authority

Search Q °< " V]

lliquid assets and open-ended funds and feedback to Consultation Paper CP18/27

This relates to

Consultation Paper 18/27
which is available on our website at
www.fca.org.uk/publications

Email:
cpl8-27@fca.org.uk

How to navigate this document

returns you to the contents list

takes you to helpful abbreviations
takes you to the previous page
takes you to the next page

prints document

i
¢«
AN
m)
<

email and share document

Contents

Summary

Scope

Suspension

Liquidity management
Disclosure

Next steps

N o0 i1 A NN R

Further considerations on open-ended funds
investing inilliquid assets

Annex 1
List of non-confidential respondents

Annex 2
Abbreviations used in this paper

Appendix 1
Made rules (legal instrument)

10
15
20
27
31

32

35

37


http://www.fca.org.uk/publications

<o

PS19/24
Chapter 1

1.1

1.2

1.3

1.4

1.5

1.6

1.7

1.8

1.9

Search Q °<§ ‘'

Financial Conduct Authority
lliquid assets and open-ended funds and feedback to Consultation Paper CP18/27

1 Summary

This Policy Statement (PS) sets out our response to the feedback we received to
Consultation Paper CP18/27 onilliquid assets and open-ended funds. It also details
the final rules and guidance that we are introducing following the consultation.

Following the result of the UK referendum on EU membership in June 2016, dealing

in a number of property funds was temporarily suspended, preventing investors from
accessing their money. Dealing in all funds had resumed by the end of the year, but
the event raised some questions. These related to how fund managers use different
liquidity risk management tools and how to strike a fair balance between the interests
of investors wishing to redeem their holdings and those wishing to remain invested in
the fund under difficult market conditions.

We saw that the suspensions and other liquidity management tools generally worked
as they were intended to, and prevented the problems that property funds were facing
from causing any wider market disruption. However, lessons could be learned to inform
specificimprovements in some areas, for example on the use of certain liquidity
management tools, contingency planning, oversight arrangements and disclosure

to retail clients.

On this basis, we issued an illiquid assets and open-ended investment funds discussion
paper in February 2017, DP17/1, and then a consultation paper, CP18/27,in October
2018 to which we have received feedback.

The policy work in CP18/27 and this PS, is focused on non-UCITS retail schemes
(NURSs) investing inimmovables such as commercial property. It was this type of fund
that suspended in 2016 following the EU Referendum.

In June 2019, after this consultation closed, a high profile UCITS fund, the LF Woodford
Equity Income Fund (the WEIF), suspended dealing. This led to renewed focus on
illiquid assets held in open-ended funds. We postponed publication of this PS while we
considered any potential read across to our proposed remedies for NURSs.

As a UCITS fund, the WEIF is prohibited from investing more than 10% of its property in
assets that are unlisted, and thus usually more illiquid, securities. This is in contrast to
NURSs, which can invest up to 20% of their scheme property in unlisted securities, and
up to 100% of their scheme property inimmovables, such as real estate.

While the remedies in this PS are focused on NURSs rather than UCITS funds,
suspensions in both types of fund demonstrate the difficulties that may be
experienced by open-ended funds which hold less liquid assets while also offering
daily dealing. Had suspension tools not been used, it would have been very difficult
to ensure investors remaining in the funds were treated equally and fairly when the
liquidity problems arose.

There was significantly greater negative reaction to the WEIF suspension than
following the suspension of commercial real estate NURSs in 2016. This likely in part
reflects a greater level of awareness and understanding of the liquidity mismatch
inherent in real estate funds compared with UCITS funds, the rules for which are
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intended to limit, but not prohibit, fund investment in less liquid assets. However,

there are also UCITS funds which by design seek to offer investors exposure to less
liquid assets, for example high yield bonds. Investors may choose to invest in funds
which hold less liquid assets because of higher expected returns, or to diversify their
portfolio. But this reinforces the need for clear disclosure to investors regarding the
implications of investing inilliquid or less liquid assets through open-ended fund
structures. It also raises important questions about the way funds investing in illiquid or
less liquid assets manage liquidity mismatch, and whether they should be offering daily
redemption.

Theissues highlighted by the WEIF raise the question of whether the measures in
this PS should be applied more widely than NURSs, and also whether we should be
exploring further remedies for UCITS funds, NURSs and for other types of fund. We
are considering this further, as set out in Chapter 7.

Our final rules in this PS reflect that we do not want to prohibit open-ended funds from
investing inilliquid or less liquid assets where investors understand and are willing to
accept the liquidity risk this caninvolve.

We note that fund managers have several options for managing or avoiding this
mismatch. For example, they may apply a dealing frequency in units of the fund that
better reflects the typical time needed to liquidate the underlying assets, or choose

to operate as a closed-ended and listed fund, such as a Real Estate Investment Trust
(REIT). Investinginilliquid assets via investment trusts such as REITs, the shares of
which may be sold by investors without triggering a need to sell underlying assets,
offers an alternative way to invest in illiquid assets. The price at which shares can be
sold will, however, also be affected by perceptions of the valuation of underlying assets
and the ligquidity of the market for these shares at the time of sale.

Where a fundamental mismatch remains between the dealing frequency of fund units
and the liquidity of underlying assets held by an open-ended fund, funds must have
clear arrangements, and be clear to their customers, on how this mismatch will be
managed. Itis important that we have a clear framework within which fund managers
and depositaries operate to ensure the fair treatment of investors. Our final rules for
NURSs investing in inherently illiquid assets set specific requirements which seek to
ensure this is achieved. These supplement existing guidance, applying to UCITS funds
as well as NURSs, that an AFM needs to ensure that the fund's prospectus provides
clarity on the arrangements for any suspension of dealing, and that any suspension
needs to be consistent with the instrument constituting the fund and the prospectus.

We are continuing with most of the proposals set out in our CP. This includes
introducing a new category of 'funds investing in inherently illiquid assets' (FIIA)
within our Handbook. NURSs 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.

We are also proceeding with a requirement that NURSs must suspend dealing in fund
units where the standing independent valuer (SIV) expresses material uncertainty
regarding the value of 20% of the scheme property. In stressed market conditions, less
liguid assets can suffer from a high degree of valuation uncertainty and become harder
to sell at the value which would be expected in normal market conditions. Following
feedback, we will, however, allow an authorised fund manager (AFM) to continue to deal
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where they have agreed with the fund's depositary that this is in the fund investors'
best interests. This change is being introduced to ensure that AFMs (in conjunction
with depositaries) have the ultimate say in whether a fund suspends. This will reduce
reliance upon the SIV, and protect consumers by avoiding suspension where this would
not be ininvestors' interests.

Following feedback, we will not proceed with two of our original proposals. This
includes the requirement for a manager of a FIIA to add an 'identifier’ to the name of
the fund. We accept that, without a comprehensive arrangement to have identifiers
related to other risk factors, for example credit risk or market risk, across the range of
fund structures, this could lead to misinformed investor conclusions about relative risk.
We remind fund managers, however, that fund names should be carefully chosen so
that they do not mislead, as set out in COLL 6.9. We have also decided not to proceed
with guidance relating to limiting the accumulation of large cash buffers within NURSs
and UCITS funds. Otherwise, our final rules do not significantly differ from the rules
included in our consultative draft.

Under our new rules, where AFMs managing NURSs 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 this brings.

Who this affects

You should read this if you have an interest in open-ended investment funds that are
likely to hold illiquid assets. This includes:

o operators and investment managers of these funds

e depositaries

e ancillary service providers

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

o firms communicating financial promotions to retail clients for funds investing
mainly inilliquid assets. These promotions will be subject to the new requirement
in our Conduct of Business sourcebook (COBS) to include a standard risk warning

e investors, whether institutional, professional or retail, who have direct or indirect
exposure to these funds

Others may have aless direct interest in the issues raised but may also find the PS
relevant:

e pension plan operators, for example those offering Self-invested personal
pensions (SIPPs) and Small self-administered schemes (SSASs)

« managers of other types of fund, such as qualified investor schemes (QISs) or
unauthorised funds, which may be affected to some extent by several of the
measures (QISs by the categorisation of units in certain QISs as 'inherently illiquid
assets’, and by the updated references to the Royal Institution of Chartered
Surveyors (RICS) Red Book)

o life assurance companies with exposure to illiquid assets such as property, either
by direct investment or through holdings in investment funds
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The wider context of this policy statement
Our consultation

1.20 In October 2018, we published a consultation paper (CP18/27), onilliquid assets and
open-ended funds. This followed our discussion paper (DP17/1), 'llliquid assets and
open-ended investment funds' (February 2017).

1.21 In drafting our proposals, we have also considered the results of our supervisory review
of property funds and liquidity risks in 2016. Additionally, we considered the updated
Recommendations, published on 1 February 2018, by the International Organisation
of Securities Commissions (IOSCO), revising its Recommendations on Liquidity Risk
Management for Collective Investment Schemes (CISs) originally published in 2013.

1.22 The CP presented a package of remedies proposing changes in 3 broad areas:

e suspension of dealings in units

e improving the quality of liquidity risk management

e increased disclosure

The measures were focused on NURSs, as these are a key type of fund which can
investinilliquid assets, and in which retail investors can invest. Less liquid assets can
also be held in some other types of fund. Chapter 7 explores the case for additional
measures in respect of these other fund structures.

How it links to our objectives

1.23 The new rules we are introducing support the consumer protection and market
integrity objectives of the FCA.

1.24 The rules about disclosures, such as the standard risk warning and liquidity risk
management tools, support our consumer protection objective. In addition to
protecting consumers, the mandatory suspension rules also support our market
integrity objective.

What we are changing
1.25 We are changing our Handbook in 3 broad areas:
Suspension of dealings in units (Chapter 3)
1.26 We are requiring NURSs holding property and other immovables to suspend dealing

when there is 'material uncertainty’ about the valuation of at least 20% of the scheme
property. We will, however, allow an authorised fund manager (AFM) to continue to deal
where they have agreed with the fund's depositary that to do sois in the best interests
of investors.

I
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Improving the quality of liquidity risk management (Chapter 4)
1.27 We are requiring managers of funds investing mainly inilliquid assets to produce

contingency plans for dealing with liquidity risks. We are also giving depositaries a

specific duty to oversee the processes used to manage the liquidity of the fund.

1.28 We are making further specific guidance to clarify:

e Thecircumstances in which it may be appropriate to suspend dealing. For a fund
investing mainly inilliquid assets, the fund manager may suspend dealing before
running down the liquidity in the fund, if this is in unitholders' best interests.

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

Increased disclosure (Chapter 5)
1.29 We are requiring:

e Additional disclosure in a fund's prospectus of the details of their liquidity risk
management strategies, including the tools they will use and the potential impact
on investors.

e Astandard risk warning to be given in financial promotions to retail clients for such
funds. This will apply to all firms commmunicating a financial promotion, not just the
fund manager.

Outcome we are seeking

1.30 We are seeking to reduce the potential for harm to investors in funds that hold illiquid
assets, particularly under stressed market conditions. Our measures should:

e Helpinvestors understand better any restrictions on access to their investments
and the circumstances in which these restrictions will be placed on the funds.

e Inthe case of funds investing in immovables, reduce the potential for some
investors to gain at the expense of others because units have been incorrectly
priced, due to uncertainty about the value of assets held in the fund.

e Reduce the likelihood of a run, which could substantially reduce the value of
investments for those left in the fund and possibly destabilise the market more
widely.

Measuring success

1.31 If successful, we should see fewer complaints from retail investors in funds about
perceived unfair treatment. Some fund managers may choose to adjust redemption
terms to better match the liquidity of underlying assets, or to choose different
types of fund when focusing on investment in illiquid assets. We do not consider the
frequency with which funds investing inilliquid assets are suspended to be a measure
of success, as whether suspension is in the interests of investors will depend on the
circumstances. In particular, in circumstances of extreme market volatility or uncertain
valuation suspension may be the appropriate way to protect investors, and we do not
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wish to discourage the use of the suspension tool whenitis ininvestors'interests.
However, clear disclosure of liquidity risks, leading to improved investor understanding,
should dissuade investors unwilling to take liquidity risk from investing inilliquid assets
through open-ended fund structures.

Summary of feedback and our response

We received 43 responses to our CP. A full list of non-confidential respondentsis in
Annex 1.

Respondents were broadly in favour of many of our proposals, including:

e ourproposed definition of assets that are inherently illiquid

o the application of most of the remedies to NURSs

o theintroduction of liquidity risk contingency plans

e guidance clarifying the mechanism for reducing the price of an immovable to allow
it to be sold more quickly to meet redemption demand

o the extension of depositaries’ duties to include oversight of FlIAs' liquidity
management processes

o astandardrisk warning to be included in financial promotions of FllAs

* the additional disclosure obligations in relation to liquidity management tools within
the prospectus of FllAs

Respondents broadly disagreed with a small number of our proposals, including:

o theintroduction of a new category of 'fund investing in inherently illiquid assets’
e anidentifier to be included in the name of a FIIA

* mandatory suspension of dealing in units of a fund in certain circumstances

e guidance stipulating that funds should not be holding large speculative cash buffers

Further detail on the feedback and our response is set out in the following chapters.

Equality and diversity considerations

We have considered the equality and diversity issues that may arise from the final
rules and guidance in this PS. Overall, we do not consider that they adversely impact
any of the groups with protected characteristics ie age, disability, sex, marriage or civil
partnership, pregnancy and maternity, race, religion and belief, sexual orientation and
gender reassignment. No respondents to CP18/27 raised any concerns about equality
and diversity considerations.

Next steps

We set out the final Handbook text in Appendix 1. The new Handbook rules and
guidance will come into force on 30 September 2020. This will allow firms to use
scheduled annual reviews of fund documentation to make the necessary changes.
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1.38 The standard risk warning that we will require firms to include in financial promotions

to clients (see Chapter 5) will apply to firms' MiFID business. MiFID Il enables us to apply
requirements that go beyond the scope of MiFID Il in the area of investor protection
where they can be shown to be justified and proportionate. EU Member States must
notify such requirements to the European Commission, which then has to make

public an opinion on whether it thinks the requirements are justified. We think that

the additional risk warning requirements will help to promote investor protection by
explaining in simple language the risks of investing in funds that invest in inherently
illiquid assets. This will help achieve the investor protection objectives of MiFID II.
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2 Scope

In this chapter, we summarise the feedback received and provide our response on
our CP proposals for funds that should be categorised as FlIAs and the definition of
‘inherently illiquid assets’.

Thresholds for classification as a FIIA

We proposed to apply many of our remedies to a new category within our Handbook of
‘funds investing in inherently illiquid assets’. A fund would be classed as a FIIA in one of
two circumstances:

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

2. NURSs which have invested at least 50% of the value of their scheme property in
inherently illiquid assets for at least 3 continuous months in the past 12 months,
whether or not they have disclosed their intention to do so.

We asked:

Q1: Is 50% the right threshold to set for a NURS to be classified
as a FlIA? If not, please explain where you would set the
threshold, and why.

Q2: Do you agree that NURSs which have invested at least

50% of their scheme property inilliquid assets for at least 3
continuous months in the last 12 months should be classified
as FllAs, even if this is not their stated investment aim?

There was broad industry opposition to the proposal to create a new fund category.
This was mainly on the grounds that retail consumers already have a significant
number of acronyms to navigate and there was concern that this particular category
would not be easily understood. Respondents expressed a preference for greater
disclosure in fund documentation. They felt that this alternative would mitigate the risk
of managers running their fund slightly below the threshold to avoid being categorised
asaFlIlA.

Respondents raised specific concerns about the category threshold. Some
respondents deemed the proportion of illiquid assets that constitute a FIIA (50%)
to be too low and inconsistent with other relevant thresholds, for example, the 60%
minimum for a fund to be categorised for tax purposes as a Property Authorised
Investment Fund (PAIF).

Many respondents disagreed with the application of the FIIA classification to NURSs
which have invested at least 50% of their scheme property inilliquid assets for at least
3 continuous monthsin the past 12 months, even if this is not their stated investment
aim. Some stated that this would lead to certain funds dropping in and out of the
classification, which could result in confusion for investors. Others repeated their
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preference for additional disclosures instead of a numerical threshold. A small number
of respondents suggested that the threshold could result in the 'fire sale' of assets as
funds approach the threshold.

Our response

As set out in Chapter 5 of this PS, the requirement for FllAs to include
the identifier 'a fund investing in inherently illiquid assets' within their
name no longer forms part of the final rules. Given this change, the
identifier will not be in consumer-facing literature and respondents'’
concern that retail investors would not understand the term falls away.

We continue to think that the 50% threshold sets an appropriate line
between mixed funds, that are likely to hold substantially fewer inherently
illiquid assets, and specialist funds, that will almost certainly hold more.
The 50% threshold has the effect of capturing all funds that invest
‘mainly’ ininherently illiquid assets. We see no need to align the rules with
the 60% threshold for PAIFs. The latter threshold has been defined for
tax purposes. The 60% threshold is calculated in a different manner from
the 50% threshold and is one of a number of conditions to be met under
the Authorised Investment Funds (Tax) Regulations 2006 (SI1 2006/964)
(as amended). Further, the FIIA categorisation willinclude NURSs
investing in all types of inherently illiquid assets, not just real estate.

We also continue to think that NURSs which have invested at least
50% of the value of their scheme property ininherently illiquid assets
for atleast 3 continuous months in the past 12 months, whether or
not they have disclosed their intention to do so, should be classed as
FlIAs. We think that 3 months is sufficient time for funds approaching
the 50% threshold to sellilliquid assets if they do not wish to be
classified as a FIIA. This should avoid funds dropping in and out of
classification as a FIIA.

Limited redemption arrangements

2.7 We proposed that NURSs that apply limited redemption arrangements should be
excluded from the new requirements that we propose to apply to FllAs. We also
proposed to exclude such funds from the definition of a FIIA.

2.8 We asked:

Q3: Do you agree that a NURS that applies limited redemption
arrangements that reflect the typical time taken to liquidate
assets should be excluded from the definition of a FIIA?

2.9 Many industry respondents objected to the exclusion of NURSs that apply limited
redemption arrangements from the definition of a FIIA. They argued that the dealing
cycle had no impact on the market liquidity of the asset portfolio, and that this
distinction would not be clear to investors when comparing similar products. They
contended that the application of the category should be governed exclusively by the
proportion of illiquid assets in the fund.
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Our response

It remains our view that reduced dealing frequency helps to mitigate the
liquidity mismatch in these funds. If 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 market
turbulence than is the case for funds that deal more frequently. The
additional measures associated with classification as a FIIA (ie enhanced
disclosure and liquidity management) are not necessary for funds which
already have limited redemption arrangements. This is because they
have already taken steps to mitigate the liquidity mismatch that poses a
risk to investors.

The inclusion of this exemption for funds that tackle the liquidity
mismatch through reduced dealing frequency is in line with IOSCO's
February 2018 recommendations on liquidity management in open-
ended funds. These include a recommendation that, in setting the
dealing arrangements during the fund design process, fund managers
should consider the liquidity of the underlying assets.

Feeder funds, multi-asset funds and funds of funds

2.10 Inthe CP, we proposed a definition of inherently illiquid assets. The definition included
units in other FlIAs and in any QISs or unregulated schemes that have substantially
similar features to a FlIA. This meant that some feeder funds, multi asset funds or
funds of funds would meet the proposed definition of a FIIA, due to their holdings in
other funds.

2.11 We asked:

Q4: Do you agree that feeder funds, multi asset funds and
funds of funds with at least 50% of their scheme property
investedin FllAs, other similar funds and/or other
inherently illiquid assets, should also be classified as FIIAs?

2.12 Respondents broadly supported this proposal. They said that funds with comparable
indirect exposure toilliquid assets should be subject to the same requirements as
funds investing directly. A small number of respondents raised the point that funds of
funds that invest in FIlAs should be assessed on a look-through basis (ie having regard
for the individual assets in which the FllAs are invested), although most respondents
did not share this view.

Our response

We agree with the majority of responses received and are continuing
with our original proposal. We agree with most respondents that
funds that invest in FllIAs should not need to make assessments of the
underlying assets on alook-through basis for reasons set out under
our response to Q10.

12
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Defining inherently illiquid assets
2.13 We proposed a definition of 'inherently illiquid assets’ within the FCA glossary,

2.14

2.15

insummary:

e animmovable

e aninvestmentinaninfrastructure project

e atransferable security thatis not a readily realisable security

e anyothersecurity or asset thatis not listed or traded on an eligible market
and has particular features that make the process of buying or selling difficult
or timeconsuming

e aunitinaFlIA or another fund with substantially similar features

We asked:
Q5: Do the proposed new rule and guidance adequately define
existing and potential future assets that are inherently
illiquid?

Many respondents were comfortable with the definition of illiquid assets and the
examples given. However, a large number stated that the list should not be considered
exhaustive or prescriptive given market conditions and liquidity can change over time.

Our response

We agree with respondents that there are other assets which may
become illiquid due to certain market conditions. However, the definition
seeks to cover only those assets which are inherently illiquid.! We are
keeping the definition substantially the same as originally drafted, albeit
with a small amendment to address a potential inconsistency between
paragraphs (3) and (4) as consulted upon, so that both are now linked to
the concept of investments that are listed or traded on ‘eligible markets'.

There are some illiquid securities and assets that would not be caught by
this definition, for example a security that is listed on an EEA exchange
but cannot readily be traded because in practice there is no market for
that security. Managers of NURSs that do not fall within the definition
of a FIIA but whichinvest in assets of this type should ensure they have
properly disclosed the liquidity risk of the fund's portfolio to current and
prospective investors.

We will be giving further consideration to the definition of liquid

and illiquid assets in respect of a range of fund types —as set out

in paragraph 7.14. As part of that review, we will consider the most
appropriate rules and guidance around those listed securities that are
less liquid in practice because there is not also an active marketin the
securities.

1 We note that an asset that does not meet the criteria of an inherently illiquid asset is not by definition liquid.

13
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Types of funds to which our proposals apply

We proposed that our package of remedies would apply to NURSs, particularly those
which invest substantially inilliquid assets, as these funds may be promoted to the
general public. We proposed not to extend our remedies to QISs as investors in these
funds are generally prepared to accept a higher degree of risk in their investments.
They also generally have greater knowledge and experience than retail investors.

We asked:

Qé: Do you agree that the potential harm we are trying to
address lies mainly in NURSs and the remedies should be
limited in scope to NURSs? Is there a case for extending
some of our proposed remedies to QISs? If so, which
measures do you think should also apply to QISs investing in
inherently illiquid assets?

A number of respondents agreed with our proposal as they thought that more
experienced investors are sufficiently knowledgeable to understand the implications
of investing in funds that invest inilliquid assets. A minority of responses suggested
that all funds investing inilliquid assets should be covered by the remedies. They
argued that the underlying portfolio (rather than the regulatory structure) is the driver
for harm. Another respondent suggested that, if the remedies only applied to NURSs,
consumers might perceive NURSs as more risky than other structures that investin
illiquid assets.

Ourresponse

We are proceeding with our initial proposal that the FIIA classification
will only apply to NURSs. It remains our assessment that investors in
QISs should be sufficiently knowledgeable not to require the additional
disclosures that will be applied to FIlAs. We do not think there is
sufficient reason to extend the new FIIA requirements to funds

with more knowledgeable investors, who do not necessarily need

the remedies that FIIA classification brings. As set outin Chapter 7,
however, we are giving further consideration to additional safeguards
that might be appliedin respect of other fund types.
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3  Suspension

In this chapter, we summarise the feedback received and provide our response on our
CP proposals for mandatory suspension of dealing in extreme market conditions.

Mandatory suspensions due to material uncertainty

As explained in CP18/27, open-ended funds must be priced correctly to ensure that
investors are treated fairly and can have confidence in the product. If there is material
uncertainty about the valuation of a significant proportion of the assets in an open-
ended fund, there is potential for investors to be treated unfairly. The uncertainty in
the value of the underlying assets may mean an investor exiting the fund receives a
unit price significantly lower or higher than its underlying value. Those investors who
remain invested in the fund might then see the value of their investments go up or
down once the underlying value of the assets in the fund becomes clearer.

We proposed to introduce a new rule in COLL 7.2, that would require an AFM
temporarily to suspend dealing in units of a NURS where the SIV has expressed
material uncertainty about the value of immovables that account for at least 20%
of the scheme property.

We asked:
Q7: Do you agree that mandating suspension in these
circumstances would be in the best interest of investors?
Q8: Do you agree that 20% of the scheme property is the

right level at which to set the threshold for mandatory
suspension? If not, please explain why a higher or lower
threshold would be preferable.

A small number of respondents agreed with this proposal. One suggested that
mandatory suspension should apply where there was uncertainty about the value
of other assets, not justimmovables. However, overall there was strong opposition,
not only from fund managers but from valuers. They were uneasy at the idea that
their assessment of material uncertainty could become the trigger for automatic
suspension.

The main arguments against the proposal were that the RICS Red Book did not define
material uncertainty sufficiently clearly for the concept to be used as a basis for
mandatory suspension. Additionally, respondents argued that fund managers were in a
better position than SIVs to judge, based on all the facts, whether to suspend dealingin
a fund at any particular time. Respondents made a number of other points:

e Mandatory suspension would lead to more frequent and unnecessary suspensions,
potentially increasing systemic risks and driving investors out of open-ended funds.
e Itwouldlockin customers who needed to sell units urgently.
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e Theresumption of dealing after a mandatory suspension risked triggering a run on
some funds, possibly leading to a liquidity crisis where liquidity had not previously
been anissue.

o There would be operational challenges, for example for intermediaries running
model portfolios.

e The events following the EU referendum in 2016 showed that the current
arrangements for liquidity management, including suspension, worked well
and did not need to be changed.

The proposal for a 20% threshold also received substantial negative feedback. Many
respondents argued either that the figure should be higher, or that there should not
be an automatic trigger for suspension at any particular threshold.

Our response

We acknowledge the substantial resistance to the idea of applying

a blanket suspension requirement under conditions of material
uncertainty. We note the feedback that our proposal could shift the
balance in the relationship between the fund manager and SIV in a way
that might not be helpful, for example, if it led to valuers being unwilling
to state that there was material uncertainty because of the potential
consequences for the fund. We recognise that there might be some
limited circumstances in which it could be in investors' interests for
the fund to remain open, despite the existence of material uncertainty
around the value of immovables. Our proposals as originally drafted
would remove any discretion for fund managers not to suspend in those
circumstances.

However, we continue to believe that we need to address the potential
harm to investors from funds remaining open for dealing during market
conditions in which the value of underlying assets, and hence the unit
price, cannot be determined with a sufficient degree of confidence.

In these circumstances, there is a risk that either those redeeming
units or those remaining invested will be disadvantaged, depending

on the unit price the fund manager sets. For example, a unit price that
overstates the value of the underlying assets willmean that investors
redeeming units will receive more cash than they should, at the expense
of the remaining unitholders. The opposite applies where the unit price
understates the value of the underlying assets.

So, we are proceeding with our original proposal, but introducing an
amendment in the light of the feedback from the consultation exercise.
Where material uncertainty applies to the value of immovables that
constitute more than 20% of the scheme property, our rules will still
require that a fund manager suspend dealing in a fund. However, a

fund manager may continue to deal if they have a reasonable basis for
determining that it is not in the best interests of investors to suspend. In
these circumstances, the depositary must give agreement. 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.
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This amendment will ensure that the fund manager has the opportunity
to make a case for continuing to trade during a period of material
uncertainty. However, we expect the circumstances in which it would

be appropriate to do so would be limited. We would expect the fund
manager to reach a decision on whether to suspend —and, in case of
choosing to continue dealing, to obtain the depositary’'s agreement —
quickly. This will minimise the risk of units being bought and sold at the
wrong price. We will also require the fund manager to review any decision
not to suspend during a period of material uncertainty at least every

2 weeks.

We are including a rule on the use of this discretion that makes it clear
that setting a fair value price alone does not constitute a reasonable
basis for keeping a fund open, because this adjustment does not
address the uncertainty around the value of the assets which is where
the potential for harm to consumers arises.

Open-ended funds which invest in illiquid assets but offer daily dealing
need to be clear how they will protect remaining investors in the fund
in the event of redemption requests which exceed the fund's ability
to liguidate underlying assets at the value which would be expected
in normal market conditions, or at times when they cannot establish
a fair value for the fund's assets. This means suspension may be
necessary in extreme market conditions. Failing to suspend when
this is necessary to protect investors, or failing to explain clearly

and effectively to investors the possibility of suspension, is likely to
lead to poor consumer outcomes. Existing rules already require the
prospectus to set out the circumstances in which redemptionsin

an authorised fund may be suspended. The risks of suspension can
be reduced by better aligning redemption terms with the liquidity of
assets —for example by avoiding offering daily dealing where this may
not be sustainable without loss of value. If daily trading is considered
important, another way of avoiding suspension risk is through
choosing alternative — for example closed-ended —fund structures.

Funds with indirect exposure to immovables

3.8 We proposed to apply the mandatory suspension provision to 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).

3.9 We asked:

Q9: Do you agree that 20% of the scheme property is the

right level at which to set the threshold for mandatory
suspension of funds investing indirectly inimmovables? If
not, please explain why a higher or lower threshold would be
preferable.

17
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Q10: Do you agree that the threshold for suspension for a fund
investing indirectly inimmovables should not be calculated
on alook through basis? If not, please explain how a
calculation on a look through basis would work in practice.

3.10 There was significant opposition to the application of mandatory suspension to funds
with indirect exposure to immovables, mainly for the same reasons given against
suspending funds with direct holdings of immovables.

3.11 A number of respondents agreed that applying the mandatory suspension proposal to
funds with indirect exposure to immovables was straightforward, but trying to do so
on a 'look-through' basis would pose significant difficulties. Others pointed out that
our approach could lead to a fund having to suspend where it was only 4% exposed
to assets, the value of which was subject to material uncertainty. Specifically, if that
fundinvested 20% of its assets in funds that were themselves suspended because
the value of 20% of their scheme property was subject to material uncertainty. The
respondents suggested that we should try to find some way of applying the rule on a
look-through basis, for example, by requiring fund managers to publish the proportion
of each of their funds that was subject to material uncertainty.

Our response

In the absence of any persuasive arguments in favour of an alternative
approach, our final rules will apply mandatory suspension to funds with
indirect holdings in immovables on the basis on which we consulted, and
not on a look-through basis. Suspension on a look-through basis would
require co-ordination between fund managers. This would take time
during a period of potentially fast-moving markets and undermine the
policy intention of avoiding the risk that investors are treated unfairly.
The possibility of funds with as little as 4% exposure to immovables
having to suspend is mitigated in appropriate circumstances by fund
managers using the discretion that we are introducing to allow them

to continue to deal, where suspension would not be in the interests of
investors. In this case, fund managers could agree with the depositary
that the material uncertainty affecting the value of a small part of the
scheme property did not create an unacceptable margin of error around
the unit price of the fund. So the fund should remain open.

Role of depositary in suspensions

3.12 We proposed that fund managers should not need to gain the depositary's consent,
but simply to inform the depositary, in the case of a mandatory suspension due to
material uncertainty. However, we proposed that the depositary's consent should be
required to resume dealing following the lifting of a mandatory suspension.

3.13 We asked:

Q11: Do you agree that fund managers should not need to gain
the depositary’s consent, but should simply notify the
depositary before suspending?

18
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Q12: Do you agree that fund managers should be required to
resume dealing in units in a fund, with the approval of the
depositary, as soon as reasonably practicable after the
material uncertainty assessment applies to less than 20%
of the scheme property?

3.14 Most respondents agreed that, if we proceeded with our mandatory suspension
proposal, a requirement to gain the depositary's consent would make little sense.
However, some insisted that both the fund manager and the depositary should have
to agree to suspensions under all circumstances, reiterating their opposition to
mandatory suspension in general.

3.15 Most respondents commenting on this point agreed that depositaries should have
to agree to the resumption of dealing, following a mandatory suspension. However,
anumber stressed that fund managers should not be required to resume dealing
straight away. For example, in case redemption demand had built up during the
period of suspension and there was a need to rebuild cash buffers to be able to meet
redemption requests and avoid the fund having to suspend again soon after resuming
dealing. They asked for guidance on the meaning of the phrase 'as soon as reasonably
practicable’.

Our response

We are introducing the possibility for the fund manager to continue
dealingin a fund, despite the existence of material uncertainty. However,
we assume suspension will generally be the appropriate course of action
in these circumstances. For the suspension to take place as quickly as
possible, and in any event, within 2 business days of a fund being subject
to material uncertainty, the fund manager will not need the depositary's
agreement to suspend. However, if the fund manager wishes to continue
dealing, we believe that, to ensure that this is in investors' interests,

the depositary’s consent should be required. Where the depositary
disagrees with the fund manager's judgment, or fails to agree within the
time limit, dealing in the fund must be suspended.

Regarding the timing of the resumption of dealing, we intended

to align the requirement to seek depositary agreement to the
resumption of trading following a mandatory suspension with the
general requirement that exists following suspension. The wording
'as soon as practicable'is already contained in COLL 7.2R (4). It can be
sufficiently broadly interpreted to allow a fund manager discretion,
for example, to keep a fund closed for long enough to rebuild the
liguidity position before commencing dealing again. In this way, the
fund manager can ensure that the fund has enough cash to meet any
anticipated redemption demands, to avoid having to suspend dealing
again a short time after reopening.
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4 Liquidity management

In this chapter, we summarise the feedback received and provide our response on

our CP proposals for liquidity management. As described in DP17/1, sound liquidity
management is an essential part of operating a collective investment scheme
successfully. AIFMD prescribes detailed rules for liquidity management, although

the assets of an AlF do not have to be inherently liquid. The UCITS Directive is less
prescriptive about how the fund manager should carry out liquidity management, as
the scheme's assets should (with limited exceptions) already be liquid to be eligible for
investment. Sound liquidity management ensures that investors are treated fairly by
enabling them to redeem their investments as expected and with certainty about the
amount due to them.

Liquidity contingency plans

Our rules currently require fund managers to have liquidity management systems

and procedures, and to identify when these tools and arrangements may be used in
both normal and exceptional circumstances. Our supervisory work in 2016 revealed
shortcomings in some fund managers' contingency planning. To address this, we
proposed to introduce a new rule in COLL 6.6.3CR to require managers of FlIAs to draw
up and maintain contingency plans for exceptional circumstances with regards to their
liguidity management.

The proposed contingency plans would:

e Describe how the fund manager will respond to a liquidity risk crystallising.

e Setoutthe range of liquidity tools and arrangements which they may deploy in such
exceptional circumstances, any operational challenges associated with the use of
such tools and the consequences for investors.

e Include communication arrangements for internal and external concerned parties
and explain how the fund manager will work with the depositary, intermediate
unitholders, third party administrators and others as necessary to implement the
contingency plan.

We also proposed a specific requirement on FIIA managers in COLL 6.6.3ER to gain
written confirmation from any third party, on which they rely to deliver the contingency
plan, that they are able to place this reliance on them.

We asked:

Q13: Do you agree with our proposal to require contingency
plans?

Q14: Are there other elements of FIIA managers’ approach to
managing liquidity risk that need to be included in the
contingency plan?
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4.6

4.7

Q15: Do you agree that the written agreement that we propose
to require FIIA managers to obtain is the best way to ensure
that fund managers can be confident that third parties will
be able to play their part inimplementing the contingency
plan? If not, how do you think that we can gain this
confidence?

A clear majority of respondents agreed that fund managers should have contingency
plans for the liquidity management of FIlAs. No respondent wholly disagreed with
these proposals. Some respondents believed that fund managers should already have
such plans encapsulated in their liquidity and fair value pricing (FVP) policies, and so
there was no need to require this to be documented separately.

A limited number of respondents disagreed with a requirement for a written
agreement to be put in place between fund managers and third parties on which
they rely to deliver the contingency plan. One respondent commented that
written agreements should only be required for third parties whose impact on the
implementation of contingency plans was material.

Our response

Given the positive feedback, we will include a requirement for FIIA
managers to have contingency plans, and disclose these in each fund's
prospectus, with an additional requirement to have relevant agreements
with third parties in place. These requirements are additional to existing
rules requiring the prospectus of an authorised fund to disclose the
circumstances in which redemptions of units may be suspended.

While some fund managers may already comply with the new rules,
we believe that providing clarity on how the current obligations may
be fulfilled is helpful. Compliance with the proposed COLL 6.6.3CR
may enable an authorised fund manager of a FIIA to meet some of its
obligations under article 47(1)(e) of the AIFMD level 2 regulation.

We think that if fund managers distribute a significant number of units
in FIIAs through platforms, those platforms must be able to implement
contingency plans if and when needed. We remind fund managers that
they should distribute their funds in a manner which allows them to
implement their contingency plans when necessary.

Our new rules require fund managers to implement and maintain an
‘adequate’ liquidity management contingency plan for exceptional
circumstances. The manager must also have written confirmation from
any relevant’ third parties identified in their contingency plans. This
should address concerns raised about fund managers needing written
agreements from third parties whose impact on the implementation of
contingency plans would be immaterial.

In our rules, we have tried to strike an appropriate balance between
providing a clear framework of requirements for firms, while avoiding
being overly prescriptive. This should give firms enough flexibility to
ensure the right outcomes for investors depending on the individual
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circumstances of each fund. We have reviewed the additional
suggestions some respondents have put forward in this light. We
have decided not to add to the requirements set outin the rules we
consulted upon as we do not wish to include rules which might not be
appropriate for all funds.

Rapid sales and use of price reductions

4.8 If daily dealing funds investing iniilliquid assets experience significant redemption
demand in a short time period, they might not hold sufficient amounts of cash to meet
their obligations to redeeming investors. In these 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 of the fund accordingly.

4.9 Given the impact that this type of adjustment could have oninvestors, we proposed
a rule that would require fund managers wishing to have the option to undertake
so-called 'fire sales' during difficult market conditions to disclose this intention to
investors in the fund prospectus. We also proposed new guidance that, if a fund
manager decides to sell an immovable quickly to meet redemption requests, it should
consult and agree with the SIV a fair and reasonable price for the immovable.

4.10 We asked:

Q1e6: Do you think that the proposed new guidance, clarifying the
mechanism for reducing the price of animmovable to allow
it to be sold more quickly to meet redemption demand, is
helpful?

Q17: Do you agree that fund managers wanting to use this tool
should be required to disclose their intention in the fund
prospectus?

4.11 Alarge proportion of respondents agreed with the proposed guidance and rule. Some
respondents did raise specific issues about how pricing immovables in rapid sales
situations would work in practice. Some were concerned that selling assets at fire sale
prices, to meet demands of customers wishing to redeem their investments could
negatively affect remaining investors.

4.12 RICS have recommended deletion of the proposed (7B)(b) under COLL 6.3.6G(1).
This provides for setting out a methodology with the standing independent valuer
that establishes agreed guidelines for a rapid sale valuation, for example, applying a
sliding scale of discounts that reflects the speed at which an immovable must be sold.
RICS have submitted that there is no recognised methodology that would be capable
of universal application. In particular, forimmovables, there is generally no direct
relationship between the timescale for a sale and the price that might be achieved,
so the adoption of a 'sliding scale' is unlikely to be possible.
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4.13

4.14

4.15

RICS have also suggested replacing the reference to 'value' with ‘price'in our proposed
COLL 6.3.6G which reads that fund managers should 'consult and agree with the
standing independent valuer a fair and reasonable value for the immovable to reflect
arapid sale’. This is because the price achieved in such a rapid sale may be less than it
otherwise would. The proposed amendment would emphasise the difference between
a valuation in line with our current rules and advice from the SIV on the price that might
be achieved in a rapid sale, within the particular parameters set by the AFM.

Our response

We acknowledge that there may be difficulties in implementing a liquidity
management tool which enables fund managers to sellimmovables at a
rapid pace when funds experience high levels of redemptions. However,
we do not consider itisin the interests of investors to preclude fund
managers from developing and implementing liquidity management
tools, if they disclose this to investors and can do so in an appropriate
manner. The requirement to consult the SIV will ensure that there

is external input from a qualified professional into the price-setting
process, when property is marketed to achieve a quick sale. This should
mitigate some of the concerns about the impact of this tool on the
interests of investors.

We intend to take the guidance and rule forward while adjusting it to reflect
the points RICS raised. We will do this by replacing the reference to value
with price. We are also removing the guidance in COLL 6.3.6.G(1)(7B)(b).

The proposed guidance together with mandatory disclosure should
provide fund managers with the ability to develop a broader spectrum
of liquidity management tools. It should also provide investors, and
their advisors, with more options when considering which liquidity
management style is most suitable for their individual needs.

Accumulation of large liquidity buffers and use of cash to meet
redemptions

We proposed to clarify COLL 5.5.3R by introducing a guidance provision applying to
NURSs and UCITS funds. This would have been to the effect that cash, and cash-like
investments, retained in funds should not be accumulated or held for a significant
duration in anticipation of unusually high and unpredictable volumes of redemption
requests.

The rationale behind this proposal was to ensure that fund managers meet investors'
expectations. Large cash positions create a drag on yield, diminishing the fund's
performance. This may disappoint investors, who expected to be more fully exposed
to the risks and rewards associated with a particular asset class. The proposal also
aimed to reduce a perceived first mover advantage in seeking to redeem units in FllAs.
This is where investors are incentivised to redeem before other investors, if they fear
that the fund will suspend when cash levels are depleted and believe other investors
might redeem soon.

I
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As we have noted elsewhere in this PS, there may be circumstances where suspension
isinthe best interests of investors. For example, where redemption demands cannot
be met without significantly depleting the fund's liquidity and/or without selling off
scheme property at a substantial discount. So, we proposed modifying our suspension
guidance in COLL 7.2.2 to better reflect that FIIAs mainly hold illiquid assets such as
real estate.

We asked:

Q18: Do you agree the proposed guidance would discourage
the speculative accumulation of large liquidity buffers and
help to reduce first mover advantage in funds investing in
inherently illiquid assets? If not, is there a more appropriate
way to achieve this?

Q19: Do you agree with the proposed guidance on the use of
suspensions for funds investing in inherently illiquid assets?
If not, how, if at all, do you think the existing guidance at
COLL 7.2.2G should be amended in respect of FIIAs?

There was significant opposition to providing guidance on liquidity buffers and a large
number of respondents believed that our proposition could be counterproductive

to managing liquidity in FlIAs. Only a few respondents found the proposed guidance
helpful.

Generally, respondents did not see a need to modify our COLL sourcebook in this
area. Respondents questioned whether guidance to this effect would remove any first
mover advantage. Some believed the guidance could increase the incentive to redeem
quickly, if funds were to hold less cash. Fund managers were particularly sceptical
about how reducing their discretion to hold appropriate levels of cash would be helpful.
They were concerned that a ‘one-size fits all' approach might not work for all funds.

Respondents were broadly positive about introducing guidance on the use of FIIA
suspensions given the different nature of the liquidity of assets these funds hold
compared with other authorised open-ended funds. Some fund managers thought
the proposed guidance would be helpful in removing the stigma surrounding fund
suspensions.
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Our response

We have decided not to take the proposal on limiting cash buffers
forward. There was clear opposition to the proposed guidance on
liquidity buffers and concerns about whether the guidance would be
ineffective or even counter-productive. While cash levels do have an
impact on a fund's performance, investors can acquire information on
different funds' cash policies and holdings. This provides them with a
choice as to which level of cash is optimal for their needs. Where a fund
with illiguid assets needs to prepare for a large expected redemption, it
may be necessary to accumulate cash in preparation, selling assets at
the point of time when a favourable price can be achieved. Further, we
consider that our rules governing suspension in the event of material
uncertainty would reduce the incentive for fund managers to hold large
amounts of cash where this is not the best way of protecting investors'
interests. This is because holding cash would not enable a fund to
continue dealing in uncertain market conditions, unless the authorised
fund manager and depositary agreed that it was not in the best interests
of investors to suspend. Where only a minority of investors want
immediate liquidity, holding a large cash buffer to meet the needs of this
minority is unlikely to be in the best interest of investors as a whole.

We will be implementing the additional guidance relating to
suspensionsin FllAs, as we think our current guidance on suspensions,
while appropriate for the vast majority of authorised funds, does not
work well for FllAs.

Depositary oversight of liquidity management

4.21 Authorised funds' depositaries are required to provide cash flow monitoring, oversight
duties and safekeeping or verification of assets. But our rules do not prescribe their
responsibilities in detail for ensuring that fund managers have robust systems in place
to manage liquidity risk or monitor the liquidity profile of funds. So, we proposed new
rulesin COLL 6.6.4BR and 6.6.4CR (and amendments to the guidance in COLL 6.6.11G)
to require depositaries of FIIAs to assess regularly the liquidity profile and liquidity
risks presented by the fund's scheme property. In addition, we proposed to require
depositaries to devise procedures for overseeing the liquidity management by the
fund manager.

4.22 We asked:

Q20: Do you agree that it is appropriate to extend depositaries’
duties to include oversight of FIIAs’ liquidity management
processes?

Q21: Do the proposed requirements cover all the aspects of
liquidity management prescribed by the current framework
of rules, that depositaries should oversee?
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4.23 Most respondents commenting on this point agreed that we should issue rules
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giving depositaries the duty to provide oversight of FIIAs' liquidity risk management
processes. Some respondents warned against rules becoming overly prescriptive, and
found the current rules sufficient.

Our response

We have decided to be more explicit about our expectations of
depositaries and, given the feedback, will take these proposals
forward. We see an appropriate level of depositary oversight of fund
managers' liquidity risk management processes in FllAs, with clearly
defined responsibilities, as one of the key remedies we consulted on.
In our review of property funds and liquidity risks, following the fund
suspensions in 2016, we found that the quality of liquidity monitoring
and management varied between different property funds. We also
found that depositaries appeared to provide an effective, independent
check of fund managers' adherence to the COLL sourcebook under
normal market conditions. However, they did not appear to have
considered fully how they should fulfil their responsibilities under
stressed market conditions. Our proposals aim to ensure appropriate
liguidity risk management across managers of FIlAs and more
consistency in depositaries’ oversight practices.

I
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5 Disclosure

As mentioned in CP18/27, open-ended funds that invest inilliquid assets, but offer
the opportunity to redeem frequently, often daily, represent a risk to retail investors
under extreme market conditions that other funds, investing in more liquid assets,
do not. Although the occasions when these liquidity risks may crystallise are rare and
unpredictable, we consider it important that investors are aware of these risks. As a
way of decreasing the likelihood that retail clients invest in funds unsuitable for their

individual financial circumstances, we believe that improved disclosures are necessary.

In this chapter, we summarise the feedback and provide our response on our CP
proposals for increased disclosure.

Addition of an identifier to fund names

We proposed to introduce a new rule that would require a manager of a FlIA to add '-
a fund investing in inherently illiquid assets' to the final part of the name of the fundin
certain financial promotions.

We asked:

Q22: Doyouagree that using an identifier would effectively
highlight that FllAs are fundamentally different in regard
to liquidity from other authorised funds?

Many respondents felt the proposed identifier contained jargon and would not be
easily understood by retail investors. They also argued the fund name was not the
appropriate place for a risk warning. Some added that the identifier drew specific
attention to liquidity risk, which could wrongly suggest funds with significant exposure
to other risks, such as market or credit risk, were relatively safer. There were additional
concerns that the identifier was too long. This could lead to operational difficulties
associated with listing the funds on platforms, causing the identifier to become
truncated to an acronym.
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Our response

We are not taking this proposal forward. We agree with some of the
feedback, in particular that the identifier might not be easily understood
by some retail investors, that it draws attention to one risk over others,
and that the fund name is not necessarily the appropriate place for a
risk warning. We think the prescribed risk warning and other disclosure
requirements included in this PS are a more appropriate way to address
the harm.

Removing the identifier from the fund name significantly reduces

the concern that consumers would not understand the term, be
inappropriately directed to one particular risk or conclude that liquidity
risk existed only in this particular type of NURS. However, we think it
necessary for a new fund category (as discussed in Chapter 2) to be
introduced as a defined term within the Handbook. This will identify
which funds will be subject to many of our new requirements, including
additional disclosure requirements on liquidity risk.

Standard risk warning

5.6 We proposed to introduce new rules requiring the following risk warning to be given
in financial promotions to retail clients: [Name of fund] invests in inherently illiquid
assets. This means that at certain times you may experience a significant delay and/
or need to accept a discount when selling your investments. See the key information
document and fund prospectus for more information.’

5.7 We asked:

Q23: Do you agree that the risk warning would contribute to
better understanding of the risks by investors in FIIAs?

5.8 Respondents were broadly in favour of the introduction of a standard risk warning.

5.9 A considerable number of respondents said that although they agreed with the
additional disclosure, they thought that the wording could be improved to make it
easier for retail consumers to understand. In particular, they highlighted that the
phrase 'inherently illiquid’ is unlikely to be understood and that 'discount’ may have
positive associations for some consumers.

5.10 One respondent agreed with the introduction of a risk warning but commented that
the proposed wording was unduly alarming. Others commented that, while liquidity
risk is important, it shouldn't distract from other risks that can affect the capital
value of investments. It was also commented that the wording should reflect that the
circumstances in which an investor would face a delay in redeeming their investment
are not a frequent occurrence.
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5.11

Our response

We are continuing with the proposal to introduce a standard risk warning.
However, we acknowledge and agree with the comments that the
wording could be improved to ensure it is clearly understood by retail
investors, is not unduly alarming and does not highlight liquidity risk as
necessarily being the most important risk an investor will face.

Our rules will say that FllAs will need to include the following risk warning
in certain financial promotions to retail clients: '[Name 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!

We think that this updated wording takes account of the concerns raised
by respondents while adequately disclosing the risks to consumers.

In some cases, the new standard risk warning will need to be used

by firms in the course of their MiFID business. In line with MiFID and
subject to the UK remaining subject to its provisions, we will notify the
European Commission of this additional requirement (see Chapter 1
for more information).

Disclosures in the prospectus

We proposed to introduce a requirement for a FIIA's prospectus to disclose how the
fund manager will manage the fund where liquidity issues arise. These are additional

to existing rules requiring the prospectus to set out the circumstances in which the
redemption of units in an authorised fund may be suspended. We aimed to help retail
investors choose a product right for their needs, to help avoid a situation where a fund
is managed differently from how investors expected and to help market participants
and investors to understand why similar funds may be managed differently in response
to the same market events. We proposed that the prospectus should include:

e anexplanation of the risks associated with the scheme investing in inherently
illiquid assets and how these might crystallise

o adescription 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 referred to in the first bullet point

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

I
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5.12 We asked:

Q24: Do you think that our proposals relating to the prospectus
are sufficient to provide investors and professionals
who act on their behalf with sufficient information about
liquidity risk management in FIIAs? If not, what additional
information should be disclosed? And where and how would
disclosure be most efficient?

5.13 Most respondents agreed with our proposals. However, a number commented that
the list of tools disclosed in the prospectus should not be presented as exhaustive, nor
should they restrict the fund manager to a certain course of action.

Our response

We are retaining the rules as originally drafted. We agree with the
feedback and do not want fund managers to be tied into a course

of action that may not, due to unforeseen future circumstances,

be in the best interests of investors. However, we consider that the
rules, as drafted, would not force a fund manager to take a particular
course of action. Rather, they require a 'description of the tools and
arrangements the authorised fund manager would propose using’
[our emphasis].
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6 Nextsteps

6.1 We proposed that our new requirements would come into force a year after the final
rules had been made.

6.2 We asked:

Q25: Do you agree that our new requirements should come into
force a year after we make our final rules? Are there any
parts of the instrument that should take effect earlier?

6.3 The majority of respondents were content with the proposed timescales for
introduction of the new requirements. However, a number commented that 18 months
may be more appropriate for the rules requiring updates to documents.

6.4 One respondent commented that more time should be given for industry bodies and
firms to do further work on ‘'material uncertainty'.

Our response

Our new rules will come into force on 30 September 2020. Most
respondents agreed with our suggested timescales and we think that
12 months should be a sufficient amount of time to comply with the
new rules.

Fund managers and depositaries may wish to consider whether it
would be in customers' interests to adopt some of the measures, such
as increased disclosure and improved liquidity management, ahead of
the coming into force date, where these do not conflict with the rules
applicable until that date.
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7  Further considerations on open-ended
funds investing inilliquid assets

7.1 In June 2019, after the consultation described in this PS closed, the LF Woodford
Equity Income Fund (the WEIF), an open-ended UCITS fund, suspended.

7.2 While the proposals for new rules set outin CP18/27 and this PS are focused on
NURSSs, the WEIF suspension shows that similar issues can also arise with a UCITS
fundifitinvestsinless liquid assets.

7.3 So we delayed publishing this PS, originally due in Q2 2019, while we considered
potential read across from and to the WEIF suspension.

7.4 The WEIF suspension shows that liquidity considerations are not confined to those
open-ended funds with exposure to property or other immovables. Liguidity issues
can extend to other open-ended funds, including UCITS, where they have holdings of
less liquid assets, even including investments in listed equities if there is not a liquid
market in those equities. Similarly, some bonds may be listed without there being a
liguid market for those securities.

7.5 The WEIF events also indicated that many retail investors were not aware of, or did not
appear to understand, the liquidity risk to which they were exposed and the impact this
risk might have on their ability to realise their investments on demand.

7.6 We consider that suspension of dealing remains an important tool for protecting
investors in open-ended funds from material loss of value in extreme market
conditions. It helps to avoid fire sale of assets to the detriment of investors and
also ensures that investors are treated equally.

7.7 We think an ability to suspend dealing in an open-ended fund in extreme market
conditions is preferable to prohibiting open-ended funds from investing in illiquid
assets. Such assets tend to offer a higher expected return than more liquid
alternatives. An ability to access long-term finance is also important to supporting
the wider economy. Preventing open-ended funds from providing such finance could
damage prospects of economic growth.

7.8 However, where open-ended funds invest in less liquid assets, they and their investors
need to be clear about the extent of any mismatch between the ability to liquidate
assets and redemption terms offered to investors, and how this will be managed.
Investors who want exposure to illiquid assets, as well as certainty about their ability
to sell on a daily basis, may choose alternative structures — such as closed-ended
fund structures —where the need for the fund to sellilliquid assets in extreme market
conditions is avoided. Even in this structure, investors selling shares in such funds at
times of market stress may not be able to sell at as high a price as could be achieved in
more normal market conditions.
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7.9 The events surrounding the suspension of the WEIF highlighted how the ability
of asingle large investor to redeem, or attempt to redeem, on a single day, a large
investment in an open-ended fund can have significant consequences for both that
investor and other investors that remain invested within the fund.

7.10 In addition to issues about arrangements for investors holding a large proportion of a
fundinvestinginilliquid assets, it again raises the question about the appropriateness
of an open-ended fund that invests in illiquid or less liquid assets offering daily dealing.

7.11 UCITS rules require holdings of transferable securities and money-market instruments
to be mostly listed or admitted to trading on regulated markets that operate regularly
and are open to the public. These rules are intended to place limits on investmentin
less liquid assets. However, these rules — as implemented in COLL — might not be as
effective as they could be in achieving their intent.

7.12 Some of these issues are essentially the same as those targeted by the remedies
set outin this PS for NURSs, such as how to ensure effective investor disclosure and
understanding, the need for effective liquidity management and the appropriate use
of suspensions.

7.13 We are therefore considering whether the remedies set out in this PS should apply
more widely than NURSs, and also whether we should be exploring a wider range of
potential remedies, both for NURSs and for other types of funds. We are 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 (see the Financial

Stability Report). We also think that an adequate understanding of the liquidity
properties of funds investing inilliquid assets is important to protecting investors'
interests.

7.14 We intend to explore, amongst other issues:

o the potential for the use of notice periods and reduced dealing frequency as
liquidity management tools for open-ended funds investing in illiquid or less liquid
assets, particularly if these funds are offered to retail investors

e liquidity risk stress testing, potentially including guantitative stress limits and the
appropriate regulatory implications for those funds that fail these tests. This will
take account of the liquidity stress testing guidelines that ESMA has recently
produced

o the definition of liquid and illiquid assets held in open-ended funds, including how
this is accounted for in the UCITS Directive (as implemented in COLL)

e how funds manage liquidity risk arising from large individual holdings, and whether
separate redemption conditions should apply to such investors

e investor understanding of the interaction between liquidity risk and the mutual
nature of investments in open-ended funds, including the wider applicability of the
remedies set out in this PS such as enhanced investor disclosures and risk warnings

o therole ofintermediaries and product distribution channels in determining fund
structuring decisions and in providing investors with appropriate risk information

e theimportance of alternative product structures in managing the risks associated
with illiquid underlying investments, including existing products, such as closed-
ended funds, and possible future products such as the proposal from the
Investment Association UK Funds Regime Working Group to HM Treasury Asset
Management Taskforce to introduce a new 'Long Term Asset Fund'

I
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e otherinternational regulatory regimes relating to fund liquidity and how these
might be applied to UK authorised funds

If this work results in proposals to change our rules, we will consult on them as part of
the usual process. We welcome engagement and comments from stakeholders on
these and other potential enhancements as we undertake this work.
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Annex 1
List of non-confidential respondents

Aberdeen Standard Investments

AEW UK

Association of Investment Companies
AJ Bell

Arca PRM

Association of Real Estate Funds
Aviva Investors

BlackRock

BMO Global Asset Management
Canada Life Investments

CBRE

CBRE Global Investors

CMS Cameron McKenna Nabarro Olswang LLP
Depositary and Trustee Association
Deloitte LLP

Duff & Phelps

Heathstone Investments

The Investment Association

INREV

Integrafin

Investment Property Forum
International Valuation Standards Council
Janus Henderson

Jones Lang LaSalle
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Kames Capital

Knight Frank LLP

Legal & General Investment Management
M&G

Nationwide

Partners Group

PML Capital

ReAssure

Redmayne Bentley

Royal Institution of Chartered Surveyors
Royal London Asset Management
Schroders Investment Management

St James's Place

UK Biolndustry Association

UK Shareholders' Association

UK Individual Shareholders Society

Valuology
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Annex 2

Abbreviations used in this paper

AFM

AIF

AIFMD

AIM

CBA

CIS

COBS

COLL

CP

CRE

DP

EEA

EU

FCA

FIIA

FSB

FSMA

FUND

FVP

10SCO

KIID

MiFID

Authorised Fund Manager

Alternative Investment Fund

Alternative Investment Fund Managers Directive
Alternative Investments Market

Cost-benefit analysis

Collective Investment Scheme

Conduct of Business sourcebook of the FCA Handbook
Collective Investment Schemes sourcebook of the FCA Handbook
Consultation Paper

Commercial real estate

Discussion Paper

European Economic Area

European Union

Financial Conduct Authority
Fundinvestingininherently illiquid assets

Financial Stability Board

Financial Services and Markets Act 2012

Investment Funds sourcebook of the FCA Handbook
Fair value pricing

International Organisation of Securities Commissions
Key investor information document

Markets in Financial Instruments Directive
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NAV Net asset value
NURS Non-UCITS retail scheme
PAIF Property authorised investment fund
PRIIPs Packaged retail and insurance-based investment products
PS Policy Statement
Qls Qualified investor scheme
REIT Real estate investment trust
RICS Royal Institution of Chartered Surveyors
SIPP Self-invested personal pension
SIv Standing independent valuer
SSAS Small self-administered scheme
UCITS Undertakings for collective investment in transferable securities
UK United Kingdom
WEIF LF Woodford Equity Income Fund

We have developed the policy in this Policy Statement in the context of the existing UK and EU
regulatory framework. The Government has made clear that it will continue to implement and apply
EU law until the UK has left the EU. We will keep the proposals under review to assess whether any
amendments may be required in the event of changes in the UK regulatory framework in the future.
All our publications are available to download from www.fca.org.uk. If you would like to receive this
paperin an alternative format, please call 020 7066 7948 or email: publications_graphics@fca.org.uk
or write to: Editorial and Digital team, Financial Conduct Authority, 12 Endeavour Square, London
E20 1JN
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FCA 2019/90

NON-UCITSRETAIL SCHEMESINVESTING IN ILLIQUID ASSETS

Power s exer cised

INSTRUMENT 2019

A. The Financial Conduct Authority (“the FCA”) makéhis instrument in the exercise

of the following powers and related provisions iruader:

(1) the following sections of the Financial Serviced afarkets Act 2000 (“the

Act?):

(@)
(b)
(©)
(d)
()
(f)

(9)
(h)
(i)

()

section 137A (The FCA'’s general rules);

section 137D (FCA general rules: product ingeion);
section 137R (Financial promotion rules);

section 137T (General supplementary powers);
section 139A (Power of the FCA to give guidgnce
section 214 (General);

section 247 (Trust scheme rules);

section 248 (Scheme particulars rules);

section 2611 (Contractual scheme rules);

section 261J (Contractual scheme particulalesju

(2) regulation 6(1) of the Open-Ended Investment CongsaRegulations 2001
(S12001/1228); and

3) the other rule and guidance making powers listesicimedule 4 (Powers

exercised) to the General Provisions of the FCAasdtbook.

B. The rule-making provisions listed above are Bpgetfor the purposes of section

138G(2) (Rule-making instruments) of the Act.

Commencement

C. This instrument comes into force on 30 Septeraban.

Amendmentsto the Handbook

D. The modules of the FCA’s Handbook of rules anignce listed in column (1)
below are amended in accordance with the Annexgsdanstrument listed in
column (2) below.

1)

(2)

Glossary of definitions Annex A
Conduct of Business sourcebook (COBS) Annex B
Collective Investment Schemes sourcebook (COLL) nexnC
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Citation

E. This instrument may be cited as the Non-UCIT&R&chemes Investing in llliquid
Assets Instrument 20109.

By order of the Board
26 September 2019
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Annex A

Amendmentsto the Glossary of definitions

In this Annex, underlining indicates new text, wwsléndicated otherwise.

Insert the following new definitions in the apprigpe alphabetical position. The text is not

underlined.

FIIA afund investing in inherently illiquid assets.

fund investing in anon-UCITS retail schemghich satisfies the conditions in (1), (2)
inherently illiquid and (3):

assets

1)

(2)

3)

either:

(@) the investment objectives and policy publisimed
theinstrument constituting the furathd the
prospectusim to invest at least 50% of the value of
thescheme propertyn inherently illiquid assetsor

(b) at least 50% of the value of theheme properthias
been invested imherently illiquid assetfor at least
three continuoumonthsin the last twelvenonths
and

theinstrument constituting the furathd theprospectusio
not provide fodimited redemption arrangementsat reflect
the time typically needed to sell, liquidate orsgdmut the
inherently illiquid assets which thenon-UCIT Sretall
schemenvests; and

theschemas not in the process of winding up or
termination.

inherently illiquid asset an asset which is:

(1)
@)
3)

an immovable;
aninvestmenin an infrastructure project;

atransferable securitywithin paragraph (2) of that
definition) that is neither:

(@) agovernment and public securiignominated in
the currency of the country of iissuer

(b) asecuritywhich is listed or traded on atigible
market; nor
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(4)

(5)
(6)

(7)

FCA 2019/90

(© a newly issuedecuritywhich can reasonably be
expected to fall within (b) when it begins to be
traded,

any otheinvestmentvhich is not listed or traded on an
eligible market and satisfies one or more of the following
conditions:

€)) sale and purchase transactions are typically
negotiated on a one-off basis;

(b) valuation for the purposes of agreeing a pate is
typically complex and may require the seller and/or
buyer to obtain specialist advice;

(c) it may take significant time for one partyan
proposed transaction to identify another partymprio
to sale and purchase negotiations commencing;

(d) once negotiations have commenced, transaction
typically take significant time to complete;

aunitin anothefFIllA;

aunitin aqualified investoschemavhere thatualified
investor scheme

(@) would itself meet condition (1) of the defiait of a
FIIA if it were anon-UCITS retail scheme

(b) permits redemptions ohitson timescales which do
not reflect the time typically needed to sell, Idpte
or close out the assets in which thalified
investor schemmvests, those assets being ones
which fall within paragraphs (1) to (5) above oy (7
below; and

(c) is not in the process of winding up or terntio;

aunitin an open-endednregulated collective investment
schemavhere thaunregulated collective investment
scheme

(@) aims to invest at least 50% of the value ef th
property of theunregulated collective investment
schemen assets falling within paragraphs (1) to (6)
above;

(b) permits redemptions ohitson timescales which do
not reflect the time typically needed to sell, Idpte
or close out those assets; and
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(c) is not in the process of winding up or terntiom.

Amend the following definition as shown.

eligible

(in COLL and in the definition oinherently illiquid assgt(in
relation to asecuritiesor aderivativesmarket) a market that
satisfies the requirements@OLL 5.2.10R (Eligible markets:
requirements) in relation to schemes falling ur@éi_L 5.
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Annex B
Amendmentsto the Conduct of Business sour cebook (COBS)

In this Annex, underlining indicates new text.

4 Communicating with clients, including financial promotions

4.5 Communicating with retail clients (non-MiFID provisions)

Funds investing in inherently illiquid assets Ad)

4516 R (1) Thisrule applies to anyinancial promotionrelating to &FIIA
except theéFllA’s prospectus

(2) A firm must ensure that the following risk warning isegiv

“[Name of fund] invests in assets that mayraets be hard
to sell. This means that there may be occasions wbe
experience a delay or receive less than you mitfierevise
expect when selling your investment. For more imi@tion
on risks, see the prospectus and key investormdton
document.”

(3) Ifthefinancial promotionis anon-real time financial promotigra
firm must ensure that the risk warning is promineniieed in the
financial promotionn a font size that is at least equal to the
predominant font size used throughout the commtinita

4517 G Therulesin COBS4.5 do not apply to the form or content dfleRS-KI|I
documen{seeCOBS4.1.7AR (Modification relating to the Kl

Requlation)).

4.5A Communicating with clients (including past, smulated past and future
performance) (MiFID provisions)

Funds investing in inherently illiquid assets )

45A.17 R Q) Thisrule applies to anyinancial promotiorrelating to &F1IA that is
addressed to, or disseminated in such a way tislikely to be
received by, aetail client, except thé=1lA’s prospectus
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(2) A firm must ensure that the following risk warning is give

“[Name of fund] invests in assets that mayraet be hard
to sell. This means that there may be occasions wbe
experience a delay or receive less than you mitfieravise
expect when selling your investment. For more imf@tion
on risks, see the prospectus and key investorrrdton
document.”

(3) Ifthefinancial promotionis anon-real timefinancial promotion the
risk warning must be prominently placed in fimancial promotion
in a font size that is at least equal to the praedant font size used
throughout the communication.

Therulesin COBS4.5A do not apply to the form or content dilBIRS-KI|
documen{seeCOBS4.1.7AR (Maodification relating to the Kl

Regqulation)).
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Annex C
Amendmentsto the Collective Investment Schemes sour cebook (COLL)

In this Annex, underlining indicates new text atrikeng through indicates deleted text.

4 Investor Relations

4.2 Pre-sale notifications

Table: contents of the prospectus

4.2.5 R  This table belongs @OLL 4.2.2R(Publishing the prospectus).

I nvestment objectives and policy

3 The following particulars of the investment objees and policy of the
authorised fund

(pa) | for afund investing in inherently illiquid assetkleast the
following (seeFUND 3.2.2R(8) (Prior disclosure of information t

investors)):

) an explanation of the risks associated withstigeme
investing ininherently illiquid assetand how those
risks might crystallise;

(i) a description of the tools and arrangements the
authorised fund managevould propose using,
including those required BYCA rules to mitigate the
risks referred to in (i); and

iii an explanation of the circumstances in which those
tools and arrangements would typically be deployed
and the likely consequences for investors;
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Guidance on contents of the prospectus
4.2.6 G (1)

(4A) In relation toCOLL 4.2.5R(3)(pa)(ii) and (iii), the types of liquigit
management tools and arrangements that shoulcatiypbe
described include:

(@) suspension of dealing undéOLL 7.2.-3R,COLL 7.2.-2R,
COLL7.2.-1RandCOLL 7.2.1R;

fair value price adjustment (s€OLL6.3.3ER, andCOLL
6.3.6G(1)(5) tacCOLL6.3.6G(1)(7));

6.3.6G(1)(7A) andCOLL 6.3.6G(1)(7B)); and

measures to prevent dilution, such as applyinduwtiain levy
(seeCOLL 6.3.8R).

(b)
(c) fair and reasonable valuation of an immovable (38&L
(d)

5 Investment and borrowing powers

5.6 Investment powers and borrowing limitsfor non-UCITSretail schemes

Funds investing in inherently illiquid assets I

565E G (1) TheGlossarydefinition of afund investing in inherently illiquid
assetqor FIIA) includes conditions relating to, amongst other
things, the investment objectives of sun-UCITS retail schemes
and the proportion afcheme propertwhich is invested in
inherently illiquid assets

2 Examples of such assets include:

(@) property and real estate;

sharesin aspecial purpose vehiclavesting in infrastructure
projects;

(b)
(c) sharesissued by a company that are not listed or additie
trading; and

(d)

unitsin aproperty authorised investment fund
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Standing independent valuer and valuation

5.6.20 R
3) The following requirements apply in relatimnthe functions of the
standing independent valuer
(H any valuation by thetanding independent valuerust be
undertaken in accordance with-kPS2.3-efthe RICS
luati \ards (T} I 1) (th editionlisbd
Noevember2013) UKVPS 3 and 2.3 of UKVPGA of the BIC
Valuation — Global Standards 2017, UK national sexment
2018 (the RICS Red Book) or, in the case of oversea
immovables, on an appropriate basis but subje€CQbL 6.3
(Valuation and pricing).
6 Operating duties and responsibilities
6.3 Valuation and pricing

Accounting procedures

6.3.3D R

Valuation of an immovable

6.3.3E R Anauthorised fund managenay only agree a fair and reasonable price for
an immovable to reflect a rapid sale if ih@spectustates that it may do so,
in accordance witiCOLL 4.2.5R(3)(pa)(ii).
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6.6.2
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Valuation and pricing guidance

G

Table: this table belongs@G®LL 6.3.2G(2)(apndCOLL 6.3.3R
(Valuation).

Valuation and pricing

1 | Thevaluation of scheme property

(7A) | Where theauthorised fund managethedepositaryor thestanding
independent valudnave reasonable grounds to believe that the most
recent valuation of an immovable does not refleetdurrent value
of that immovable, then, unle€OLL 6.3.6G(1)(7B) applies, the
authorised fund managehould consult and agree with the
standing independent valuarfair and reasonable value for the
immovable.

(7B) | Where theauthorised fund managelecides that an immovable
must be sold quickly to mestdemptiorrequests as they fall due, |it
should consult and agree with ht@anding independent valuarfair
and reasonable price for the immovable to reflaeipid sale, to
extent that th@rospectustates that it may do so.

Power s and duties of the scheme, the authorised fund manager, and the

depositary

Table of application

R  This table belongs @OLL 6.6.1R.

Rule ICVC ACD Any Deposita| Authoris | Deposita
other ryofan | edfund | ryofan
directors| ICVC | manager, AUT or
of an of an ACS
ICVC AUT or
ACS
6.6.3CR* X X
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6.6.3DG* X X
6.6.3ER* X X
6.6.3FR* X X
6.6.4BR* X X
6.6.4CR* X X
6.6.4DG* X X
Notes:
(6) *COLL6.6.3CRCOLL6.6.3DG,COLL6.6.3ER and
COLL 6.6.3FR apply only to thauthorised fund
managerof aFIlIA.
(1) *COLL6.6.4BR,COLL6.6.4CR, andCOLL6.6.4DG
apply only to thelepositaryof aFIIA.

Additional functions of an authorised fund manaofes FIIA

R  Theauthorised fund managef aFIlIA must establish, implement and
maintain an adeguate liguidity management contiog@tan for exceptional
circumstances which sets out:

(1) how theauthorised fund managevill respond to a liquidity risk
crystallising;

(2) the range of liquidity tools and arrangements wliichay deploy in
such exceptional circumstances, any operationdleciyges associated
with the use of such tools and the likely consegasrior investors;

(3) the procedures for working with tldepositaryin the event the
authorised fund managenust deploy these tools and arrangements;

(4) how theauthorised fund managevill work with its delegates, such as
third-party administrators, and other relevantdigarties including
intermediate unitholdergo:

(@) deploy the liquidity management tools and arrangese

(b) communicate their use in a timely wayuaitholders and
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(c) implement any other part of this contingency plan;

(5) any operational challenges likely to arise from kitog with relevant
third parties identified at (4); and

(6) communication arrangements for internal and extexocerned
parties (including th&CA, investors and the media where necessary).

6.6.3D G Compliance withCOLL 6.6.3CR may enablefall-scope UK AlFMthat is
anauthorised fund managef aFlIA to meet some of its obligations under
article 47(1)(e) of thé&IFMD level 2 regqulation

6.6.3E R (1) Theauthorised fund managef aFIIA must obtain written

confirmation from any relevant third party idereidi in the
contingency plan und€2OLL 6.6.3CR(4) that the third party will be
able to undertake the matters specified in (2ags |s is reasonably

practicable.

(2) Thematters specified for the purpose of (1) are thatrélevant third
party will, where necessary, be able to:

[E)) deploy any liquidity management tools and arrangegsen
whichthe authorised fund managplans to rely as part of its
contingency plan;

(b) in a timely way, communicate tlaithorised fund manager’s
use of any such tools and arrangementsitholders and

(©) carry out any other part of the contingency plarnciithe
authorised fund managéras identified as requiring action by
that third party.

6.6.3F R Theauthorised fund managef aFIIA must provide théepositaryon an
ongoing basis with all relevant information it neeéd comply with its
obligations unde€OLL 6.6.4BR.

Specific duties of a depositary: oversight of ligaidity management of a FIIA

6.6.4B R Thedepositaryof aFIIA must:

Q) reqgularly make its own assessment of the liquigityfile of the
FlIA and the liquidity risks presented by theheme propertgf a
FlIA;

(2) take reasonable care to overseedimhorised fund manager’s
liguidity management systems and procedures omgaing basis,
using the assessment it has made under (1), toestimkFlIA is
managed in accordance with the followl@@LL rulesand, in the
case of &llA managed by &ull-scope UK AIFM the following
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FUND rulesand provisions in thAIFMD level 2 requlation

COLL 4.2.5R(3)(pa);

COLLG6.6.3CR andCOLL 6.6.3ER;

FUND 3.2.2R(8);

FUND 3.2.5R;
FUND 3.6.3R;

article 44(1) and (2)(c) of th&lFMD level 2 regulation

articles 46 to 49 of thalFMD level 2 requlatiopand

EEeEbREEETE

article 108 of thAIFMD level 2 requlationand

3) establish an escalation procedure when instangestential non-
compliance with theulesand provisions set out in paragraph (2) are
identified, the details of which must be made aldé to thaCA

upon request.

R  Thedepositaryof aFIIA managed by amall authorised UK AlFMnust not
delegate its functions und€OLL 6.6.4BR to one or more third parties,
except in relation to supporting administrativeéemhnical tasks that are
linked to these functions.

G Subject to certain specified exceptions, dieeositaryof aFIIA managed by

afull-scope UK AlIFMs generally prohibited from deleqgating its funaso
(see in particulaFUND 3.11.26R (Delegation: general prohibition) and
FUND 3.11.28R (Delegation: safekeeping)).

Duty to inform the FCA

G SUP15.3 (General notification requirements) contairiesandguidance
on matters that should be notified to #@A. Such matters include, but are
not limited to, any circumstance that tdhepositarybecomes aware of whilst
undertaking its functions or duties@OLL 6.6.4R(1) (General duties of the
depositary) and (where applicab@PLL 6.6.4BR (Specific duties of a
depositary: oversight of the liquidity managemeina &11A), that theFCA
would reasonably view as significant.

Suspension of dealings and termination of authorised funds

Introduction

Page 14 of 19



7.1.2

7.1.3

1.2

7.2.-3

Table of application

R  This table belongs t6OLL 7.1.1R.

FCA 2019/90

Rule ICVC| ACD Any Deposita| Authorise| Depositar
other ry of an d fund y of an
directors | ICVC manager| AUT or
of an of an ACS
ICVC AUT or
ACS
7.2.-3* X X X X
1.2.-2* X X X X
7.2.-1* X X X X
Notes
(4 COLL7.2.-3R t0 7.2.-1R apply only to thathorised
fund manageanddepositaryof anon-UCITS retalil
scheme
Purpose
G (1 This chapter helps to achievedtatutory objectivef protecting

investors by ensuring-they-de-net-buy gehorised fund manager
does not sell aredeem unitst aprice that cannot be calculated
accurately. For instance, due to unforeseen cirtamass, it may be
impossible to value, or to dispose of and obtaynpent for, all or
some of thescheme propertgf anauthorised funar sub-fund

COLL7.2.-3R,COLL7.2.-2R,COLL7.2.-1R, andCOLL7.2.1R
{Reguirement)-sets set out the circumstances inhndmauthorised
fund managemust or may suspend-dealigsalingsin unitsand the
manner in which a suspension takes effect.

)

Suspension and restart of dealings

Requirement

R (1)

This rule applies to thauthorised fund manag@f anon-UCITS
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retail schemaef at any time:

(@) astanding independent valukas expressed material
uncertainty in accordance with VPS 3 paragrapho? &(d
the guidance at VPGA10, RICS Valuation Global
Standards 2017 (The Red Book) (effective from ¥ Jul
2017), about the value of one or more immovablekun
management and that material uncertainty applies least
20% of the value of thecheme propertyor

(b) theauthorised fundnvests at least 20% of the value of the
scheme propertin units of one or more othexuthorised
fundsfor whichdealingsin units have been temporarily
suspended undé€p).

As soon as possible and in any event by the etitea$econd
business dagfter the day on which thrsile starts to apply under
(1), theauthorised fund managenust temporarily suspend
dealingsin unitsin theauthorisedfundunless (3) applies.

Dealingsin unitsin theauthorised funanay continue provided
that:

(@) as soon as possible and in any event by the et of
secondousiness dagfter the day on which thisile starts
to apply under (1), thauthorised fund managand the
depositaryagree thatlealingsin unitsin theauthorised
fundshould continue;

(b) theauthorised fund managend thedepositaryhave a
reasonable basis for determining that a temporary
suspension adealingsin unitswould not be in the best
interests ofunitholdersin theauthorised fungand

(c) theauthorised fund managend thedepositarydo not rely
solely on a fair value price adjustment when makiveir
determination under (b).

This rule applies where thauthorised fund managef anon-
UCITS retail schemis required to temporarily suspeddalingsin
unitsin theauthorisedfundunderCOLL 7.2.-3R(2) oiICOLL 7.2.-

1R(3).

Theauthorised fund managenust notify thedepositarybefore
suspendinglealingsin unitsin theauthorised fund

During the suspension, tla@thorised fund managenust follow
the requirements set out in the following provisiowhere

applicable:
(a) COLL7.2.1R(2);

Page 16 of 19



FCA 2019/90

COLL7.2.1R(2A);

COLL7.2.1R(2B);

COLL7.2.1R(2C);

COLL7.2.1R(3);

COLL7.2.1R(4A);

COLL7.2.1R(5); and

EEBbBREEEE

COLL 7.2.1R(6).

Dealingsin units must restart as soon as reasonably practicable
after:

(a) thestanding independent valuemsaterial uncertainty
assessment applies to less than 20% of the valilne of
scheme properfyand

(b) thescheme’s depositamyives its approval for the
temporary suspension to be removed.

If a non-UCITS retail schemeperatesimited redemption
arrangementsnd a suspension has prevertedlingsin unitsat a
valuation point theauthorised fund managenust declare an
additionalvaluation pointas soon as possible after the restart of
dealingsin units

This rule applies to aub-fundas it applies to aauthorised fund
and:

(a) references to thenitsof theclassor classegelate to that
sub-fundand to thescheme propertgttributable to theub-

fund and

(b) thisrule can only apply to one or mootassesf units
without being applied to othetassesf the authorised
fund manageconsiders that a suspensiordeglingsin
unitsof some but not altlassef unitsis in the best
interest of all theinitholdersof thatauthorised funar
sub-fund

Thisrule applies where thauthorised fund managend the
depositaryagree thatlealingsin unitsin theauthorised fund
should continue und€2OLL 7.2.-3R(3) and, if relevant, following
a review under thiaule.

During the period of material uncertainty (seel@ow), the
authorised fund managandthedepositarymust review their
agreement not to suspeddalingsin unitsin theauthorised fund

Page 17 of 19



1.2.2

G

FCA 2019/90

at least every 1days

Following such a review tha&uthorised fund managenust
temporarily suspendealingsin unitsin theauthorised fundinless

(4) applies.

Dealingsin unitsin theauthorised funanay continue provided
that:

(@) theauthorised fund managend thedepositaryagree that
dealingsin unitsin theauthorised fundghould continue;

(b) theauthorised fund managend thedepositaryhave a
reasonable basis for determining that a temporary
suspension afiealingsin unitswould not be in the best
interests ofunitholdersin theauthorised fungand

(c) theauthorised fund managend thedepositarydo not rely
solely on a fair value price adjustment when makieir
determination under (b).

Theauthorised fund managenust inform theFCA of the results
of each review.

This rule applies to aub-fundas it applies to aauthorised fund
and:

(a) references to thenitsof theclassor classegelate to that
sub-fundand to thescheme propertgttributable to theub-

fund and

(b) thisrule can only apply to one or mootassesf units
without being applied to othetassesf the authorised
fund manageconsiders a suspensiond#alingsin units
of some but not all classeswiitsis in the best interest of
all theunitholdersof thatauthorised funar sub-fund

In thisrule, a “period of material uncertainty” is any peridaring
which one or both o£EOLL 7.2.-3R(1)(a) and (b) applies.

Guidance

(-1)

Theguidancein (1), (1A) and (1B) does not apply in

(1)

circumstances where anthorised fund managés required to
temporarily suspendealingsin unitsin anauthorised fundinder
COLL7.2.-3R orCOLL7.2.-1R.

Suspension should be allowed only in excelicases where
circumstances so require and suspension is jubtifwing regard
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to the interests of thenitholders

(1A) Except in the case &filAs (for which see (1B) belowRifficulties
difficulties in realising scheme assets or temppsortfalls in
liquidity may not on their own be sufficient justition for
suspension. In such circumstancesabthorised fund manager
anddepositarywould need to be confident that suspension could
be demonstrated genuinely to be in the best inteoéthe
unitholders Before arauthorised fund managemddepositary
determines determine that it is in the best interetunitholdersto
suspendlealing # they should ensure that any alternative cairse
of action have been discounted.

(1B) In the case oFllAs, there may be circumstances where suspension
is genuinely in the best interestsurfitholders for example, where
orders received faiedemption®f unitsat the next valuation
period cannot be executed without significantlyldepg the
scheme’siquidity, and/or without sellingcheme propertgt a
substantial discount to its open market value.

8 Qualified investor schemes
84 Investment and borrowing powers

Standing independent valuer and valuation

8413 R (1)

(2)

() any valuation by thstanding independent valugrust be
undertaken in accordance with-UkRPS-2.3-of the RICS

Valuation-Standards{TFhe Red Book){9th-editionlishled
Noevember2013) UKVPS 3 and 2.3 of UKVPGA 2 of the
RICS Valuation — Global Standards 2017 UK national
supplement 2018 (the RICS Red Book) or, in the oése
overseas immovables, on an appropriate basis bjgcuo
any provisions of theastrument constituting the fund
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