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CRD IV and UCITS V remuneration rules — their impac t on asset

managers

Subhead

CRD IV* and UCITS V are the latest iterations of the Directives goirertEU credit Attomeys
institutions and investment firms and UCITS fundd ananagement companies. European | FHEEE e
Economic Area EEA”) Member States were required to apply CRD IV acdafiuary 2014 John Young

and will be required to apply UCITS V on 18 MardilB.

Both CRD IV and UCITS V contain rules on the mannewrhich staff are remunerated, which are designed
promote sound and effective risk management. Thagt focuses on the impact of the new remuneratibes in
these Directives on asset managers. Following thigjnal introduction in CRD lll, remuneration ed were
introduced for alternative fund managers in 2018aurthe Alternative Investment Fund Managers Divect
(“AIFMD ™). AIFMD provides the “blueprint” for the rules IDCITS V for fund managers regulated under the
UCITS Directive.

Remuneration rules under CRD IV

CRD IV remuneration rules apply to credit instituis (broadly, EU deposit-taking banks) and somesyy EU
investment firmg.Broadly, the types of investment firms that areject to CRD IV are investment firms that have
permission to engage in proprietary trading (encassjmg broker-dealers) or certain corporate finaotgities
(such as “placing” or underwriting). In additiohete are a number of asset managers that havetsoughsubject
to CRD IV to qualify as a “sponsor” for securitizat risk retention purposes.

CRD 1V makes a number of changes to the existinguresration rules that apply to EEA firms that arbjsct to the
CRD. In particular, CRD IV imposes the bonus cabicl imposes a ratio of fixed and variable remutienaof 1:1,
or 1:2 with shareholder approval (with a quorun®0% of shareholders, 66% of votes in favour wowdddxuired,
and, if that quorum is not reached, 75% of votestrbe in favour}:CRD IV also requires that all variable
remuneratison should be subject to “clawback” aregments (in light of subsequent poor performanctby
individual):

CRD IV includes the proportionality principle, whids that the rules must be applied in a mannerogpate to the
size of the firm and the types of activities thatridertake§ The European Banking AuthoritygBA”) is
responsible for publishing guidelines on, amongsénthings, the precise application of this piitei The EBA

! Directive 2013/36/EU on access to the activitgrefdit institutions and the prudential supervisideredit institutions and
investment firms, amending Directive 2002/87/EC aakaling Directives 2006/48/EC and 2006/49/E@dter known as
“CRD IV").

2 Directive 2014/91/EU, amending Directive 2009/65/&n the coordination of laws, regulations and aitiative provisions
relating to undertakings for collective investmamtransferable securities (UCITS) as regards dégrysunctions,
remuneration policies and sanctions (known as “LECVT).

3 See definition of investment firm in Article 4(8j Regulation 575/2013.

* Article 94(1)(g).

® Article 94(1)(n).

® Recital 66.
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published a consultation paper and draft guidelinddarch 2015, where it outlined its proposed a@ph in regard
to proportionality. In this paper, the EBA expras#s view that proportionality cannot act to dipgpindividual
requirements of CRD IV (such as the bonus cap la@dequirement to pay a portion of the remunerdiiokind”

in equity). In the EBA’s view, all remuneration tegements must be applied to at least the minimwnestholds set
by CRD IV, and that proportionality means applieatof all the rules in a manner appropriate toitisétution’s
size, internal organization and nature, scope antptexity of its activities.

Itis currently unknown whether the EBA will addpts approach in its final guidelines. The EBA laaknowledged
that its interpretation will have a significant iagt on small and less risky firms. The European @@sion's recent
(October 2015) announcement of two consultationtherimpact of the CRD IV remuneration rules sutgtsat it
will not release final remuneration guidelines Lite results of these consultations, meaningrésdlution of this
issue may not take place until early next year.

Position of asset managers that are part of a group that is subject to CRD IV

Many alternative investment fund manage®lifMs ") and UCITS managers are part of a group (suchl@anking
group) that is subject to CRD IV. CRD IV requiregraup-wide remuneration policy to apply to allfs&t group,

parent and subsidiary levels, and states that CRPrequirements for the contents of remuneratioliciges should
apply at least to those staff members whose priofesisactivities have a material impact on the grsuisk profile’

According to the EBA's draft guidelines:

« Staff within an AIFM or UCITS managevhose professional activities have a material impaon the
group’s risk profile on a consolidated basisare subject to CRD IV remuneration rules, inclgdine bonus
cap. Firms will need to identify any such staff aledermine whether, for instance, the activitiesuiof
individual portfolio manager within an AIFM or a UCS manager can be said to have an impact on the
group’s risk profile. It is likely that an indiviélin an AIFM or a UCITS manager would need to eiser
significant influence either within the firm or tte group level to be subject to CRD 1V, such &sard
member of an AIFM or UCITS manager.

« Where specific CRD requirements conflict with tisectoral” requirements (meaning the specific
remuneration rules put forward under the AIFMDlog UCITS Directive), the remuneration policy should
set out for the relevant individuals which requissts should apply within the entity on an indivitlasis.
This means that, for instance, the requiremeriten&IFMD or UCITS Directive to pay part of the vaiie
remuneration in units in the fund would “trump” thguivalent requirement in CRD |V to pay part af th
variable remuneration in equity in the firm.

Subject to these qualifications, staff within arFM or UCITS manager that is within a group thatubject to CRD
IV are subject to the rules in the AIFMD and UCID8ective (which are broadly similar, but not idieat, to the
rules in CRD IV).

The European Securities and Markets AuthorigSMA”), the pan-EEA regulator, published a consultapaper
on guidelines on sound remuneration policies utitetJCITS V Directive on 23 July 2015. AccordingB8MA’s
draft guidelines (which form part of the consutiai:

« There should be no exception to the applicatiotnefUCITS remuneration principles to any management
company which is a subsidiary of a credit instiinti

« Where staff of the UCITS management company oAt/ are “identified staff” for the purpose of CRD
IV rules, they should be remunerated either:

" Articles 92(1) and 92(2).
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o On activities carried out on a pro rata basis betw@RD IV, UCITS and AIFMD (based on, for
instance, time spent on each service); or

o Where there is a conflict between CRD IV and UC[66AIFMD) remuneration principles, by applying
“sectoral” remuneration principles which are deemede effective for discouraging excessive risk
taking. Where the firm determines that compliandd WRD 1V is more effective, this should deem
compliance with remuneration requirements underT3Cand AIFMD. However, where specific CRD
IV requirements conflict with requirements underlUS or AIFMD, the remuneration of the individual
should follow the specific requirements under UCArAIFMD. This is in line with the EBA’s
guidance.

Remuneration rules under UCITS V

To date, UCITS management companies have not ldgecsto specific rules on staff remuneration. T€ NV
introduces remuneration rules that are similah®rtiles for AIFMs under the AIFMD, requiring UCITS
management companies to put in place remuneratibcigs that are consistent with sound risk managgeifh

The following is a summary of the UCITS V remuninaiprinciple$:

the manager must have a remuneration policy thainsistent with and promotes sound and effectske r
management and does not encourage risk-takingstiratonsistent with the UCITS'’ risk profiles ores;

the remuneration policy should be in line with thesiness strategy, objectives, values and inteoéste
UCITS, the manager and the investors in the UCHFS, include measures to avoid conflicts of interest
the management body of the manager should adopétimeneration policy and perform at least an annual
review (according to UCITS V, this can only be urtdieen by members of the management body who do
not perform any executive functions and who hayeeeiise in risk management and remuneration);

the compliance function should, at least annuadlyiew implementation of the remuneration policy;

staff in control functions (such as senior legal aampliance staff) should be compensated in aerwe
with their functions’ objectives, independentlytbé performance of the business areas that theyoton

a remuneration committee should oversee remunaratisenior officers in risk management and
compliance;

performance-related remuneration must be basedcomaination of the assessment of the performahce o
the individual and of the business unit or fundamned and the overall results of the UCITS manager
taking into account financial and non-financiateria;

performance must be assessed in a multi-year frankefappropriate to investors’ recommended holding
period in the fund), so that the assessment igdb@séonger-term performance of the fund;

guaranteed variable remuneration must only be ipdide first year following a new hire and evenrtioaly

in exceptional circumstances;

fixed and variable remuneration components mustdi@nced appropriately, and the manager must fnave t
option of paying no variable remuneration;

payments for early termination reflect the perfonggachieved over time and are designed in a vay th
does not reward failure;

variable remuneration must be put in place witta@jstment mechanism that integrates all typesiotnt
and future risks;

a substantial portion (at least 50%) of the vasabmuneration component must be paid in non-cash
instruments, such as units of the UCITS conceragdivalent ownership instruments or other instrusien
with equally effective incentives. Where the mamaget of UCITS funds accounts for less than 50%nef t
total portfolio managed by the manager, the 50%mum does not apply, but the obligation to pay a
substantial portion of variable remuneration in{oash instruments remains. This requirement isestiig

8 Articles 14a and 14b of Directive 2009/65/EU, aaded by UCITS V.
° Article 14b of Directive 2009/65/EU, as amended TS V.
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the fund’s legal structure, its fund rules or instents of incorporation. In practice, managerdikety to
take a pragmatic approach to satisfy this requingme

« pay-out of between 40% and 60% of variable remuigranust be deferred over a period of three te fiv
years, subject to the requirements that the défeeraod is (1) appropriate in the view of investdrolding
period, and (2) correctly aligned with the natuféhe risk of the fund in question;

« variable remuneration (including the deferred portimust only be paid if it is sustainable accogdin the
manager’s financial situation as a whole and tdevidual’'s and fund’s performance, and provide for
variable remuneration to be reduced where eitreenthnager or the fund concerned performs badly, or
where the individual performs a “bad act” (incluglidawback of remuneration already paid);

« discretionary pension benefits must be held in cash instruments for five years if a staff membavés
before retirement. Following retirement, the mamagest also pay discretionary benefits in the fofm
non-cash instruments which must be subject toexyear retention period;

« staff may not use personal hedging strategiessuramce to undermine the risk alignment in the
remuneration arrangements; and

« variable remuneration may not be paid through Vebior methods that facilitate avoidance of the
requirements in UCITS V.

The remuneration provisions apply to senior mana&gemisk takers (such as portfolio managers, tsaded senior
sales staff), control functions (such as senioallegompliance and finance staff) and any othdf stamber whose
remuneration falls in the remuneration bracketevfier management, and other risk takers whose gsiofieal
activities have a material impact on the risk geofif the management company or UCIS.

Remuneration committee

UCITS management companies that are significatérms of their size or the size of the funds madatyeeir

internal or 1anization and nature, scope and contplektheir activities, must establish a remunierat
committee.

Proportionality principle

In AIFMD and UCITS V, remuneration principles atébgect to the proportionality principle, which fsat the rules
must be applied in a manner appropriate to theddigee firm and the types of activities which nidertakes. UCITS
V states that UCITS management companies must gomihl the rules “in a way and to the extent tisat i
appropriate to their size, internal organisatiod aature, scope and complexity of their activittés? noting at the
same time that UCITS management companies musly‘afighe principles governing remuneration pai

According to ESMA’s draft guidelines, proportiortglmay lead “on an exceptional basis” to the disiapfon of
some requirements, if this fits with the risk plafirisk appetite and strategy of the managemempeny and the
UCITS. Managers must be able to explain the basidifapplication to competent authorities, if resied. The
following requirements may be disapplied:

« the requirements on the pay-out process, namelsetiigrements on (i) variable remuneration in
instruments; (ii) retention; (iii) deferral and )igx-post incorporation of risk for variable remuaten; and
« the requirement to establish a remuneration coreenitt

According to the draft guidelines, the managementgany should assess its own characteristics anelaeand
implement remuneration policies and practices dhgh with the risks faced and provide adequateeifettive

10 Article 14a(3) of Directive 2009/65/EU, as amentgdJCITS V.

1 Article 14b(4) of Directive 2009/65/EU, as amendgdUCITS V.

12 12Article 14b(1) of Directive 2009/65/EU, as ameddby UCITS V.
13 Recital 3 of UCITS V.
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incentives. In applying the proportionality prinlepthe types of factors that a manager may taloeaocount will
include the manager’s total assets under manageelt); the average ratio between its fixed andatae
remuneration paid to staff; the complexity of rige@stment strategy (in this regard, index or traflteds are
regarded as lower risk); and the percentage of SGi3sets under management relative to other fisedsasnder
management.

Application of remuneration rules to delegates

Under AIFMD, ESMA required, in its remuneration deilines, the application of the AIFMD remuneratioies to
portfolio management delegates (i.e., sub-advisarah AIFM, including delegates establishmaside the EEA.
Although UCITS V did not include this principle Wit its provisions, a recital to the Directive mens the
possibility of this being required, referring tameneration rules applying to third parties thaké&anvestment
decisions that affect the risk profile of the UCIT&ith such rules applying “in a proportionate man’.

In its draft guidelines, ESMA has taken the sam@@gch on this point as it did under AIFMD, ands@éon the
draft) will require the application of remuneratinries to portfolio management delegates of UCITeé®agement
companies, by either of the following means:

« satisfying the condition that the delegate is “sgbjo regulatory requirements on remunerationaheat
equally as effective as those applicable undertigaglelines”; or

- the UCITS management company including a provisidhe contract appointing the delegate, whichestat
that the delegate must follow, to an appropriagrele UCITS remuneration rules.

A delegate that is already governed by EU remuimgraules (such as a manager governed by AIFMDRID CV)
will likely comply with whatever requirement is imaped on it by virtue of UCITS.

There are questions as to the degree to whichegiatel of a UCITS management company will be sulgettte new
rules. In particular:

« Under AIFMD, ESMA clarified that a delegate, in &ppg AIFMD remuneration rules, need only have
regard to those staff who have a material impadherfund’s risk profile and only in respect of {hartion
of the remuneration they receive for the delegataddate. ESMA may provide the same guidance under
UCITS.

« It seems sensible to apply the proportionality @pfe to the application of the remuneration rutes
delegates. The UK Financial Conduct Authority's@&’) guidance under AIFMD allowed managers to
disapply the “pay-out process rul¥sb delegates where the delegate acts with liniitedstment
discretion, and subject to the risk managemertt@fppointing manager. It is unknown whether tha BC
ESMA will adopt a similar approach for UCITS remusi@n rules. The FCA has stated that it will colesi
publishing further guidance once ESMA's guidelinesfinalised.

In practice, managers should consider the follovpagsible approaches to address the requiremepply
remuneration rules to its delegates:

« It may be possible to argue that, in view of thestegulatory risk controls to which a UCITS mgeaent
company and its delegate are subject to, noneeadétegate’s staff have a material impact on the'furisk
profile.

« It may be possible to limit the identified stafftiin the delegate to a sub-set of the staff invibivethe
delegation, excluding for instance individual politt managers with limited investment discretion.

14 The “pay-out process rules” comprise the rulepayment in kind in fund units, deferral of paymantl adjustment of
awards based on subsequent performance.
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« It may be possible to argue that rules should Ipdiexpin a proportionate manner, because the UCITS
mandate only represents a small portion of thegdédés activities.

« It may be open to managers to take the FCA's agpraader AIFMD, which allows managers to dis-apply
the “pay-out process rules” to delegates whereéhegate acts with limited investment discretiord &
subject to the risk management of the appointingager.

In the absence of any regulatory guidance, ikislyithat the precise application of remuneratioles to delegates
will be a matter for the principal and the delegateliscuss and tailor according to their interptiet of the rules
and the risks that the principal perceives.

Remuneration disclosures
UCITS V includes the following requirements for remeration disclosure.

Prospectus
The prospectus must include:

« details of the remuneration policy, including aagxdion of how remuneration and benefits are daled,
the persons responsible for awarding the remueraind benefits, including the composition of any
remuneration committee; and

- a statement that the details of the remuneratidinyp@utlined above) are available on a websitd by a

paper copy.

The key investor information document must alsot@iona statement that the details of the up-to-dateuneration
policy is available on a website and on request.

Annual report *°
The fund’s annual report must include:

- the total amount of remuneration during the furfaiancial year, split into fixed and variable reneuation,
paid by the management company to its staff, tmebr of beneficiaries, and any amount paid by the
UCITS itself;

- the aggregate amount of remuneration broken doweat®gories of employees or other members of staff
that are subject to the remuneration rules. Thigears to require a break-down of remuneration loj ea
category of staff, including senior managementetisk takers and control functions;

« adescription of how the remuneration and benk#fte been calculated;

« the outcome of the annual review of the remunengimlicy; and

« details of any material changes to the policy.

UCITS V is not explicit as to whether this disclosincludes remuneration paid to portfolio managendelegates
— it is possible that UCITS management companiestaiee the view that it does, and may request ldedai
remuneration paid by their delegates in order tisfgathis disclosure.

15 Article 69(1).
16 Article 69(3).
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