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EFAMA’s comments on ESMA’s Consultation Paper on
Draft guidelines on complex debt instruments and
structured deposits [ESMA /2015/610]

ESMA’s Consultation Paper on the draft guidelines on complex debt instruments and structured
deposits sits within a much wider-reaching discussion on the complexity of financial instruments and
the framework under which they may be distributed to retail investors. Debt instruments and
structured deposits are clearly different to funds and insurance-based PRIIPs due to their inherent
product structure. Thus, there should be no simple “read-across” from the outcome of this
consultation to other product types.

EFAMA! would thus like to take the opportunity of this consultation to provide some general
observations on the wider debate on “complexity”.

MIFID Il allows AlFs to be assessed against the complexity test

MIFID established the fundamental principle that at a certain level of complexity a financial product
might become too difficult for retail investors to fully understand its underlying investment benefits
and risks, thus requiring financial advice to assist the investor in making the correct decision. However,
in its final advice to the European Commission, ESMA stipulated that MiFID Il considers all non-UCITS
as complex products, thus from EFAMA’s point of view contradicting this important principle.

First and foremost, EFAMA does not agree with ESMA’s interpretation that the MiFID Il Level-1
Directive categorically bans all non-UCITS funds (now AlFs under AIFMD?) from “execution-only”
distribution.

The reference in MIFID Il to shares in AlFs only makes clear that AIFs cannot automatically be
considered as non-complex just because the AlF is listed. The co-legislator did not intend to include a

LEFAMA is the representative association for the European investment management industry. EFAMA represents
through its 26 member associations, 63 corporate members and 25 associate members about EUR 17 trillion in
assets under management of which EUR 11.3 trillion managed by 55,600 investment funds at end December
2014. Over 36,100 of these funds were UCITS (Undertakings for Collective Investments in Transferable Securities)
funds.

2 The original intention of AIFMD was to regulate financial products (such as hedge funds, commaodity funds,
private equity funds) that could pose macro prudential risks to the financial system and whose product
manufacturers were not yet regulated on a pan-European level. For this very reason, it was decided to define
AlFs as all types of funds that are non-UCITS, which does not offer any clarification between different types of
AlFs. The only differentiation present in AIFMD, again from a prudential risk viewpoint, is the differentiation
between “normal” funds and “hedge fund” type AlFs that employ leverage on a substantial basis (Article 111 of
Regulation (EU) No 231/2013).
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presumption regarding the complexity of AlFs in general, only to prevent listing being used to avoid
the consideration of complexity. The wording of the exclusion in MiFID Il Art. 25(4)(a)(i) supports this
reading: it refers only to “shares” in non-UCITS and not to “shares or units” in non-UCITS. The latter
wording is usual for any general reference to interests in funds, because of the different legal forms
that funds may take (corporate, contractual or trust structure). Hence, the wording clearly indicates
that the co-legislators did not wish to signal that AlFs in general are automatically complex, but only
that a fund’s legal form does not prejudice whether it should be subject to the complexity test. Indeed,
for this very reason ESMA is instructed to provide further guidance on what constitutes complex debt
instruments and structured deposits.

Thus, the assessment whether a product has to be considered as complex according to MiFID Il has to
take into account that most of the products covered by MiFID Il are unregulated products or even
products where neither the issuer nor the product is regulated. Regulated products, such as UCITS or
other investment funds regulated in a similar way on a national level, already integrate a protective
mechanism for investors because of investment and borrowing limits, eligible assets, requirements
regarding liquidity and risk management and, in particular, the segregation of the funds’ assets from
the issuers’ assets. Unregulated products, on the other hand, provide these mechanisms only on a
voluntary basis, if at all. For this very reason it is essential for the interests of retail investors that the
complexity of all MiFID Il products is analysed thoroughly. The approach toward complex instruments
should be consistent and should not stigmatise products that include protective mechanisms for retail
investors as complex, while at the same time other instruments (e.g. such as structured notes not
employing derivatives in their investment strategy) would be considered as non-complex under the
current execution-only regime, although the product can pose far more risks to the retail investor.

Second, ESMA’s interpretation neglects to appreciate the large and diversified universe of AlFs, ranging
from complex and leveraged hedge funds to non-complex, non-leveraged retail funds whose
investments are restricted by Member States’ laws. In particular, many Member States have long-
established regulatory frameworks for retail funds that — while not being UCITS — are designed for
retail customers and are subject to detailed rules, over and above the AIFM Directive, and similar to
the UCITS Directive (i.e. investment and borrowing restrictions and diversification requirements).

Third, as ESMA rightly underlines, the “complexity” discussion in MiFID is very specific and limited to
the question whether certain products may be distributed via execution-only channels. The
differentiation between complex and non-complex product types (Art. 25 para. 4 of the MiFID Il)
should therefore be seen in this narrow context and in no case be regarded as a basis for this wider
and more general discussion on the understanding of complexity.

In summary, while EFAMA unequivocally agrees that not all AlFs and other products can be considered
as non-complex, we underline that MiFID Il clearly distinguishes between more and less complex
financial products, the latter being deemed safe enough to allow distribution through execution-only
channels. It does not categorically intend to disregard whole product categories. Thus, a similar
process of assessing the complexity towards a retail investor should be allowed to distinguish between
UCITS-like/retail AlFs (taking into account the particular AIF’s investment strategy and risk profile) that
can be distributed execution-only to retail investors and those AlFs that cannot.
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Question 3: Do you agree with the examples of debt instruments that incorporate a structure making
it difficult for the client to understand the risk? If not, which examples and why not?

In line with our introductory comments, we stress that different product types such as structured
product and funds have fundamentally different features that do not allow a simple read-across in
analysis. Nevertheless, several concepts suggested by ESMA contain some questionable notions on
which EFAMA would like to comment.

(i) Example iv: Debt instruments with an unfamiliar and unusual underlying (p. 12)

ESMA’s suggestion that particular attention should be paid to products with unfamiliar underlying is
reasonable, but to deem complex any “debt instrument denominated in a currency which is not the
one of the jurisdiction (or a currency that is pegged to the currency of the jurisdiction) where the
investment services are provided” is not.

ESMA should, at the very least, distinguish between EU and non-EU currencies, as otherwise
unnecessary barriers between the Eurozone and non-Eurozone members will be created (e.g.
investment of a UK retail investor into a German structured bond) and thus further fragment the
European single market. We would argue that this ultimately undermines the Commission’s current
plans in the CMU Green Paper to reinforce retail investors’ participation in the European capital
markets®.

(ii) Example viii: Debt instruments that would classify as “packaged products” under the PRIIPs

Regulation (p. 13)

EFAMA also finds it problematic to deem any debt instruments that are packaged products under the
PRIIPs KID Regulation as automatically complex products, therefore judging any financial products
where the performance depends on an underlying pool of assets (which is the main characteristic of a
fund, for example) as complex. Such understanding is neither in line with MiFID Level-1, which clearly
states that UCITS (except for structured UCITS) are non-complex products?, nor with the PRIIPs KID
Regulation, which simply mentions that some PRIIPs might be considered as complex®. UCITS, for
example, are “packaged products” within the meaning of the PRIIPs KID Regulation but the majority
are specifically declared non-complex under MiFID Level-1.

3 To underline this point, we would stress that there are many UCITS and retail AIF whose units or shares are
denominated in EU currencies but whose underlying assets are denominated in other currencies.

4 This is even underlined by ESMA itself in Footnote 17 of the Consultation Paper.

> PRIIPs Regulation (Regulation (EU) No 1286/2014), Recital 1: “Retail investors are increasingly offered a wide
variety of packaged retail and insurance-based investment products (PRIIPs) when they consider making an
investment. Some of these products provide specific investment solutions tailored to the needs of retail
investors, are frequently combined with insurance coverage or can be complex and difficult to understand.
Existing disclosures to retail investors for such PRIIPs are uncoordinated and often do not help retail investors to
compare different products, or understand their features. Consequently, retail investors have often made
investments without understanding the associated risks and costs and have, on occasion, suffered unforeseen
losses.” [Emphasis added by EFAMA]
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We, thus, disagree with ESMA’s interpretation that this could be considered an exemption for
packaged products. The simple fact that a product’s performance relies on the performance of other
assets cannot be the reason for a financial product’s complexity.

* %k %k

Brussels, 15 June 2015

[15-4065]



