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ESMA/2016/1436 Consultation Paper - Draft guidelines on MiFID II product governance requirements 

[bookmark: _Toc455495118][bookmark: _Toc461114362]The Division Bank and Insurance of the Austrian Federal Economic Chamber, as legal representative of the entire Austrian banking industry, appreciates the possibility to comment on the above cited consultation document and would like to submit the following position:

I. General remarks
First of all the Austrian banking industry wants to emphasise to fully support the intention to introduce the MiFID II product governance regime in order to ensure a higher level of investor protection. 
At the same time, it seems that the envisaged implementation of MiFID II could lead in some areas to disproportionate burdens for manufacturers and distributors and to unnecessary constraints on the range of financial instruments the investor has access to. We are particularly concerned that the already extensive regulatory requirements under MiFID II (including the Level 2 measures) will be interpreted even more extensively on Level 3. This issue has to highlighted as Level 3 measures have to be framed by the legal framework established by Level 1 and 2 and should not go beyond. 
In this response we want to highlight in particular the following key messages, which will be explained below in more detail:

· The applicability of the six categories should relate to the services provided – advice/non-advice. (See answer to Q1 and Q3.)

· The distribution strategy and the manufacturer´s proposal of the type of investment service is out of scope of the target market definition and should not be an add-on criterion. (See answer to Q2 and Q3.)

· The proposed requirements concerning non-advisory clients would lead to a drastic reduction of eligible products for advice free models. This should especially in the interest of investors be avoided in any case. (See answer to Q8.)
Within the Guidelines on product governance the ESMA has to find the right balance between tailoring the product governance process (in particular the target market definition) as much as possible to individual clients on the one hand, but on the other hand ensuring that investors have access to a sufficiently broad range of financial instruments, including instruments provided by third party providers. Bearing this in mind it should be avoided that in the end only a few standardised products are available to the mass of clients because of overreaching requirements.

II. [bookmark: _Toc460827924]Questions and Answers
Q1: Do you agree on the list of categories that manufactures should use as a basis for defining the target market for their products? If not, please explain what changes should be made to the list and why.
In general, we agree with the list of categories but we have some additional remarks: 
The applicability of the six categories should relate to the services provided. The requirements of MIFID II should be respected. This means that with regard to non-advisory services, only categories (a) (The type of clients to whom the product is targeted) and (b) (Knowledge and experience) should be applicable.
The type of clients to whom the product is targeted
From the manufacturer perspective this specification should be limited solely to the MiFID II client categorization of “Retail Client”, “Professional Client” and “Eligible Counterparty”.
Knowledge and experience
Only knowledge should be considered.
Client needs
As ESMA describes client needs could be used to “fine tune” the client objectives but it should not be considered mandatory. Only with regard to particular financial products like “green” or “ethical” investments this criteria should be applied. Certain special needs such as “green” or “ethical” investments should only be considered when a client explicitly asks for such type of investment. What is more, there are not enough established standards in order to verify “green” or “ethical” investments. It is very likely that what one client sees as “green” or “ethical” investment is unethical or “not green enough” for another.

Q2: Do you agree with the approach proposed in paragraphs 18-20 of the draft guidelines on how to take the products’ nature into account? If not, please explain what changes should be made and why.
We basically agree with the approach proposed in paragraph 18 of the Draft Guidelines. With regard to the distribution strategy on manufacturer level we expect that the distribution strategy and the manufacturer´s proposal of the type of investment service is out of scope of the target market definition and should not be an add-on criterion.

Q3: Do you agree with the proposed method for the identification of the target market by the distributor?
As already pointed out in the answer to Q2 the distribution strategy and the manufacturer´s proposal of the type of investment service has to be out of scope of the target market definition.
We would like to point out that in our opinion for advisory business the six target market categories should be sufficient since this criteria correlate largely with the suitability assessment. For non-advisory business we assume that the categories are limited to the appropriateness assessment.
Regarding Recitals 19, 20 and 21: We see it as critical that there is strong bias towards business models offering investment advice. If manufacturers are obliged to define distribution channels that are suitable for the product (and if it can be offered on an advice-free basis) it will be very difficult to deviate for distributors (as this is only possible under very strict requirements). As the manufacturer has to assess all 6 criteria, we expect a strong tendency to define channels that require information on all six criteria. Otherwise the manufacturer risks being liable for classifying a product as being eligible for advice-free distribution, when the regulator later decides that it was not. As the riskiness of products can change quickly due to geopolitical events (Greek Government Bonds), products would have to be immediately removed from the product range of advice-free distributors. Advice free models only require information on knowledge and experience and therefore can and should only assess that specific information. 
The requirements mentioned in recital 21 are also overshooting. Micromanaging how website design should look like should not be a task of the manufacturer. Distributors should be responsible for their designs and should have the freedom to do so in a way they see as fitting and is MiFID II compliant. We fear that such restrictions stifle innovation and would have a negative impact on competition (which we see as positive for the client).
In recital 27 it is said that “In addition, the distributor could use any information and data deemed reasonably useful and available for this purpose that may be at the distributors’ disposal and gathered through other sources other than investment or ancillary services, such as customer relationship management activities, anti-money laundering questionnaires, clients’ complaints database, etc.” 
It should be made clear that distributors only have to use information that is collected based on their business model. It does not make sense to define six criteria if clients only have to give information on knowledge and experience when using advice free models. And using other sources of information (with often dubious value as to the client’s financial needs - like customer complaints that are open to interpretation) does not make sense this case.
In this context we question the relevance of paragraph 33 (in the guideline), according to which distributors should "conduct a thorough analysis of the characteristics of their client base" based on various databases. In our view, introducing such an extensive and unclear obligation seems not in line with Level I and II Directives. Information gathering requirements could potentially complicate digital distribution of financial instruments. This is especially the case in cross-border context.

Q4: Do you agree with the suggested approach on hedging and portfolio diversification aspects? If not, please explain what changes should be made and why?
Deviations from the target market that result from proper portfolio diversification objectives should not be taken as an exception but as a key element for investor protection. In this sense, target market identification should not only consider the product when individually assessed but also when part of a broader investment portfolio (as already mentioned in the “Guidelines on certain aspects of the MiFID suitability requirements”).
The suggested approach tries to accommodate the sensible idea that taking a product based approach on minimizing risks (as MiFID II does in general) is often not enough. Risks are most often not tied to the product itself but to the use of the product. This is where hedging and portfolio diversification comes into play. Where the guidelines fall short however is in practically limiting this exception to advice-based models. The guidelines clearly have in mind traditional banks with branches and personal advice. It disregards online models where clients (with adequate knowledge & experience) make their own investment decision based on their financial knowledge, their own financial planning and the ample information available on the products. This misconception ignores fundamental changes in the market tied to digitalization. 

Q5: Do you believe further guidance is needed on how distributors should apply product governance requirements for products manufactured by entities falling outside the scope of MiFID II?
The guidance provided is severely lacking, as it is unclear which products are considered suitable for advice-free models, where only knowledge & experience are known with certainty. This is especially true as it says in recital 14 “Manufacturers should not leave out one of the six […] categories.”
If the manufacturer’s target market description includes a reference to a specific financial situation and unique objectives/needs, besides the clients’ knowledge and experience, the distributor can decide not to offer the product, even if the distributor could asses the compatibility of the client base in terms of knowledge and experience. The distributor can choose to offer a product to a client group, after having warned them that a full compatibility assessment is not possible. However, the distributor still has to decide for each product and client group if the product can be offered (with a warning message) or not (based on specific financial situation and unique objectives/needs). This leaves the distributor with huge uncertainty and risks. 
Access to product information to manufacturer
It is assumed that sellers need to provide information to their manufacturers according to the Draft Guidelines para 46, 49, 50 and 65 only in case of products that are actively being marketed, offered or recommended. The pure distribution via advice-free / execution only services does not imply the necessity to transfer such data even though the product has been sold outside of the target market and/or distribution strategy identified by the manufacturer.
Does ESMA share the same view with regard to these assumptions?
Identification and assessment of the target market by the distributor; interaction with the provision of different investment services
In para 36 of the Background the ESMA proposes that when distributors define their product assortment they should pay particular attention to situations where they might not be able to conduct a thorough target market assessment by virtue of the type of services they provide. In particular, where firms only carry out execution services under appropriateness (for example through a brokerage platform), they should consider that they will usually be able to conduct an assessment of the actual target market, limited to the sole categories of knowledge and experience of clients; where they only conduct execution services under the execution-only regime, not even the assessment of clients’ knowledge and competence will usually be possible.
We fully agree with ESMA and strongly recommend to directly include this approach into the final guidelines.

Q6: Do you agree with the proposed approach for the identification of the ‘negative’ target market?
In our opinion a negative target market is not necessary if all six positive target market categories are defined. At least for the majority of financial products the six positive target market categories should be sufficient. Furthermore a clear definition of all six positive target market categories would replace a “grey target market”.
Nevertheless there should still be the possibility for the distributors to deviate from the respective target market criteria of the manufacturer.
In general it is unclear why the ESMA is inventing a "grey" target market, which is neither found in Level 1 or Level 2. On the contrary it is more sensible to determine only the positive target market and there is no need to explicitly define a negative target. A positive description gives the right indication. There can be reasons to deviate from the target market for example because of the portfolio approach. Lack of clarity could occur because of justified deviations on the one hand and negative target markets on the other hand.
But if an identification of a negative target market will be included in the final Guidelines, it should at least not be foreseen in the same way as there is a definition of the positive target market. This would lead to disproportionate burdens for manufacturers and distributors. On the one hand there is already a granular definition of the positive target market so it is sufficiently transparent to every potential investor if the product may suit to him and his investment targets. On the other hand, if there is already a positive identification of a suitable group of investors, it definitely does not need a negative identification on the same granular way. It is evident, that clients outside the written definition are outside the target market. Too much definitions will lead to confusions by potential investors. 
If a manufacturer or a seller identifies an absolute negative market criterion, which might occur because of the nature of a product, then there could be a disclosure (e.g. positive criteria: long-term investment; negative: short-time à possible on client level: mid-term).
 
Q8: Do you have any further comment or input on the draft guidelines?
The approach in the consultation paper causes serious problems for the advice free business model, which is prevalent among online banks. From assessing the ESMA guidelines, the distributor has to be critical of the issuers’ target market and make sure on the level of protection for non-advisory clients. Direct- and online banks would have to ask about further criteria, which runs against their very business model or simply narrow down their product offering to very simple financial instruments only.
If distributors and manufacturers are liable for assessing correctly if products are suitable for advice-free business models it introduces new risks to them.  
This approach will lead to a drastic reduction of products eligible for advice free models. This will reduce customer choice.   
Recital 4 says “MiFID II clearly notes that the requirements on product governance apply without prejudice to any assessment of appropriateness or suitability to be subsequently carried out by the firm in the provision of investment services to each client, on the basis of their personal needs, characteristics and objectives.” 
Contradictory to this statement, the guidelines force manufacturers and distributers to perform a “generalized” suitability test, even if advice free models are only based on knowledge and experience and blurs the line between advice-based and non-advice-based services. We fully support the target market concept but we suggest not to restrict advice free distribution models through limiting products that can be sold in such a way. We do not think that MiFID II supports such a far-reaching limitation of the advice-free business model.   
The requirements set out in MiFID II and the Delegated Directive supplementing MiFID II with regard to product governance require the manufacturer to define a distribution strategy in relation to a product. We understand that ESMA is now considering that in case of retail clients the best distribution channel for structured products could be investment advice in order to allow evaluation of whether the client fits into the target market. We recommend the ESMA not to take such position. Such approach would mean that in case of any complex products distribution could only take place via the distribution channel of investment advice. There is no objective reason to assume that only the distribution channel of investment advice would lead to the best result for a retail investor. In Austria, there is a range of online banks distributing financial products online without advice (including structured products). 
Clients of these banks are used to make their decision on their own. At least some of these customers prefer to have no interaction with any advisor of the bank when concluding transactions in financial instruments. Excluding these persons by introducing the requirement of investment advice via the target market definition will deny these customers access to a broad range of services and financial products. Also, offering investors a choice as regards distribution channels is desirable, as it enhances competition among the variety of distribution channels that already exist today. Therefore, the retail investors will only be able to choose from a limited amount of financial instruments, which leads to a weakening of retail investors’ position in the marketplace. Any limitation of distribution channels may instead violate fundamental rights of these customers and also of manufacturers and distributors.
[bookmark: _GoBack]Following the proposed Draft Guidelines in the future only non-complex mass market products could be available in advice-free services. In that case, retail investors will only be able to choose from a limited amount of financial instruments, which leads to a weakening of retail investors’ position in the marketplace.
Hence, free movement of capital is potentially restricted and free competition of financial instruments is jeopardized. Consequently, there will be a dramatic shift of online banking to non-EU-countries, thus weakening the European Union as a financial marketplace.
The new guidance should not complicate investments in non-complex instruments, notably ordinary shares listed on regulated markets. Further red-tape would be clearly against the goals of the EU Capital Markets Union project. 
For listed shares and similar non-complex instruments the "distributor" (such as banks or investment firms providing online trading on listed shares) should be able to rely on publicly available information without additional "information gathering process". It should be sufficient to refer on public information based on general regulatory obligations of listed companies. For example pursuant to Prospectus Directive and forthcoming Regulation, prospectuses are available on webpages of supervisors. Furthermore, the investor should follow the ongoing disclosure of the issuer based on the EU Transparency Directive. Similar issues could potentially arise with other listed instruments, such as ETFs, warrants etc. In general, this would result in a reduction of products available. 

ESMA guidelines should be designed in a way to allow manufacturers and distributors to carry out a standardized definition of target markets based on specific criteria. The ESMA seems to describe the target market in a descriptive and detailed way, especially in the case studies. This is problematic because of the large number of financial instruments and the large number of market participants and does not consider the need for technical implementation of said measures.
Going through the draft of the ESMA Guidelines, in our opinion a definition of the investment services which are executed by the “distributor” is absolutely vital.

Annex 4 Illustrative examples and case studies related to the application of certain aspects of the guidelines
The ESMA’s listed examples using a detailed narrative description of the target market definition could have counterproductive effects. We think that manufacturers and/or sellers would use their very specific ways of describing their products and defining a target market and so it may differ from manufacturer to manufacturer and from seller to seller and so after all in the whole European Union. We therefore recommend the ESMA to see these case studies as not compulsory but only as descriptive examples and not as part of the target market concept. 

We ask you to give our remarks due consideration.

Yours sincerely,

Dr. Franz Rudorfer
Managing Director
Division Bank and Insurance
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