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Dear Sir,
I am writing on behalf on the New City Initiative (NCI) in response to your invitation to express views both on the proposed changes to the use of dealing commission rules as set out in the European Securities and Markets Authority consultation paper of 22 May 2014, as well to comment on the potential for wider reforms to the use of dealing commission. 
By way of background, the NCI is a think tank on financial reform whose membership is drawn from privately owned asset management companies across Europe. Our members manage over £400bn on behalf of institutions, private clients and retail investors. More details on our organisation and our policies are available from our website at www.newcityinitiative.org.uk.

We welcome ESMAs clarification of a number of issues involved in MiFID II. We believe strongly in transparency and welcome any moves to improve this. However if MiFID II endeavours to restrict the use of dealing commissions, we feel it could have an adverse impact on the European investment industry and ultimately on investors. Rather than prohibit the use by fund managers of research provided by brokers and paid for through broking commissions we would press instead for a simple breakdown of these costs (where possible) and their inclusion in the Annual Management Charge (or the old Total Expense Ratio). This would allow clients to decide whether these costs are beneficial when compared with the performance outcome or competing AMC charges levied by comparable firms.

We also believe that caution needs to be exercised before severely limiting research paid for through commissions for the following reasons:

1. In relative terms these proposals would create a less competitive European asset management industry. If these proposals were enacted, the European investment industry would be disadvantaged relative to the U.S. and Asia where research can still be paid for with dealing commission.  There is no indication that U.S. and Asian regulators are likely to follow ESMA’s proposals any time soon. This needs to be especially considered in reference to European based asset managers using non European brokers and the difficulties of unbundling therein. How can an EU based fund management firm compel a non EU broking firm to strip out commission paid for research and trading costs?

2. It would create higher barriers to entry. Smaller asset managers would be disadvantaged as they are less able to defray the fixed costs of both external and internal research compared to larger competitors. Their access to research may also be curtailed. This may not be beneficial to clients. Secondly large commission generating firms may still receive research 'for free' since they generate such large execution only commissions and brokers may build an implicit marginal subsidy of research into these commission rates. They would technically not be in breach of these regulations, but small firms, who would be more explicitly required by brokers to pay for broker research would be disadvantaged.

3. Unbundled research (third party research paid for directly by asset managers) which may likely attract vat may not be recoverable by asset managers. 

The NCI is a firm believer in transparency above all things and we would instead encourage the introduction of rules to increase the level of reporting of research provided to fund management firms by brokers.

Currently, investment managers are required to disclose the level of dealing commissions charged to a Fund and the nature of the research received in return for this cost only in the financial statements of the Fund. We believe that this is insufficient and that dealing commissions should be included in the ongoing charges figure of a Fund so that investors can clearly identify the total costs charged against their investment in any year. This also deals with the complexity of unbundling outside the EU.

We would also encourage ESMA to require investment managers to disclose the level of dealing commissions incurred, as a percentage of the assets under management, in the Key Investor Information Document (KIID) in each of the preceding three years. Additionally, we would recommend that a detailed breakdown of the research costs is included in the KIID, showing the largest 10 suppliers and the nature of the research received.

By introducing this enhanced level of reporting, investors would be able to make more informed decisions about the choice of investment funds and the costs of managing those funds. At the same time, we believe managers would be more judicious in controlling the costs of research charged to client money. Over the last few years, institutional investors have increasingly focussed on the ongoing charges figure rather than the Annual Management Charge (AMC) as the key measure of the costs of managing a Fund and the key metric for investment managers to control. This has meant that investment managers have become much more focussed on controlling those Fund expenses such as custody and administration charges, audit fees, registration fees and set up costs (collectively known as Additional Expenses). This focus is encouraged by institutional investors who typically will demand a lower AMC where they perceive the Additional Expenses to be too high. By including dealing commissions in the ongoing charges figure, we are convinced that investment managers would control research costs effectively. The client can also make a cost benefit analysis for each Fund - currently a difficult task.

Some behavioural change is also required.  If research is not paid in hard dollars, EU regulators should impose a fiduciary obligation on all investment firms (similar to the demands the USA has on ERISA and institutional clients) to spend research commission in a “prudent” manner and for the sole benefit of the underlying clients.  

In summary: 

a) We recommend transparency ahead of banning research commission payments. What may seem a saving for clients in fact will likely lead to a less competitive landscape and no greater real transparency as to what brokers are providing and what clients are paying for. Under current proposals, smaller firms may be disadvantaged disproportionately versus larger asset management firms.

b) We recommend including dealing commissions in the annual management charges (historically the total expense ratio (TER)).

c) We recommend that you allow flexibility when dealing with non EU brokers where unbundling is not possible.

We would be delighted to engage further on these matters and look forward to communicating with ESMA on the use of dealing commissions in the near future.

With all best wishes,

Dominic Johnson

Chairman 
New City Initiative.
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