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Dear Salvatore 
RE: Guidelines on certain aspects of the MiFID II suitability requirements
The Investment Association is delighted to provide input to your consultation. It is essential to ensure an implementation of the MiFID II suitability requirements that provides appropriate protections in the retail market, while not creating difficulties for portfolio managers in effectively delivering services to other client groups. This letter, and our wider response, outlines a serious concern in this regard that, left unaddressed, will have significant consequences for the institutional market.
At a general level, we note that the Guidelines are principally addressed to the provision of services to retail clients, only applying to the provision of services to professional clients ‘as applicable’ and ‘to the extent they are relevant’. We would encourage ESMA to be much clearer throughout the Guidelines as to what applies only to retail, and what will apply to all clients.
This leads to the substance of our concern:
· The proposed Guidelines fail to distinguish between legitimate concerns about suitability in the context of the retail advisory market and the realities of the discretionary institutional market. Portfolio managers with discretionary professional clients will rarely know what the client’s other assets are. Portfolio managers will generally receive a mandate from discretionary professional clients for one portion only, of their assets. The firm is unlikely to receive any information from the client about their other assets.
· The nature of discretionary asset management agreements, in the institutional space, with documented investment and risk parameters, obviates the need for additional, rigidly defined, cost-benefit processes.
· Discretionary portfolio management at this level is a continuous process of adjustment and the whole idea of ‘switching’, which may be relevant to advisory portfolios, does not make sense for discretionary portfolio management. For example, bond fund managers continuously adjust their portfolios to match the desired yield curve and duration; to select any pair of trades and define them as a ‘switch’ would be meaningless.
· The cost-benefit analysis as described in the draft guidelines does not take account of the impact of Guideline 10, which would delay discretionary trading and add frictional cost to the large trades undertaken for institutional mandates.
The consequence of these delays and costs would be, in our view, to make discretionary portfolio management services inoperable, leading to potentially significant client detriment.
To address these concerns, we believe that a number of specific changes need to be made to the draft guidelines, particularly to Guideline 10:
· Given that the managers of portfolio mandates for discretionary professional clients will rarely know what the client’s other assets are, as they will generally only receive a mandate from the client for a portion of their assets, a proportional approach to suitability should recognise that the discretionary mandate-driven approach already provides the required level of investor protection, i.e. mandate level suitability, best execution, periodic reporting with details of each transaction. No further controls are necessary. 
· The level two text (Delegated Regulation (EU) 2017/565) requires that firms, when providing portfolio management services that involve switching investments, shall collect the necessary information on the recommended new investments. Recommendation clearly refers to advisory portfolio management, and the obligation should not also be applied to discretionary portfolio management. It should be clearly recognised in the final guidelines that this obligation applies where a switch is recommended and that this would not normally apply to discretionary portfolio management.
· The obligation under Guideline 10 should be dis-applied to regulated firms when providing discretionary portfolio management services under an Investment Management Agreement. This already seems to be allowed for in paragraph 3 of the Guidelines, on page 36 of the CP. 
· The disapplication of the need for cost-benefit analysis in the case of indexing (paragraph 84) should be reflected in the final Guideline 10.
Finally, we would note that we are disappointed with the timeline for the development of these Guidelines. The fact that they will not be published in final form until Q1/Q2 2018 is unhelpful for firms trying to implement changes to ensure that they are ready and compliant with MiFID II by 3 January 2018.
Yours sincerely 
Adrian Hood
Regulatory and Financial Crime Expert




Annex I
responses to questions

about the investment association
The Investment Association is the trade body that represents UK investment managers, whose 200 members collectively manage over £5.5 trillion on behalf of clients.
Our purpose is to ensure investment managers are in the best possible position to:
· Build people’s resilience to financial adversity
· Help people achieve their financial aspirations
· Enable people to maintain a decent standard of living as they grow older
· Contribute to economic growth through the efficient allocation of capital
The money our members manage is in a wide variety of investment vehicles including authorised investment funds, pension funds and other segregated mandates for professional clients.
The UK is the second largest investment management centre in the world and manages 37% of European assets.
More information can be viewed on our website.

Guideline 1 - Information to clients about the purpose of suitability assessment 
1. Do you agree with the suggested approach on the information to be provided on the suitability assessment and specifically with the new supporting guidelines on robo-advice? Please also state the reasons for your answer.
We note that many of the developments of the Guidance from that provided by ESMA under MiFID I (ESMA/2012/387), are to take account of the development of robo-advice, including portfolio management services whereby individual client accounts might be invested and rebalanced by an algorithm.
The robo-advice form of portfolio management service would be distinct from traditional discretionary investment management where all decisions are made by humans. The Guidelines should be clear where they are intended to apply only where such decisions are made by algorithms. 

Guideline 2 - Arrangements necessary to understand clients
2. Do you agree with the suggested approach on the arrangements necessary to understand clients and specifically with how the guideline has been updated to take into account behavioural finance and the development of robo-advice models? Please also state the reasons for your answer. 
We consider that the guidelines should, throughout, distinguish more clearly between retail and professional clients. While suitability represents a key risk for retail clients, the risk for professional clients is lower, as they are likely to have, both the necessary level of experience and knowledge and a greater ability to bear losses. Furthermore, the use of bespoke mandates is standard, and needs to be properly and appropriately reflected in the guidelines. In particular, we note that the guidelines currently do not fully reflect the caveat for certain professional clients and certain investment services under Article 54(3) of the MiFID II Delegated Regulation.

3. Do you believe that further guidance is needed to clarify how firms should assess clients’ ability to bear losses?
The current guidance is too focused on retail clients, with little specification of where the Guidelines would not apply to services provided to professional clients. 
It does not take into consideration that in the professional market (including large institutional client such as pension schemes, insurance companies, other corporates, sovereign wealth funds etc.), investment firms may not be able to assess a client’s overall ability to bear losses, as a firm may be managing only a part of the client’s portfolio. It can assess the ability to bear losses only at the mandate level rather than at the client level. 
A transaction can actually bear potential loss while at the same time reducing the overall risk profile of the client, and remain beneficial overall. We ask that this be specifically acknowledged in the final guidelines. Additional guidance/examples on how this should be applied in the institutional market would be welcomed.

Guideline 4 - Reliability of client information
4. Do you agree with how the guideline on the topic of ‘reliability of client information’ has been updated to take into account behavioural finance and the development of robo-advice models? Please also state the reasons for your answer.
We note the new paragraphs designed to address the behavioural shortcomings of investors. These seem generally reasonable.
Again, the guidelines are focused on retail clients and this is reinforced by the updates made to take into account behavioural finance and the requirements to individualise questions for the client. In the case of professional clients, it is expected that clients would be more experienced (as allowed for in Article 54(3)) and so investment firms could place more reliance on the accuracy and consistency of the information provided.

Guideline 5 - Updating client information
5. Do you agree with the suggested approach on the topic of ‘updating client information’? Please also state the reasons for your answer. 
The changes to this Guideline generally seem reasonable. 

Guideline 6 - Client information for legal entities or groups
6. Do you agree with the suggested approach to conduct the suitability assessment for a group of clients, especially where no legal representative is foreseen under applicable national laws? Please also state the reasons for your answer.
The proposed new Guideline is considerably more detailed and specific than was the previous Guideline.

Guideline 7 - Arrangements necessary to understand investment products
7. Do you agree with the suggested approach on to the arrangements necessary to understand investment products for the purposes of suitability assessment? Please also state the reasons for your answer.
While the proposed Guideline seems generally reasonable, the last sentence of paragraph 71 seems to be out of place, referring, as it does, to the knowledge and experience of the client. This specific Guideline is about the knowledge and understanding of the investment firm about the features of investment products. This last sentence should be removed from this Guideline, as it is already fully covered in Guideline 3.

Guideline 8 - Arrangements necessary to ensure the suitability of an investment
8. Do you agree with the additional guidance provided with regard to the arrangements necessary to ensure the suitability of an investment? Please also state the reasons for your answer.
The draft guidelines appear to contradict other parts of the Guidelines with respect to the treatment of portfolio management. In particular, paragraph 81 undermines the portfolio management approach, as the current draft states that the “knowledge and experience of the client should be assessed regarding each investment product and risks involved in the related transaction”. In relation to portfolio management an investment firm does not have to assess each investment product and risks involved against the knowledge and experience of the client (Article 54(3) of the Delegated Regulation).
This approach does not properly differentiate between investment advice and portfolio management, where the investment decisions are taken by the investment firm, not the client. It also contradicts paragraph 36(b) of the Guidelines which states that “when portfolio management is to be provided, as investment decisions are to be made by the firm on behalf of the client, the level of knowledge and experience needed by the client with regard to all the financial instruments that can potentially make up the portfolio may be less detailed than the level that the client should have when an investment advice service is to be provided. Nevertheless, even in such situations, the client should at least understand the overall risks of the portfolio and possess a general understanding of the risks linked to each type of financial instrument that can be included in the portfolio. Firms should gain a very clear understanding and knowledge of the investment profile of the client”.
Having to assess each transaction at the level of the transaction instead of at the level of the portfolio as a whole undermines and contradicts the specificities and benefits of discretionary portfolio management while depriving investors of the benefits of diversification. The approach suggested by ESMA would not reflect the best interests of investors seeking a diversified portfolio of investments. 
Furthermore, such an approach would contradict ESMA’s Guidelines on “MiFID II product governance requirements”, in particular paragraphs 52-55 on “portfolio management, portfolio approach, hedging and diversification”. The guidelines only require reporting on the product level if the client falls within the negative target market of a product (paragraph 55). For all other cases, no reporting is required even in case the product does not match the knowledge and experience requirements of the client. The portfolio approach for the suitability test should be the same and reflect the understanding that the knowledge and experience and the risks involved should not be assessed on a product level but at the level of the portfolio against which the portfolio manager will assess each transaction. 
We would ask that ESMA amends the guidelines to make it clear that transactions that are suitable given the client’s total portfolio do not require additional suitability assessments.

We would, finally, note that when considering credit risk, the scope of the BRRD will not apply to many portfolio management firms, which are not part of banks or banking groups. They, and the products produced in their group, would not be ‘subject to the resolution regime’. Notwithstanding that, the principle of avoiding excessive concentration in products of one group, remains sound.

Guideline 9 - Costs and complexity of equivalent products
9. Do you agree with the suggested approach for ensuring that firms assess, while taking into account costs and complexity, whether equivalent products can meet their clients’ profile? Please also state the reasons for your answers.
We note that this Guideline applies to decisions on investment products, a term which is defined at paragraph 6 of the Guidelines as a financial instrument or a structured deposit. However, much of the proposed Guideline then considers aspects which would not apply to many types of financial instrument (e.g. equities or fixed income stock), such as: target markets or charges.
While we understand the intent of the Guideline, there are instances where the requirements do not seem relevant, being either not beneficial, or actively disadvantageous to the client. For instance, it is unclear what benefit such an exercise would have for the client where the investment firm, providing discretionary portfolio management activities, exercises its discretion within the limits of the client’s agreed guidelines.
We ask that ESMA amends the proposed guideline to make clear its scope, excluding discretionary portfolio management. 

Guideline 10 - Costs and benefits of switching investments
10. Do you agree with the suggested approach for conducting a cost-benefit analysis of switching investments in the context of portfolio management or investment advice? Please also state the reasons for your answer.
We are seriously concerned that there are significant potential issues with the application of this requirement, and the wording of the proposed Guideline, particularly for discretionary portfolio management.
While we agree that firms providing portfolio management services should be responsible for undertaking suitability assessments, it is increasingly true that there are numerous ways in which this service is being provided:
· Automated or semi-automated
· By using model portfolios or client specific
· For retail clients or for professional clients
· Portfolios consisting of packaged retail investment products (e.g. UCITS, AIFs, investment trusts, structured products, insurance-based investment products etc.) or portfolios consisting of financial instruments, as defined in Annex I, Section C of MiFID II
· Discretionary portfolio management or advisory portfolio management
· Portfolio management services that involve switching investments or portfolio management services that do not involve switching investments
It is appropriate to apply the high level obligation of providing suitability, at a mandate level, in different ways, to these different modes of providing the service of portfolio management. We particularly note that not all portfolio management will involve switching investments, and so Guideline 10 should not apply to all types of portfolio management services.
We also note the very clear requirement that the suitability assessments be proportionate:
· It is necessary to introduce different requirements for the application of the suitability assessment set out in Article 25(2) of Directive 2014/65/EU... These tests are different in scope with regards to the investment services to which they relate, and have different functions and characteristics (Recital 84 of Delegated Regulation  565)
· Investment firms shall determine the extent of the information to be collected from clients in light of all the features of …portfolio management services to be provided to those clients. Investment firms shall obtain from clients or potential clients such information as is necessary for the firm to understand the essential facts about the client … (Article 54(2) of the Delegated Regulation)
· Although these guidelines principally address situations where services are provided to retail clients, they should also be considered as applicable, to the extent they are relevant, when services are provided to professional clients (paragraph 3 of the proposed Guidelines)
· The arrangements included in the guidelines are particularly relevant to ensure that firms comply with their obligation to act in the best interest of their clients in situations where there is a heightened risk of non-compliant behaviours, due to the presence of significant conflicts of interests (e.g. investing into their own products, or those for which they receive inducements) (paragraph 83 of the Background to the proposed Guideline 10)

Switching
The key concept in Article 54(11) is that of ‘switching’. It is only portfolio management services that involve ‘switching’ investments which are required to both:
· collect the necessary information on the client's existing investments and the recommended new investments; and 
· undertake an analysis of the costs and benefits of the switch
Switching investments is specified to be either: 
· selling an instrument and recommending the purchase of another; or 
· recommending the exercise of a right to make a change in regard to an existing instrument
especially where investment decisions are linked by a same intent.
As such, it should be made clear in the final Guideline 10 that this obligation will only apply to advisory portfolio managers as, and when, a series of linked transactions involves the recommendation to switch investments. 

Recommended
In the Delegated Regulation (EU 2017/565): Recital 85 uses the term ‘recommend’ in relation to advisory portfolio management; Recital 88 clearly differentiates between a ‘recommendation’ and a ‘decisions to trade’; Article 54(2) distinguishes between a specific transaction to be recommended, or entered into in the course of providing a portfolio management service; and Article 54(10) distinguishes between recommending, when providing advice, and deciding to trade, when providing discretionary portfolio management. 
There is a clear distinction between recommending an advisory portfolio management client to trade, and deciding to trade on behalf of a discretionary portfolio management client. 
Given that Article 54(11) specifically refers to ‘recommended new investments’ it would seem that this sub-article is referring to advisory portfolio management, not to discretionary portfolio management. 

Linked Transactions
The Background section of the ESMA consultation suggests that ‘switching’ should cover situations ‘where investment decisions are linked by a same intent, so as to avoid circumvention’.
‘Switching’ is not a term that appears in the Level One Directive, or the recitals to the Delegated Regulation, nor is it a term which is used within discretionary portfolio management. However it does appear in Annex II of the Delegated Regulation, where it is defined as investors ‘switching from one investment firm to another investment firm’.
As such we interpret, and the final Guideline should clarify, that ‘switching’ refers to the selling of one investment with the distinct and considered intention of buying another, probably similar instrument to replace it. For instance, where this involves the recommendation to sell one packaged retail investment product in order to buy another, within an advisory portfolio, as there is a clear conflict of interest, due to the receipt of commission by the portfolio manager, which provides an inducement to churn the portfolio. 
This would further allow the differentiation of this activity (switching within advisory portfolio management) from the continuous process of adjustment (e.g. bond fund managers continuously adjust their portfolios to match the desired yield curve and duration) which takes place in a discretionary portfolio management service, and for which any such obligation would be counter-productive. 
One clear purpose behind this obligation is the mitigation of conflicts of interest, such as where the portfolio manager being remunerated in some way for a transaction, e.g. by commission. This is recognised in paragraph 83 of the background consideration in the Consultation Paper. Where these risks do not exist, then the relevant controls would not be necessary. 
To select any random pair of trades and define them as a ‘switch’ would be meaningless in this context. There must be a related risk, such as a conflict of interest. The nature of the discretionary asset management agreement in the institutional space, with documented investment and risk parameters, obviates any need for such an additional rigidly defined cost-benefit process.
We ask that ESMA amends the final guideline to make clear its scope, e.g. targeting conflicts raised by swapping from one packaged product to another with the manager benefiting from this, and specifically excluding the normal, non-linked, transactions that a discretionary portfolio manager carries out when providing discretionary portfolio management, e.g. for professional clients.

We would suggest that an extra paragraph be inserted into the Guidelines (possibly between paragraphs 92 and 93) along the lines of:
Switching involves two, or more, investment recommendations which are linked by a same intent, such that the sale is recommended so that the purchase can be made. This would not, generally, include: 
· decisions to deal for the client on a discretionary basis; or 
· rebalancing of the portfolio under management; 
· or passive strategies to replicate an index

Client’s Existing Investments
Article 54(11) requires that firms ‘collect the necessary information on the client's existing investments and the recommended new investments’.  
It is clear from the proposed Guideline 3 that: before providing portfolio management services, firms need to collect all ‘necessary information’ about the client’s financial situation. The extent of ‘necessary’ information will vary, taking into account the features of the portfolio management services to be provided and the characteristics of the clients. The principle of proportionality in MiFID allows firms to collect the level of information proportionate to the service they offer. Guideline 3 goes on to state that firms are expected to possess information about the client’s financial investments held ‘at this firm’ on an instrument-by-instrument basis.
Given this, and the way in which the sub-article relates the client's ‘existing investments’ to the ‘new investments’, we think that it is clear that the phrase ‘existing investment’ refers to the investment product that exists in the client’s portfolio, which is recommended to be sold. The scope of information to be collected, under Article 54(11) relates only to the investments that are to form part of the ‘switch’. 
It should be made clear that this phrase does not refer to investments held by the client outside its portfolio managed by the investment firm.  

Trackers
Paragraph 84 of the Background to the proposed Guidelines states that investment decisions, such as rebalancing a portfolio under management in the case of a ‘passive’ strategy to replicate an index (agreed with the client in the mandate), would normally not be considered as a switch. 
The disapplication of the need for cost-benefit analysis in the case of indexing (para 84) should be reflected in the final Guideline.

Unintended Consequences
While advisory portfolios of packaged investment products would not be subject to a significant level of trading (a low level of transactions per week, or even per month), and the required cost benefit analysis would not have too significant an impact, for discretionary portfolio management for large mandates, especially those on behalf of professional clients, the situation could be very different. The cost-benefit analysis, as described in the draft guidelines, would delay trading and add frictional cost to the large trades undertaken for discretionary mandates. The consequence of these delays and costs on the performance of the portfolio would be substantial, making segregated portfolio management services inoperable, and being entirely counterproductive to the service being provided to the client, leading to significant client detriment.

Guideline 11 - Qualifications of firm staff
11. Do you believe that further guidance would be needed with regard to the skills, knowledge and expertise that should be possessed by staff not directly facing clients, but still involved in other aspects of the suitability assessment? Please also state the reasons for your answer.
No comment.

Guideline 12 - Record-keeping
12. Do you have any further comment or input on the draft guidelines?
No comment

13. What level of resources (financial and other) would be required to implement and comply with the Guidelines (market researches, organisational, IT costs, training costs, staff costs, etc., differentiated between one off and ongoing costs)? When answering this question, please also provide information about the size, internal organisation and the nature, scale and complexity of the activities of your institution, where relevant.
There is no mention in the Cost Benefit Analysis of the extra costs that would be imposed on portfolio managers by the new requirement that they conduct a cost benefit analysis of every switch carried out in their portfolios under Guideline 10. Nor is there any consideration of the costs that would arise from the delay in the process of dealing as a result of the extra necessary analysis, which could cause firms to miss the best prices available. 
We are concerned that it is not so much the extra resources but the delay in dealing that would be caused, for discretionary portfolio management of mandates on behalf of professional clients, which would have the most significant impact.

Annex II
Typographical corrections
Paragraph 4 of the Guidelines should refer to paragraph 12, not to paragraph 11.
There seem to be some missing words from the last sentence in paragraph 49, in Guideline 4. 
There is a general lack of consistency in the use of the terms: product; investment product; financial instrument
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