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Welcome
Welcome to the third Eversheds Sutherland Pensions
Financial Services team quarterly newsletter. The
team has been providing advice and support to our clients
on the full range of pensions investment matters for a
number of years. It has advisers who are experienced not
only in investments, but also at working with pension schemes and
trustee clients to provide the highest quality, commercially focused
advice to support you.
We understand that you are busy and are not
always able to keep up with developments in the
Financial Services area that may be relevant to you
or your pension schemes. This quarterly newsletter
will provide you with an update of the information
you need to know. We will also feature advice and

analysis from time to time on matters that may
affect you and your pension schemes.
We hope you find our newsletter useful and would
welcome your feedback on things you like or would
have us do differently.
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A reminder for trustees:
do not carry out
regulated activities
As a general rule,
trustees of trust based
pension schemes will
not be authorised by
the Financial Conduct
Authority to carry out
regulated activities.

I

t is important that trustees have in place
appropriate procedures to ensure that the
investment decisions that they make do
not result in them carrying out a regulated
activity. Carrying out a regulated activity
in respect of which a trustee is not authorised
or exempt will be a breach of the Financial
Services and Markets Act 2000 and is an
offence. In addition, any agreements that a
trustee has entered into whilst illegally carrying
out a regulated activity will be unenforceable
as against its counterparty and the trustee
might be liable for any losses suffered by its
counterparty.
In making investment decisions, the regulated
activity that a trustee is most likely to carry out
is that of “managing investments”. A trustee is
within the scope of this activity as it manages
investments of another, i.e. the members of
the pension scheme under the trust.

-- the assets in respect of which the trustee is making investment decisions
are held for the purposes of an occupational pension scheme (this will
be the case), and, by virtue of article 4 of the Financial Services and
Markets Act 2000 (Carrying on Regulated Activities by Way of Business)
Order 2001 (the “Order”), it is to be treated as carrying on that activity by
way of business (this requires further consideration); or
-- the trustee is remunerated for making investment decisions in addition
to any remuneration it receives as trustee of the pension scheme (this is
also unlikely in practice).
A person will only be regarded as carrying on a regulated activity if it does
so “by way of business”. The Order sets out further information on what
constitutes “by way of business”.
Article 4 of the Order creates a presumption that trustees of pension
schemes who are carrying out activities falling within the scope of
“managing investments” in relation to assets of an occupational pension
scheme do so by way of business unless all day-to-day decisions relating
to the management of the pension scheme’s assets (subject to certain
exceptions) are taken on its behalf by:
-- an authorised person who has permission to manage investments;
-- a person who is an exempt person in relation to managing investments;
or
-- an overseas person.
There are other provisions which trustees of small pension schemes (with
fewer than 12 or 50 members) may be able to rely on to demonstrate that
their investment decisions are not taken by way of business.

There is an exclusion designed for trustees
that trustees of pension schemes generally
rely upon which means that the investment
decisions that they make do not constitute
managing investments. However, this
exclusion is only available in certain
circumstances which we consider in further
detail below.
The exclusion can be relied upon by trustees
of pension schemes unless:
-- the trustee holds itself out as providing a
service comprising managing investments
(this is unlikely in practice);
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Trustees of pension schemes will typically engage specialist
investment managers to manage some of the assets of pension
schemes and such investment managers will usually have the power
to make day-to-day decisions relating to the management of such
assets. In these circumstances, the first bullet point above means
that the trustees will not be carrying out the relevant activities by
way of business. This in turn means that the trustees can rely on the
exclusion for trustees and will not be managing investments.
However, where investment management has not been delegated
to specialist investment managers, there remains a risk that trustees
will be deemed to be making investment decisions by way of
business.
Trustees of pension schemes will not be regarded as making
investment decisions by way of business where the decision is to
buy, sell or subscribe for:
-- units in a collective investment scheme;
-- shares or debentures (or warrants relating to such shares or
debentures) issued by a body corporate having as its purpose
the investment of its funds with the aim of spreading investment
risk and giving its members the benefit of the results of the
management of those funds by or on behalf of that body; or
-- rights under (or rights to or interests in) any contract of insurance,
provided that the decision is taken after advice has been obtained
and considered from a set type of person. The advice would
typically be obtained from the relevant pension scheme’s investment
consultant.
Trustees can therefore take investment decisions to invest in these
types of assets (having received the appropriate advice) without
managing investments. However, if trustees were to take investment
decisions in respect of other types of assets, such as derivatives,
there is a risk that such a decision could result in the relevant
trustees managing investments.
In the event that trustees of a pension scheme take one-off
decisions in respect of a type of asset that is not listed above, there
may be an argument that this is not a “day-to-day decision” and
therefore does not constitute managing investments. However, such
a scenario should be carefully considered.
Where trustees of pension schemes are taking investment decisions
themselves, they should ensure that they have appropriate
procedures in place to ensure that they do not inadvertently manage
investments and thereby carry out a regulated activity. It should be
noted that the laws and regulations discussed in this briefing do not
impact a trustee’s ability to set the investment strategy and asset
allocation of a pension scheme.
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EU securitisation
regulation
The Securitisation
Regulation (Regulation)
which comes into
force on 1 January
2019 establishes a
general framework for
securitisation and creates
a specific framework
for simple, transparent
and standardised
securitisation.

T

he Regulation is a cornerstone of
the EU’s efforts to establish a capital
markets union, by creating a single
market for investment services
and activities and to ensure a high
degree of harmonised protection for investors
in financial instruments. The Regulation aims
to diversify the source of funding available,
promote investment and reinforce the EU’s
financial system.
To read the Regulation, click here.
Effect on Institutional Investors
Whilst certain fund managers are currently
subject to rules regarding their investment in
securitisations, the Regulation expands the
scope to include, for example, insurance and
reinsurance undertakings and institutions for
occupational retirement provision.
The Regulation bans any securitisation “where
at least one of the underlying exposures
is a securitisation position” (referred to as
“resecuritisation”).

In addition, it outlines the due diligence and assessment requirements
institutional investors are required to run prior to, or when holding, a
securitisation position. Additional due diligence must be carried out
on non-EU entities acting as sponsor, original lender, or originator to
ensure that they retain a five percent economic stake in the viability of a
transaction.
In terms of grandfathering, the Regulations state that institutional investors
investing in securitisation issues before 1 January 2019 will still be governed
by existing risk retention obligations rather than the new obligations, which
will only apply to new securitisations issued (or new issues under existing
securitisation) on or after 1 January 2019.
Differences between EU and US Securitisation Regulation
Differences will continue to exist between the UK and the EU securitisation
rules and the Regulations do not introduce equivalence.
By way of example, the Regulations require that in order to ensure crosssectoral consistency and to remove misalignment between the interest
of firms that repackage loans into tradable securities and originators and
institutional investors that invest in those securities, the originator, the
sponsor or the original lender must retain a net economic interest of not
less than 5%. There are similar rules in the US, although there are material
differences in their application and there is no equivalence regime. Whilst
the US and EU regimes are directionally aligned, the gap is in precisely how
this is achieved.
Despite the differences, it is expected that there is enough consistency
between the US and EU rules that dual compliant marketing will be
achievable for issuers.
Considerations for institutional investors
Whilst a number categories of institutional investors will already be
complying with rules which are substantively similar to those set out
in the Regulations, pension schemes are not currently subject to such
restrictions. Where their managers are permitted to invest in securitisations,
discussions should be had around how compliance can be ensured.
Alternatively, specific restrictions might be included in the documentation
whereby the relevant managers are appointed. It is expected that changes
to the contractual documentation, such as investment management
agreements are likely to be required.
We have been advising a number of clients on their compliance
requirements and would be very happy to assist with any queries. We
can assist institutional investors with preparing a standard due diligence
pack for investments in securitisations or prepare amendments to their
investment management arrangements as required. Given our global
reach, we are able to advise both on the EU and the US rules. Please do get
in touch if you would like to discuss this.
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DC Transfers: Fund mapping
versus fund matching – is
there a difference?
Changes to the
Occupational Pension
Schemes (Charges
and Governance)
Regulations 2015
(“Regulations”) and
the DWP’s guidance
on the new DC bulk
transfer provisions
have given rise to some
confusion around when
the charge cap applies
on exercises where
members are moved
from one investment
option to another.

S

ince the charge cap regime was brought into force in 2015, there
has always been some degree of confusion about exactly which
funds will constitute default arrangements. In particular there has
been concern about how it applies to fund mapping exercises –
that is where the available range of investment funds changes and
members are transferred to the new fund which most closely represents their
previous fund. Where a member had actively selected their original fund, is
the new mapped fund a default arrangement on the basis the member had
not actively selected it or would the active selection continue to apply to the
new fund as the only reason the member is in it is because of their original
investment choice? Similar issues arise in relation to white-labelling where
members choose a generic option but trustees may change the specific
funds behind the option from time to time.
In both cases, if the new funds are treated as default arrangements, then
the charge cap would apply. The view often taken is that it depends on the
circumstances of the case. It has been our experience that where the new
funds are as close as possible to the original funds, the new funds are often
not treated as default arrangements and the charge cap is not applied.
Changes to bulk transfers
In early 2018, changes were made to transfer of DC benefits without consent
which were intended to introduce a new regime which was more suited to
the DC universe and not based on actuarial equivalence. As part of these
changes, DWP proposed that where members were transferred “without
consent from a scheme, or within a scheme, where they were protected by
the charge cap, all funds in the arrangements into which they are transferred
without making an active choice” should be protected by the charge cap.
The policy intention was uncontroversial but the wording implementing it has
created wider problems.
To address this, regulations provide that the charge cap does not apply
where there is a transfer from an “an arrangement which is not a default
arrangement” and ”the member has, in the 5 years ending with the date of
the transfer, expressed a choice as to where his or her contributions were
allocated”.
The problem with this approach is that instead of actively applying the
charge cap on a transfer without consent, it is drafted as an exception to
circumstances where the charge cap would otherwise apply. This suggests
that the policy intent (contrary to what was originally said by DWP above) is
that the charge cap should generally apply to any fund mapping where the
member is transferred to a new fund without their consent.
As we explained above, this is not the general approach that has been taken
since the charge cap was introduced in 2015 and, if this is what the DWP
intended it could mean that any scheme that has gone through a fund
mapping exercise may have inadvertently created a multiplicity of unintended
default funds which they should have identified in both their chair’s
statements and in statements of investment principles. The lack of clarity
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could potentially result in trustees being
uncertain about which funds should be
treated as default arrangements and which
should not.
Further confusion in DWP Guidance
DWP guidance on the new bulk
transfer provisions and the charge cap
differentiates between fund mapping
and fund matching. This suggests that
the DWP is of the view that there is a
difference between situations where
members are moved from one fund to
another fund that is, in effect a “match”
for the original fund and where members
are moved from one fund to a fund that is
sufficiently different to render any previous
choice by the member void.
This arguably means that fund mapping
may not in fact trigger the application of
the charge cap even where the original

investment choice was made some time ago. We recognise that it is not
possible to know exactly why a particular member chose a particular fund, but
the fact that they did actually make a choice should not be ignored.
However, this interpretation of both the Regulations and the DWP guidance
is not universally accepted and we are aware of situations where the view has
been taken that unless a member has made a choice within the 5 years ending
on the date of any transfer, the charge cap applies to the receiving option.
Trustees ought to be aware that the contrary views exist and advice should
be sought on any fund mapping exercise, particularly on bulk transfers, to
determine in advance whether the charge cap is likely to be triggered.
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Clearing exemption

T

he temporary exemption from clearing
under the European Market Infrastructure
Regulation (known as EMIR) for pension
schemes expired on 16 August 2018. It is
intended that the temporary exemption
will be made permanent as part of the wholesale
review of EMIR (known as EMIR Refit), but this
permanent exemption has not yet been put in place.
In a statement issued on 3 July 2018, the European
Securities and Markets Authority (ESMA) explained
that it is aware of the difficulties that pension
schemes will face during the timing gap between the
expiry of the current EMIR clearing exemption and
the day on which EMIR Refit comes into force.

ESMA also set out its expectations that competent authorities
would not prioritise supervisory actions in respect of the clearing
obligation towards entities that are expected to be exempted
again in a relatively short period of time and to generally
apply their risk-based supervisory powers in their day-to-day
enforcement of applicable legislation in a proportionate manner.
The UK Financial Conduct Authority has issued a statement
whereby it confirms that it we will not require pension schemes
to start putting processes in place to clear derivatives for which
they are currently exempt from clearing under EMIR during such
timing gap.
We regularly advise pension scheme clients on their obligations
under EMIR, including in respect of cleared and uncleared trades.
Please let us know if you would like to discuss this.

More from our Pensions Financial Services team
Click to view:
»» CMA proposes changes to the markets for
investment consultancy and fiduciary management
»» UK pensions speedbrief - Clarifying and
strengthening trustees’ investment duties
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