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In brief

On 2 June 2017, ESMA published its final report on its guidelines on product
governance to safeguard investors’ interests.

In detail

Five months after the public consultation period closed, ESMA finally published its final
report on its guidelines regarding product governance requirements. They were much
awaited since these requirements represent an important challenge for investment firms
which design and distribute investment products.

While the MiFID II product governance requirements cover a broad range of topics, ESMA
decided to develop guidelines which mainly address the target market assessment, as this
aspect was identified as the most important one for ensuring the common, uniform and
consistent application of the product governance rules.

On 5 October 2016, ESMA published a consultation paper on the draft guidelines on certain
aspects of the MiFID II product governance requirements which was divided in three main
parts: guidelines for manufacturers, guidelines for distributors and guidelines on issues
applicable to both manufacturers and distributors. It also included case studies in order to
illustrate the application of certain aspects of the guidelines.

The consultation period closed on 5 January 2017, allowing ESMA to receive 102 responses.
The regulator took the time to analyse these and adapt the guidelines accordingly. Even if
no fundamental changes have been made, several adjustments are worth noting.
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1. Guidelines for manufacturers

The main change consists in the merge of two categories of
criteria manufacturers and distributors must use to
identify the target market. ‘The clients’ objectives’ and ‘the
clients’ needs’ now form a single category so that there are
only five categories of criteria instead of six in the draft
guidelines: the type of clients, clients’ knowledge and
experience, clients’ financial situation with a focus on the
ability to bear losses, clients’ risk tolerance, and clients’
objectives and needs.

The other categories are just slightly modified (except
‘knowledge and experience’ which does not change):

• When identifying the type of clients to whom the
product is targeted, manufacturers shall only use the
MiFID II clients categories (retail client, professional
client and eligible counterparty);

• When assessing the clients’ financial situation, the firm
should now specify the percentage of losses target
clients are able and willing to afford instead of an
amount of losses;

• When defining the clients’ risk tolerance and the
compatibility of their risk/reward profiles, firms should
also use the risk/reward indicator stipulated by the
UCITS Directive where applicable (the draft guidelines
only mentioned the risk/reward indicator stipulated by
the PRIIPS Regulation).

• ESMA decided to add some general clarifications
specifying that concepts and terminology used to
identify the target market should be clearly defined by
manufacturers. Moreover, the guidelines now indicate
that the more a product is complex the more the target
market must be identified with detail. Finally if the five
categories seem too restrictive to identify a target
market, manufacturers may use additional categories
but have to take into account the characteristics of the
information-channels with distributors doing so.

2. Guidelines for distributors

The draft guidelines already indicated that distributors
cannot just rely on the manufacturer’s target market
without considering how it would fit to their client base. In
the final guidelines, ESMA added that distributors should
implement and maintain a dedicated process of refinement
of the target market which needs to be run in all cases.

This process must be subject to proportionality (simpler a
product is and less intensive the process needs to be).
These requirements apply to the provision of investment
services as well and ESMA recalls that ‘recommending or
selling an investment product also includes the investment
services of portfolio management and reception and
transmission of orders’.

ESMA also decided to clarify that when a manufacturer and
a distributor define their target market at the same time,
they both retain their responsibility for their obligations to
identify a target market.

ESMA then specified applicable requirements to hedging
and diversification in case of portfolio management. In this
context, products can be sold outside their target markets.
Nevertheless the distributor is not required to report such
sales to the manufacturer if they are for diversification and
hedging purposes and are suitable given the client’s
portfolio or the risk being hedged. On the contrary sales
into the negative market should always be reported and
disclosed to the client.

Regarding information that distributors must provide to
manufacturers to support the review of their target
markets, distributors should provide information in an
aggregated form unless specific information are required
(for example, in the case a distributor finds that a target
market for a specific instrument was wrongly determined).

ESMA finally indicated that when the target market of a
product manufactured before 3 January 2018 has been
identified by the manufacturer in line with these
guidelines, the distributor, after reviewing it with a critical
look, could rely on it.

There is no significant change to the part relating to issues
applicable to both manufacturers and distributors.

3. Case studies

ESMA added two new case studies to the guidelines
regarding the target assessment of a share and a non-
complex UCITS.

The guidelines will be translated into the official EU
languages and published on ESMA’s website. The
publication of the translations will trigger a two-month
period during which NCAs must notify ESMA whether they
comply or intend to comply with the guidelines. They will
apply from 3 January 2018.
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