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Developments and Practical Considerations

Global andEU

Regulatory

Developments

Fora number of years, liquidityrisk ininvestment
funds has been under heightened global
regulatoryscrutiny. In light oftheunprecedented
growth of the asset management sector and
increasing holdings of less liquid assets by the
Collective Investment Schemes (CIS), global
regulators have undertaken a series of steps
aimed at increasing information and
transparency to both authorities and investors
with respect to open-ended funds, strengthening
liquidity risk management frameworks and
practices and further enhancing investor
protection.

In 2017, in its Policy Recommendations to
Address Structural Vulnerabilities from Asset
Management Activities, the Financial Stability
Board (FSB) highlighted liquidity mismatch
between fund investments and redemption terms
and conditions for open-ended fund units as one
of the top systemic risks.! A number of high
profile fund suspensions in the UK and the EU
(see sidebar) have further underpinned
regulators’ focuson fund liquidity management.

2016 - a number of UK property funds
suspended in the immediate aftermath
of the UK Referendum on the EU
Membership due to high level of
redemptions

2019 - Woodford fund in the UK
suspended due to inability to meet
investor redemptions, and is currently
being wound up

December 2019 - amid Brexit extension
and UK general elections, a leading UK
commercial property fund suspended
due to high level of redemptions

January 2020 - two Irish property funds
gated due to arise in redemptions

March 2020 - sharp increase in volume
of investor redemptions in certain types
of funds amid COVID-19 pandemic; over
70 funds suspended across the EU

In response to the FSB’s policy recommendations, in 2018 10SCO published its principles-
based final report on Recommendations for Liquidity Risk Management for CIS.? Notably,
in addition to the systemicrisk perspective, I0SCO also incorporated the investor protection
considerations, pointing out that that “effective liquidity risk management is important to
safeguard the interests and protection of investors, maintain the orderliness and robustness
of CIS and markets, and helps reduce systemicrisk, all of which supports financial stability.”
In its final report, 10SCO outlines the following additional recommendations to its original
2013 report®:

¢ underlying liquidity should be considered throughout the entire life cycle of the fund,
including at the initial design/pre-launch stage (Recommendation 4)

% additional liquidity management tools can be used to limit, or manage, redemption
rights in instances of stressed market conditions, as appropriate and in compliance
with applicable laws (Recommendation 4 - 3 section, Recommendation 12 and
Recommendation 17)

L Source: https://www.fsh.org/2017/01/fsb-publishes-policy-recommendations-to-address-structural-vulnerabilities-from-asset-management-activities
2 Source: https://www.iosco.org/library/pubdocs/pdf/I0SCOPD590.0d)
3 Source: https://www.iosco.org/library/pubdocs/pdf/I0SCOPD405.pd
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¢ disclosure to investors should include periodic information regarding the relevant
fund’s liquidity risk as well as information on the general approach that the CIS will
take in distressed situations (Recommendation 7)

“ reasonable efforts to understand one’s investor base and its historical redemption
patterns should be made in order to build realistic stress scenarios (Recommendation
13)

s further guidance is given in relation to stress tests; scenarios should include both
backward looking and forward looking hypothetical scenarios; they should be based
onreliableand up-to-dateinformation and couldinclude variousrisks and factorssuch
as credit rating downgrades or reputational risks (Recommendation 14)

* contingency plans should be established and periodically tested, to ensure any
applicable liquidity management tool can be used when necessary, in a prompt and
orderly manner (Recommendation 16)

In its report, 10SCO set out its expectation that securities regulators would actively promote
the implementation of its recommendations taking into account the specific legal structures
and prevailing market practices, local conditions and circumstances in each jurisdiction. It is
anticipated that 10SCO will at some point assess implementation of its recommendations
across the relevant jurisdictions.

In the EU, in September 2019 ESMA responded to the recommendations from the European
Systemic Risk Board (ESRB) by publishing its final guidelines regarding liquidity stress
testing (LST) of investment funds* - applicable to Alternative Investment Funds (AIFs) and
Undertakings for the Collective Investments in Transferable Securities (UCITS). The LST
guidelines apply from September 30, 2020, to fund managers, depositaries and national
competent authorities (NCAs). ESMA noted that the purpose of the guidelines is to increase
the standard, consistency, and frequency of liquidity stress testing already undertaken and to
promote convergent supervision of liquidity stress testing by NCAs. More specifically, ESMA
guidelines require fund managers of AlFs and UCITS to:

% stresstest the assets and liabilities of the funds they manage at least annually, though
the guidelines recommend that it is done quarterly

¢ havestrongunderstanding of the liquidity risks arising from the assets and liabilities
onthefund’sbalancesheetsothe LSTemployedisappropriate forthe fund itmanages

< document LST in an LST policy within the UCITS’s Risk Management Process or the

AIF's Risk Management Policy (RMP) - the guidelines set out a series of matters which
should be included in the policy

s properlyintegrate and embed LST within a fund's risk management framework and
subject to appropriate governance and oversight

*» when seeking fund authorisation from an NCA, be able to demonstrate that the fund
can remain sufficiently liquid during normal and stressed conditions

4 Source:
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United Kingdom,
Luxembourg and
Ireland
Developments

% depositariesmust have appropriate verification procedures to check that a manager
has documented LST procedures in place

More recently, in February 2020, ESMA also announced the launch of a Common Supervisory
Action on liquidity risk management by UCITS managers® whereby NCAs are required to
request quantitative data from UCITS managers in their respective EU Member States, to be
followed with in-depth supervisory analyses ona sample of UCITS managers and UCITS. NCAs
are also expected to share best practices during the process through ESMA. Reportedly,a
number of NCAs (including Commission de Surveillence de Sectuer Financier (CSSF) in
Luxembourg and Central Bank of Ireland (CBI)) have completed initial data collection from
funds with specific liquidity profiles and are in the process of carrying out data analysis, the
results of which will be then shared with ESMA. Accordingto ESMA, in light of the high profile
liquidity stress episodes discussed earlier and depending on the outcome of this Common
Supervisory Action, ESMA may decide to feed the findings into a more fundamental revision of
the UCITS framework and also inform the AIFMD review.

In the UK and across the EU Member States, national regulators have been adopting global
guidelines as well as implementing local measures to enhance investor protection in the
context of investment fund liquidity.

United Kingdom

The FCA has been working on enhancing its rulesin the aftermath of the UK referendum on EU
membership in June 2016, when a number of property funds had to suspend dealing
temporarily when they encountered difficulties in valuing assets in uncertain markets and
meeting shareholder redemptions as a result of many investors simultaneously trying to
withdraw their money at a short notice.

FCA’s Policy Statement 19/24 on llliquid Assets and Open-Ended Funds was published in
September 2019. It applies from September 30, 2020, although the FCA indicated that in-
scopefirmsshouldconsider theprinciplesahead of thatdate. Therulesare designedto reduce
potential forharm toinvestorsin fundsthat holdilliquidassets (such as property), particularly
under stressed market conditions, and require funds to suspend dealing where valuations are
uncertain; introduce improvements to the quality of the liquidity risk management and
depositary oversight; and apply certain mandatory disclosure requirements.

On November 4, 2019, UK FCA wrote to the boards of the UK fund managers to remind firms
of its expectations regarding liquidity management and portfolio composition. This was
followed by two sectoral ‘Dear CEQ’ letters for mainstream® and alternative asset managers in
January 2020 in which the FCA stated that liquidity management remainsa key supervisory
priority. Furthermore, the regulator reiterated that ensuring effective liquidity management
in funds is a central responsibility for fund managers and it remains their responsibility even
if they delegate investment management to another person.

The UK Financial Policy Committee (FPC) has also been conducting a piece of work and, on
December 16,2019, published theinitial findings ofthe FCA’s and the Bank of England’s joint
review of liquidity risks in open ended investment funds.” The FCA is now expected to issue

S Source: hitps://www.esma.europa.et/press-news/esma-news/esma-launches-common-supervisory-action-ncas-ucits-liquidity-risk-management

6 Source: https://www.fca.org.uk/publication/corresp ondence/asset-management-portfolio-letter.pdf
7 Source: https://www.bankofengland. co.uk/financial-stability-report/2019/december-2019
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Regulatory
Responseto
COVvID-19

wider liquidity management rulesfor UK investment fundsfollowingthe conclusion of the work
carried out by the FPC. The FCA is also monitoring the outcome of ESMA’s Common
Supervisory Action discussed earlier.

More recently, in March 2020, UK FCA’s Director of Markets and Wholesale Policy delivered a
speech to the members of the UK Investment Association on open-ended funds investing in
illiquid assets.® In addition to the update on its policy work related to liquidity management,
the FCA highlighted that swing pricing and notice periods can help protect fund investors and
reduce risks to the wider financial system when there is pressure to sell fund assets to meet
redemption requests. The FCA also invited the UK’s asset management industry and
stakeholders to comment on the best mix of tools to ensure open-ended funds appropriately
manage liquidity risks while enabling investments that can benefit shareholders and the wider
economy.

Luxembourg

In December 2019, the CSSF published its Circular 19/733° to implementthe 2018 10SCO
Recommendations for Liquidity Risk Management for CIS. Inthe Circular, CSSF notes that it
expects in-scope entities (Luxembourg fund managers, all Luxembourg undertakings for
collective investment (UCIs) and those involved in the operation and supervision of such
undertakings) to implement I0SCO Recommendations and draw on good practices.

Ireland

In August 2019, the CBI issued a communication to fund management companies®®
reminding them of the importance of ongoing, effective liquidity management and
emphasising compliance with legislative and regulatory obligations for UCITS and AlIFs. In
particular, CBI's expectation is that the Board, relevant directors and designated persons
should, on an ongoing basis, assess the liquidity position of each fund under management,
ensuringthat theliquidityof theinvestment portfolioremainsin line withthe respective fund’s
redemption policy while taking into account investors’ potential redemption demands.

In response to COVID-19, regulators have been taking steps to support the financial services
sector in dealing with the impacts of the pandemic while also ensuring investor protection.

Given increased market volatility amid the COVID-19 pandemic, in March 2020 CSSF
implemented a specific monitoring of the largest fund managers whereby they have to notify
the CSSF of significant developments and issues including any daily redemptions exceeding
5% of the fund NAV and any weekly redemptions above 15%. Subsequently, CSSF further
extended the scope of thisrequirement to a wider number of Luxembourg fund managers.*!

Additionally, in April 2020 CSSF confirmed that UCIs using swing pricing as an anti-dilution
mechanism can increase the swing factor beyond the maximum swing factor laid down in the
prospectus in certain situations.'? As required by CSSF, revised swing factors must be

% Source: tth ZZWWW csst lu[en[documentgarcular cssf-19- 7334
10 source: https: i

12 source: https://www. cssf.lu/wp -content/uploads/FAQ_Covid 19 eng.pdf
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Liquidity
Management
Tools (LMT)

communicated to investors and the decision must duly justified and take into account the best
interest of the investors.

In Ireland, inits April 30, 2020 letter to investment funds and management companies, CBI
reiterated thatin the context of the market conditions amid the impact of COVID-19, it expects
that effective liquidity managementincludes an assessmentas to whether a UCITS or AIF has
appropriate liquidity managementtools in place. CBI also highlighted the importance of clear
and effective communication to investors on liquidity management tools, including updates to
the relevant fund documentation.*?

Regulatory authorities elsewhere have also initiated changes designed to improve liquidity
management and/or improve supervisors’ ability to manage systemic risk. Amendments to the
German Capital Investment Code (Kapitalanlagegesetzbuch - KAGB) in March, 2020 set new
rules in relation to redemption gates and swing pricing. The UK FCA has also enhanced
reporting from depositaries focusing on fund flows and heightened borrowing or where
depositaries are aware funds are experiencing liquidity stress and/or difficulties in valuing
assets.

Thereareanumber of liquidity management tools generallyavailableto fund managers across
different types of funds (subject to adequate disclosure in fund prospectus, notification to the
regulator'®, fund board approval and timely notification to the investors), in particular when
facing stressed market conditions and/or trying to manage increased investor liquidity
demand:

+» Redemption fee/anti-dilution levy / swing pricing

All three approaches look to protect longer term investors from the costs of shorter
term divestments. In orderto protect the remaining investors from absorbing the full
costs of the asset sale, the fund may decide to apply an additional redemption fee to
cover the costs of the sale of the underlying assets to meet investor redemptions. This
can also be achieved via an Anti-Dilution Levy (ADL) which is typically deployed to
defray costs associated with large investor subscriptions or redemptions. The fund
may decide to deploy swing pricing, whereby the fund would move from a mid NAV
pricing basis to either a bid NAV or offer NAV basis depending on whether it’s a net
inflow/outflow in the fund. All three mechanisms are supported by J.P. Morgan in its
role asaFund Administrator, with swing pricing being the most common tool utilised
by fund manager clients, in particular during periods of market volatility.

< Deferred settlement

Itispossiblethat, in certain market conditions,a deferredsettlement maybe an option
for the fund. The fund manager may decide to temporarily align investor dealing
settlement to settlement of the underlying assets held by the fund by extending the
shareholder settlement timeline (e.g., move from the typical T+3 shareholder
settlement cycle to alonger cycle). This requires a significant amount of coordination
between the fund manager, shareholders, transfer agent and potentially fund
accountants. Depending on the option chosen, respective systems may need

14" pepending on the scenario and individual circumstances, requlatory approval may be also reqwred
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reconfiguration to change the settlement basis of fund and/or manual intervention
may be required to put processing of shareholder deals on hold until such time that
the settlement timelines of the shareholder dealing and underlying fund assets can
align. For daily dealing funds with high volume of shareholder activity and complex
distribution chains, this may not be the most viable solution.

Fund suspension

Where appropriate, a fund manager may decide to suspend shareholder dealing in the
fund for a period of time.

However, depending on the size of the fund Assets Under Management (AUM) and in
the event of further deterioration in market conditions, the fund manager may decide
thatthebest courseof actionisfor thefundto ceasetradingimmediately and liquidate
proceeds to the underlying investors.

Redemption in-kind

In this scenario, an institutional investor wishing to redeem fund shares would agree
with the fund manager that, rather than taking cash proceeds from the redemption,
they would take assets to the equivalent value of their current holding. For funds and
their service providers, this would be managed on a tailored basis similar to how in-
specie transfers into the fund are managed.

Side pocket

Side pocket is a mechanism that can be employed by open-ended AIFs (and UCITS in
limited circumstances) to separate illiquid and hard-to-value assets from other more
liquid assets. In a side-pocket scenario, non-performing assets are moved into a
separate account and the corresponding increase/decrease in value is ring-fenced to
investors whoare already in the fund at the time of the move. A side pocket generally
requires approval fromthe regulator and a notification to the shareholders. If this is
not already permitted in the fund constitutional documents, these materials will need
to be updated.

Partial gating

Partial gating could be considered by fund managers where daily net shareholder
redemption requests exceed a certain percentage of the fund NAV, for example 10%.
In a partial gating scenario, shareholder redemption orders are not fully paid out on
fund settlement date and may be paid out in tranches over several days (maximum of
14 days as per the UCITS directive). In this case, it may take several days for the fund
to entirely fulfil shareholder redemptions requirements depending on the cash
liquidity level of the fund. Any unfulfilled portions of shareholder redemptions are
carried into the next available dealing cycle.

Depending on the sophistication of the underlying distributors’ and transfer agent’s
platforms, there may be no systemic solution available: therefore, applying partial
gating may require a return to fully manual processing of shareholder dealing. As
typical straight-through-processing (STP) levels for shareholder dealing are generally
at 90% or above across the industry, risks associated with breakage of STP levels and
implications for the wider fund distribution chain are among key considerations for
fund managers before deciding on usage of partial gating. Fund’s dealing frequency



Money Market
Funds

and shareholder dealing volumes are also among key factors when deciding whether
partial gating is appropriate. For example, it would be more suited for funds with
infrequentand low volume of shareholder dealing than for fundswith daily or intra-
day dealing and high volumes of shareholder activity.

When invoking partial gating, fund managers should consider: timely communication
with fund distributors and investors; suspension of intra-day NAVs as shareholder
deals can only be processed at the end of day NAV when all redemption orders for the
day are received and validated; suspension of the automated/STP processing of
shareholder dealing and switch to manual environmentto be able to support partial
gating; increase in cash and stock reconciliation breaks; and additional processing
required for fund distributors due to breakage in the distribution chain.

Based on our experience with these LMT mechanisms, detailed runbooks should be agreed
between fund manager and its transfer agent and fund accounting provider prior to invoking
any of these measures.

In 2018, new rules to make money market funds (MMFs) more resilient against finandial
market difficulties, reduce the risk of runs and limit cross-border contagion began to apply in
the EU. Among key provisions, MMF Regulation introduced new liquidity requirements to
ensurethereis sufficient liquidity to meet investors’ redemption requirements. 10% of Low
Volatility NAV (LVNAV) MMF assets and 10% of Government Constant NAV (VNAV) MMF assets
must be able to be repaid by the issuer within a day, with 30% repaid within a week. Variable
NAV (VNAV) MMFs are required to hold at least 7.5% of assets that mature within a day and
15% that mature within a week.

Additionally, Article 28 of the MMF Regulation also requires that each MMF has in place sound
stress testing processes that identify possible events or future changes in economic conditions
which could have unfavorable effects on the MMF.

To support fund accounting clients who manufacture MMF with their obligations under the
MMF Regulation, J.P. Morgan provides investor dealing cash flow reporting available
throughout the day, with the frequency determined by client preference. This reporting allows
MMF portfolio managers to have real-time transparency into the fund inflows/outflows to
ensure they are meeting the necessary liquidity requirements under MMF Regulation.

J.P. Morgan also can facilitate intraday investor dealing to allow for same day settlement, in
particular whereaMMF may bedistributedglobally across multipleinvestortime zones. Upon
request, J.P. Morgan is able to consider providing an intraday credit line to allow a client to
manage their daily cash flows by facilitating intraday settlement for investor dealing, while not
being constrained by their portfolio settlements to fund the respective shareholder
redemptions.

Additionally, J.P. Morgan has developed reporting (available intraday or end of day) to enable
clients review their different MMF structures against the liquidity thresholds to allow early
identification of potential regulatory breaches.

As USD and GBP interest rates veer towards negative rates, EU MMF fund managers will be
looking at their liquidity stress scenarios and the options available to them under stressed
market conditions. In additionto the liquidity managements tools discussed earlier, MMF fund
managers have several toolsat their disposal (assumingthey are clearly articulated in the fund
documentation including the fund prospectus where required). The fund could:



Role of the
Depositary

«+ consider selling higher yielding assets
< consider reducing the annual management fee

«» consider allocating any available realised gains to income to maintain a positive daily
yield

«» switch from CNAV to a VNAV (for fund that are LVNAVs operating as a CNAV) and
rebase may be required if fund price basis is USD/GBP/EURO 1.00

Tosupport clientsin the context oftheir obligations under the EU MMF Regulation, J.P. Morgan
developed runbooks to cover all of these liquidity management mechanisms. While the
runbooks are broadly generic, each fund manager would need to consider all relevant aspects
before deploying each one of these mechanismes, including ensuring sufficient notice is given
to the fund accounting provider and the transfer agent to make appropriate systems and
operational changes. The fund’s board would need to approve the chosen mechanism before
it can be applied to the fund.

The depositary performs oversight of certain fund manager obligations, including ensuring
that fund valuations, cash flows, and procedures for investor dealing are carried out in line
with fund documentation and applicable regulations and national laws.

In respect of liquidity stress testing specifically, most respondents to ESMA’s consultation on
LST Guidelines®® indicated that the depositary role should be limited to simple verification that
managers have a process in place, rather than re-performing liquidity management funcions
or procedures. ESMA made this explicit in the final set of guidelines!¢. UCITS and AIFMD
directives also confirm that liquidity management is a core fund management function.

Inthe UK, the FCA hasimposed wider oversightobligationsin respect of certaintypes of illiquid
funds via Policy Statement 19/24'7, whereby depositaries must conduct their own assessment
of the liquidity profile of such funds. This wider role defined by the FCA goes beyond the EU
regulatory framework, although the incoming rules confirm it remains the depositary’s
obligationto oversee the fund manager process and apply an effective challenge, rather than
re-perform quantitative assessments.

J.P. Morgan Depositary Services has initiated and completed a number of changes to its
oversight model, including ongoing assessment of client funds and procedures, in response to
regulatory and client expectations. This includes enhanced monitoring of significant fund NAV
movements and verification that managers have an appropriate LST process in place.

Regulatory expectations have developed considerably following high profile fund stress events
and fund suspensions discussed earlier. While J.P. Morgan continues to engage with clients,
regulators and industry trade bodies to develop and enhance best practices, regulators have
rapidly responded to market stress events by introducing new rules and/or enhancing existing
regulatory frameworks. Clients in all locations are encouraged to engage with their depositary
and regulators at the earliest opportunity where funds are facing potential liquidity stresses.

15 Source: hitps:

16 Source: https:

7 source:
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https://www.esma.europa.eu/press-news/esma-news/esma-publishes-responses-its-consultation-liquidity-stress-test-guidelines
https://www.esma.europa.eu/sites/default/files/library/esma34-39-882_final_report_guidelines_on_lst_in_ucits_and_aifs.pdf
https://www.fca.org.uk/publication/policy/ps19-24.pdf

Contributors

Sarah Boyes-Derengowski || Securities Services - Global Regulatory Practice

David Burrows Securities Services - Depositary Services
Lorraine Dunbar Securities Services - Transfer Agency Product
Julia Stepanian Securities Services - Global Regulatory Practice
Keith Stirling Securities Services - Product Development



B FOR INSTITUTIONAL & PROFESSIONAL CLIENTS ONLY

This material entitled ‘Liquidity Management in Investment Funds - Global, UK and EU Regulatory Developments and Practical Considerations’ have been
prepared exclusively for the internal use of the J.P. Morgan’s clients and prospective client to whom it is addressed (including the clients’ affiliates, the
“Company”) in order to assist the Company in evaluating, on a preliminary basis, certain products or servicesthat may be provided by J.P. Morgan. These
materials have been providedfor discussion purposesonly and are incomplete without reference to, and should be viewed solelyin conjunction with, the oral
briefing provided by J.P. Morgan. These materials may not be disclosed, published, disseminated or used for any other purpose without the prior written
consent of J.P. Morgan.

The statementsin this presentation are confidential and proprietary to J.P. Morgan and are not intended to be legally binding. In preparing this presentation,
J.P. Morgan has relied uponand assumed, withoutindependent verification, the accuracy and completeness of all informationavailable from publicsources.
Neither J.P. Morgan nor any of itsdirectors, officers, employees or agents shall incur any responsihility or liability whatsoever to the Company or any other
party in respect of the contents of this document or any matters referred to in, or discussed as a result of, this presentation. J.P. Morgan makes no
representations as to the legal, regulatory, tax or accounting implications of the matters referred to in this document.

The products and services described in this document are offered by JPMorgan Chase Bank, N.A. or its affiliates subject to ap plicable laws and regulations
and service terms. Not all products and services are available in all locations. Eligibility for particular products and services will be determined by JPMorgan
Chase Bank, N.A. and/or its affiliates.

1.P. Morgan isa marketing name for businesses of JPMorgan Chase & Co. and its subsidiaries and affiliates worldwide. The material is produced and distributed
on behalfof the entities offering Corporate and Investment Banking activities including but not limited to JPMorgan Chase Bank N.A. (including through its
authorized branches), J.P. Morgan AG, J.P. Morgan Bank Luxembourg S.A. (including its authorised branches), J.P Morgan Bank (Ireland) Plc, J.P. Morgan
(Suisse) SA, J.P. Morgan Europe Limited and itsauthorised branches, J.P. Morgan Securities LLC and J.P. Morgan Securities plc. JPMorgan Chase Bank, N.A,
organized under the laws of U.S.A. with limited liability, is authorized by the Office of the Comptroller of the Currency in the jurisdiction of the U.S.A. For
additional regulatory disclosures regarding these entities, please consult: www.jpmorgan.com/disclosures

© 2020 JPMorgan Chase & Co. All rights reserved.

Follow us

u twitter.com/jpmorgan youtube.com/jpmorgan m linkedin.com/company/j-p-morgan


https://clicktime.symantec.com/3CufbjUBi43hkbDDMauTqaP6H2?u=http%3A%2F%2Fwww.jpmorgan.com%2Fdisclosures
https://clicktime.symantec.com/3GAmSNQMo6wp8wP8mBeXZVq6H2?u=https%3A%2F%2Fwww.jpmorgan.com%2Fcountry%2FGB%2Fen%2Fdisclosures

