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MIFID II’S FUND OF FUNDS FALL-OUT
By Fergus McCarthy, head of UK intermediary distribution, BNY Mellon Investment Management
As with all regulation, the devil will be in the detail, but initial analysis of Mifid II shows there could be some
unintended consequences for product ranges.
A cull of UK fund of funds (FoFs) is a likely result stemming from the latest EU directive update, Mifid II, due for
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implementation into national law over the next year (provided there are no delays). While many have discussed
the implications of the directive’s focus on adviser remuneration and independent criteria (much like the UK’s
RDR), I believe there are other far-reaching aspects to Mifid.
The FCA is expected to publish a consultation on the implementation of Mifid II in December (with another due in
early 2016) but the UK largely has to adhere to the EU proposals as they stand. This includes a more restrictive
complex and non-complex product classification that designates what can or can’t be bought on an executiononly basis. Coupled with its rules banning inducements and product attrition becomes a natural consequence of
Mifid II; FoFs are therefore likely to be among the worst casualties, being replaced with lower cost multi-asset
products.
Complex considerations
Mifid II rules assert that products classed as ‘complex’ cannot be bought by retail clients without advice or an
assessment of “appropriateness”. And yet advice, under the same directive, will have to be paid for if
independent, which as we know from the UK’s experience can be off-putting to some consumers.
So what constitutes complex? As the directive is currently being interpreted, Non-Ucits funds (as well as
products like structured Ucits) will be classified as complex products. In the UK this includes all non-UCITS retail
schemes (NURS) portfolios, which include a good number of the industry’s FoFs. Many product providers opted
to construct these multi-manager portfolios under the FCA’s NURS structure as the rules offered slightly more
investment flexibility than Ucits. Specifically, NURS funds can be more concentrated, invest in bricks & mortar
property funds and to a limited extent in gold and unauthorised funds. If a company doesn’t want to sell a fund
into Europe, a NURS structure has been attractive from the aspect of manager flexibility.
Once Mifid II has been implemented, if product providers wish to maintain a broad retail clientele for their NURS
funds, they will likely have to convert them to Ucits to avoid the more restrictive criteria. In light of costs
associated with conversions and in an effort to focus attention on funds of a certain size or appeal, it seems
inevitable many FoFs will close as part of this move.
In common with RDR, Mifid II will create advice independence standards, leading to expectations of investment
outsourcing by advisers. However, while many people purported FoFs would be a recipient of an outsourcing
trend under RDR, it didn’t work out that way. The post-RDR world has become a cost-conscious one in which
many FoFs are deemed expensive. In contrast, model portfolios and/or risk targeted (or risk-profiled multi-asset)
funds cost relatively less.
While there will still be room for low cost FoFs and those with captive distribution channels in a Mifid II world, I’d
expect to see greater migration to multi-asset portfolios, despite how broad that term has become.
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Mifid II is effective from January 2017 but must be adopted into national law six months prior by EU-member states –by legislation from the
UK Parliament and FCA Handbook rules. FCA.org.uk/news/mifid-ii-the-road-ahead

I’d also expect further pricing pressures resulting from Mifid II will incentivise savvy advice firms to start or
expand robo-advice offerings. A growing area in Europe, these automated decision-tree tools could help cover
any advice gaps resulting from the headwinds created by these regulation changes.
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