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INTRODUCTION

As part of its new #Supervision2022 strategy, at the beginning of the year the AMF announced its
intention to conduct briefer and more thematic inspections named “SPOT” (Supervision des
Pratiques Opérationnelle et Thématique - Operational and Thematic Supervision of Practices), as
well as its willingness to share the lessons learned from these exercises. Today it publishes the
summary of the SPOT inspections focusing on the review of the own funds of asset management
companies (AMCs).

The choice of this theme follows on the study published by the AMF in late November 2017,
conducted on the basis of the' 2016 annual regulatory reports of the 587 authorised AMCs in
France. This study showed that few AMCs had an own funds shortfall (4.8%); those concerned
primarily boutique companies of modest size (less than €150m in assets under management).
However, more than a third of these companies had significant interest income, suggesting an
investment of their own funds in relatively illiquid or speculative assets.

The purpose of the present note is to provide a summary of the “own funds” SPOT inspections and
to shed light on the practices of AMCs in this area, as well as on the difficulties they encounter and
possible guidance strategies.

It constitutes neither a position nor a recommendation.
1 SCOPE AND CONDUCT OF INVESTIGATIONS

The inspections of the own funds of AMCs, carried out in 2018, were conducted jointly in five institutions’. The

verifications focused on the 2015-2017 period and allowed AMF to examine:

organisation and procedures in terms of the monitoring and investment of own funds;

methods of determining regulatory capital3 (calculation of minimum requirement, calculation of the
existing level, qualitative requirements);

investment of regulatory capital and the 30% surplus capital;

OO0 OO0

the control mechanism (1st, 2nd and 3rd levels).

The inspection gave rise to follow-up letters containing requests to remedy instances of non-compliance that

were revealed.

Annual information forms communicated by the AMCs to the AMF in the four months following year-end, pursuant to Articles 318-37
(AIFM) and 321-75 (UCITS) of the AMF General Regulation.

AMCs managing wih assets under management ranging from €200m to more than €2bn (equity fund management, diversified
strategies and capital investment in particular)

In accordance with AMF Position — Recommendation 2012-19, “Asset management companies’ capital consists of the two following
sub-categories:

- regulatory capital, whose value corresponds to the regulatory minimum requirement;

- surplus capital, corresponding to the value exceeding the regulatory minimum requirement.”
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2 REMINDER OF THE REGULATIONS APPLYING TO AMCS’ OWN FUNDS'

With regard to all authorised European investment management companies, the minimum own funds
requirement is based on the Directives 2009/65/EC (UCITS) and 2011/65/EU (AIFM).

In June 2013, the European Parliament and the Commission published the prudential texts (Capital
Requirements Directive (“CRD IV”) and the Capital requirements regulation (“CRR”, see box below), applicable
to credit institutions and investment firms — AMCs being tied (as of this date) to the latter category. These texts
were detailed at a later date by several delegated regulations until March 2015 (see below).

Given the scope and complexity of these texts — aimed at banks for the most part — and in order to guide

industry stakeholders, the AMF updated its doctrine on own funds (AMF Position - Recommendation No.
2012-19) in April 2016. Finally, it should be noted that while AMCs no longer qualify as “investment firms” as of
3 January 2018 (date of the entry into force of MiIFID ll), they are still subject to the CRR.

Own fund requirements apply to the individual accounts of asset management companies.
Article 312-3 of the AMF General Regulation prior to 3 January 2018.
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It is worth reviewing, in simplified terms and for the purposes of clarity in this summary, the regulatory
requirements with regard to the own funds of AMCs:

i) Quantitative requirement: must hold a minimum amount of own funds at least equal to the highest of the

following: 1) % of general expenses, less fees paid to business introducers, discretionary bonuses and
“non-recurring expenses resulting from non-ordinary activities”, and 2) €125k + 0.02 % of assets managed
by the AMC exceeding €250m. This amount is, however, capped at €10m;

iii) Quantitative requirement: for AIFMs (full regime), operational risk hedging, either by holding additional

own funds equal to at least 0.01% of the value of managed AlFs and documenting the appropriateness of
the amount held, or by having an ad hoc insurance policy;

iiii) Qualitative requirement: must have regulatory capital composed of a minima 75% of its Tier 1 capital (i.e.

ordinary shares, regulatory capital in Core Tier 1), and limit the use of hybrid securities (subordinated
debt, Tier 2 regulatory capital) to 1/3 of Tier 1 regulatory capital;

iv) Investment requirement: regulatory and additional capital (AIFM) must be invested in liquid and non-

speculative assets; investment in “risky” (i.e. less liquid and/or speculative) assets is authorised (see
below, section V), provided that the AMC has set up a “surplus capital”’ equal to at least 30% of its

regulatory capital, and which is itself invested in liquid and non-speculative assets.

“ Surplus capital

Asswﬂ management companies’ capital

-

At least 130% of the regulatory
minimum

& —

+

€— Regulatory minimum

No mere than a third of -

Tier 1 capital

\

3 KEY FINDINGS FROM THE INSPECTIONS

3.1 ORGANISATION AND PROCEDURE RELATED TO MONITORING AND INVESTMENT OF OWN
FUNDS

First, the inspections revealed that for three of the five AMCs, the procedures had not been updated to
comply with the regulations in force. These procedures were insufficiently operational. For the smallest AMC

inspected, the procedure was particularly incomplete, undated and limited to a single page.

Article 312-4 of the AMF General Regulation before 3 January 2018.
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Generally and to varying degrees, these procedures were insufficiently detailed and established neither the

precise methods of calculation for the own funds requirement nor the assumptions used:
- with regard to elements likely to negatively impact own funds (payment of dividends, ownership of
subsidiaries operating in the financial sector and subject to prudential constraints);

- with regard to the various deductions made for general expenses (see below).

Second, in terms of the organisation of the monitoring of regulatory capital and the 30% surplus capital s, it
appears that the procedures named the different actors (senior managers and/or Compliance and Internal
Control Officers) but did not necessarily specify the frequency of controls, nor justify their frequency with

regard to the risk of non-compliance. Moreover, when it was mentioned, this frequency was not adhered to.

Third, the inspection revealed that none of the AMCs ensured the monitoring of qualitative regulatory capital
requirements7, neither in the procedure, nor via controls. However, the five AMCs did comply with these

regulatory requirements, their regulatory capital being comprised of 100% ordinary shares.

Fourth, in terms of investment of regulatory capital and the 30% surplus capital, only two of five AMCs had
explicitly indicated in their procedure the types of investments considered compliant (current accounts,
fixed-term accounts, money money-market mutual funds shares). One AMC specified that it had invested its
regulatory capital and surplus capital in its in-house bond funds, holding up to 35% high-yield securities. The
two remaining AMCs made reference to the regulatory requirement to invest their regulatory capital in liquid

and non-speculative assets, yet did not define their accepted meaning of these terms.

Lastly, none of the five AMCs had adopted a provision aimed at ensuring that before making any “risky”
investments (i.e. in less liquid and/or speculative assets), a surplus capital equivalent to 30% of regulatory

capital was held and invested in liquid and non-speculative assets.

Reminders
Z1 1t should be noted that AMF Position - Recommendation No. 2012-19 takes up the main requirements
and texts applicable to own funds and their investment;

Z1  In order to be in a position to comply with the minimum own funds requirement at any given moment,

AMCs must have a procedure adapted to their particular situation, encompassing the calculation and

monitoring of regulatory capital (notably in terms of the frequency of this monitoring);

Z1 At the end of the inspection, one AMC indicated that it had amended its procedure in order to switch to a

provisional calculation of the impact on its regulatory capital prior to any substantial disbursement

(payment of dividends, employee bonuses, etc.). This is a good practice as it enables the AMC to prevent

the risk of non-compliance, notably when own funds are close to the minimum requirement.

Regulatory capital comprising @ minima 75% own funds in Tier 1 or “core tier 1” (CET1) and in Tier 2 (including subordinated debt)

representing a maximum of 1/3 of Tier 1 regulatory capital.
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3.2 CALCULATION OF THE MINIMUM CAPITAL REQUIREMENT

3.2.1 COMPLIANCE WITH QUANTITATIVE REQUIREMENTS

Four of five AMCs had the required amount of own funds at the five dates analysed (2015-2017 period). Only
one AMC, and only at 30 June 2016, had a deficit in own funds of around €100k. However, this situation was
temporary. The inspection revealed that the AMCs had the respectively required own funds at end 2015, 2016
and 2017. Beyond this singularity, the inspection revealed a lack of monitoring of own funds throughout the
year for all the AMCs, including those close to the minimum own funds requirement and having limited room

for financial manoeuvre.

For the three AMCs subject to full application8 of the AIFM Directive, the inspection revealed that they had
held an unspecified amount of additional own funds. Of these three AMCs, two had reached the minimum

threshold (0.01% of the value of AlFs managed) and one had settled upon a minimum amount.
3.2.2 GUIDELINES FOR THE DEDUCTION OF GENERAL EXPENSES

Schematically speaking, the applicable regulationsg enable AMCs, among others, to deduct certain expenses of
a non-recurring nature and/or not linked to ordinary activity from their general expenses (see below). In this
context, the inspection revealed the following non-compliant practices:

- Non-discretionary bonuses: one AMC deducted all bonuses paid to its employees, while the applicable
regulations authorise only the deduction of fully discretionary bonuses". For instance, among the items
deducted were bonuses for which the calculation formulas were specified in managers’ employment
contracts and, as such, were no longer discretionary in nature. This was an instance of non-compliance,

which the AMC subsequently corrected;

- Double deduction of discretionary bonuses: the inspection revealed that one AMC had deducted, at end
2017, both the bonuses paid over the year (pertaining to its 2016 activity), and those pertaining to its 2017
activity and set aside to be paid at the start of 2018. The inspection revealed the non-compliance of this

situation.
3.2.3 GUIDELINES FOR THE DETERMINATION OF AVAILABLE OWN FUNDS
The inspection revealed an error common to the three AMCs tied to the confusion between the date of closure

of the certified accounts serving as a basis for calculations (generally on 31/12/N), and the date on which this

control is performed (most often just after the verification of accounts, or in practice between March and June

The AIFMs “below the threshold” or not having opted voluntarily for the full application of the AIFM Directive are not subject to this
requirement.

In particular Commission Delegated Regulation 2015/488 of 4 September 2014, amending Commission Delegated Regulation 241/2014
and the CRR.

Article 34 ter, 2 of Commission Delegated Regulation 2015/488.
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of the following year). As a result of this error, own funds and general expenses included may or may not be

adjusted to post-closure events from the following financial year (for example dividends paid to shareholders,

dividends received from subsidiaries or bonuses effectively paid to employees), depending on the case.

As previously mentioned, the inspection concluded that it would be a for an AMC to implement
various calculations to verify — a priori — the impact of operations it aims to carry out on its own funds.
However, it should be noted that, from a regulatory perspective”, the calculation of the minimum own funds
requirement must be based on data certified by statutory auditors. Other prospective calculations based on

uncertified data can be considered useful simulations enabling AMCs to prevent the risk of non-compliance.

The inspection questioned the three AMCs on the confusion between the date of calculation to be used. It was
found:

i) that this confusion explains in part the absence of controls of regulatory capital during the year, as some
AMCs considered that, given the delay for the certification of annual accounts, they could refer to their
interim situation when performing a control at 30/04/N+1 based on accounting data at 31/12/N;

ii) that some AMCs performed a single calculation of own funds in order to meet all their obligations
(compliance with own funds requirements at year-end and transmission of annual regulatory reports)*?
at mid-year The AMF departments required that these AMCs update their year-end accounting data for

the financial elements impacting their own funds after this date (primarily dividends paid).

Moreover, the inspection revealed that one AMC did not deduct from its own funds the amount equivalent to
holdings in financial sector entities subject to prudential requirements (an American subsidiary registered
with the SEC), which did not appear to comply with applicable regulations13.

Beyond this particular case, none of the AMCs stipulated in their procedures that they would ensure
compliance with this regulatory provision. This situation was a direct consequence of the aforementioned

incomplete procedures, which did not cite all regulatory requirements.
3.2.4 COMPLIANCE WITH QUALITATIVE REQUIREMENTS

During the period analysed, the five AMCs had capital comprised of 100% ordinary shares. As a result, they
complied with qualitative requirements in terms of regulatory capital. While it found no infractions, the

inspection revealed that this qualitative requirement had not been monitored by any of the five AMCs.

Reminders
71 AMCs with complex capital structures must ensure that their procedures and controls are adapted to their

particular situation;

Articles 317-2, lll and 321-10, Ill of the AMF General Regulation.

Annual information forms communicated by the AMCs to the AMF in the four months following year-end, pursuant to Articles 318-37
(AIFM) and 321-75 (UCITS) of the AMF General Regulation.

Articles 43-48, 58-68 and 68-70 of the CRR.
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Compliance with regulatory requirements (in terms of level and investment, including for the 30% surplus
capital) requires monitoring at a frequency in line with the company’s activity, especially as regards ex-
dividend dates and the payment of variable bonuses to employees. From a regulatory perspective,
general expenses used to estimate the required minimum of own funds must be based on data certified
by statutory auditors;

With regard to bonuses paid to employees for the calculation of general expenses, only fully discretionary
bonuses are deductible. A contrario, those arising from a commitment of the AMC (guarantee) may not be
deducted;

With regard to AMCs’ holdings in financial sector entities subject to prudential requirements, it is
important to note the requirement to deduct the amount corresponding to regulatory capital (see AMF

Position - Recommendation No. 2012-19 on this subject).

A preventive calculation (simulation) can be made based on an unverified interim closure or on
managerial accounting data;

With regard to the deductibility of “non-recurring expenses arising from non-ordinary activities” from
general expenses (Article 34 ter of Commission Delegated Regulation No. 2015/488), AMCs can formalise
their analysis justifying the position held in advance and, in case of doubt, consult with their portfolio

manager in AMF's Asset Management Directorate.

3.3 INVESTMENT OF REGULATORY AND SURPLUS CAPITAL

3.3.1 FINDINGS OF THE INSPECTION

At 31 December 2017, the five AMCs inspected met their requirements in terms of “liquid and non-speculative”

investments. However:

one had invested all of its own funds in cash over the 2015-2017 period;
two held a portion of IS and VAT receivables or those pertaining to funds managed (see below);
one had, with the exception of 31 December 2017, invested all its available own funds in in-house bond

funds, holding up to 35% high-yield securities.

3.3.2 ACCEPTED MEANINGS OF “INVESTMENT”, “LIQUID” AND “NON-SPECULATIVE”

Paragraph |, Articles 321-11 (UCITS) and 317-3 (AIF) of the AMF General Regulation specifies:

“1. - The asset management company's own funds must be invested in liquid assets or assets that can easily be

converted into cash in the short term and that do not include speculative positions.

Il. - However, if own funds exceed 130% at least of the regulatory own funds mentioned in Article 321-10, the

excess portion of this amount may be invested in assets that do not meet the requirements of |, provided that

these assets do not create a material risk for the company’s regulatory own funds.”

The instruments used for the investment of regulatory capital and the 30% surplus capital were clearly

explained in the procedures of three of five AMCs. In practice, each of the inspected AMCs had its own
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acceptation of the notions of “investment”, “liquid” and “non-speculative”, which can be explained in part by

the lack of precise definitions of these terms in the applicable regulations or the doctrine:

=

“investment”: one AMC considered that the receivables held against the French government (IS and VAT)
could be considered an investment as such. For two AMCs, the same was true of receivables held against

funds managed at year-end (management fees from the last quarter not yet received at this date);

the “liquid” nature of investments, for which highly varied situations were revealed: the exclusive use of
“cash & cash equivalents”-type instruments; integration of receivables against the French state repayable
in less than 3 months; with one AMC taking into account only the UCITS with daily liquidity in which its
own funds were invested, notwithstanding the fact that these UCITS could be invested in securities with

low ratings, more than a third of which in high-yield securities;

“non-speculative” nature: in light of the judgement of the AMF Enforcement Committee' and the position
held by the Board of the AMF since December 2015, the inspection analysed assets exposed to one or
more directional market risks (shares, rates, credit, currency, etc.) or likely to be affected by significant

leverage or volatility. Such a situation was revealed in one case.
In order to address these varied practices and to guide the analysis of AMCs in this area, studies will be
carried out with the stakeholders in view of amending AMF Position-Recommendation No. 2012-19, and

adjusting it to a European perspective if necessary.

3.3.3 INVESTMENT OF 30% SURPLUS CAPITAL

I AMF General Regulation, Articles 321-11 (UCITS) and 317-3 (AIF) specifies that:

“Il. - However, if own funds exceed 130% at least of the regulatory own funds mentioned in Article 321-10, the

excess portion of this amount may be invested in assets that do not meet the requirements of |, provided that

these assets do not create a material risk for the company’s regulatory own funds.”

As mentioned above, AMCs in France are authorised to invest in “risky” (i.e. less liquid and/or speculative)

assets, provided that they have set up a surplus capital consisting of at least 30% of regulatory capital (this

“surplus capita

|ll

must itself be invested in liquid and non-speculative assets). With regard to the 130% portion,

it was noted that, of the five AMCs inspected:

- one held, over the entire period, shares of carried interest from funds it had acquired in view of selling
them to future employees at a later date;

- another contributed to the establishment of its “in-house” funds (seed money);

See for example the CMI penalty decision of 17 June 2010, according to which “Considering that, on 31 December 2006, the portfolio
held by CMI France was 89.14% invested in actions with the remaining amount (€44,514.70) invested in bonds, and with a negative
cash position; that, money-market and government bond investments being the only ones that could guarantee the preservation of the
capital invested, it appears that the rule of prudence for the investment of minimum own funds specified in the aforementioned Article
312-4 was significantly infringed upon at this date; and that the company in question cannot exempt itself from compliance with this
requirement by invoking a reduction of risk relating to its market experience or to the quality of the bonds that comprised its portfolio.”
See also the decisions of 8 July 2013 (anonymised decision) and 17 November 2013 (LMBO decision).
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Changes

Z1  The AMF will supplement its Position - Recommendation No. 2012-19 by specifying the instruments that

34

should not be considered as liquid or non-speculative.

CONTROL MECHANISM

The inspection revealed that the controls carried out by the five AMCs were particularly varied in terms of

quality:

two AMCs did not formalise second-level inspections (non-compliance);

controls at interim dates, when carried out, did not comply with the applicable regulations (confusion
between the reporting date and the date of the control, see above). As a result, one AMC did not detect
its regulatory capital deficit at 30 June 2016. However, the latter indicated in its observations that it
would strengthen its regulatory capital control mechanism (first level quarterly control and provisional
analysis of the impact of the AMC’s main disbursements, second level control by a Compliance and
Internal Control Officer a minima half-yearly); this constitutes a ;

for two AMCs, the inspection did not clarify the amounts of discretionary bonuses deducted from
general expenses;

two AMCs did not comply with the half-yearly frequency of controls stipulated in the procedure (annual
control). One AMC indicated in its observations that it had amended its procedures in order to switch to
a single yearly control, which appears to be a bad practice when the amount of own funds held is close
to the minimum requirement;

none of the AMCs monitored the investment of its regulatory capital or the 30% surplus capital;

overall, the third level controls were revealed to be incomplete and did not identify the problems
revealed by the inspection (notably the fact that the procedure had not been updated since April 2016

to comply with the applicable regulations).

Reminders

2

The requirement to comply with regulatory provisions for own funds at any given moment implies that

the frequency of controls is adapted to the company’s situation (according to the scale of its surplus

funds, the amount of dividends or bonuses paid, etc.).

Z1 It is considered a good practice to perform a control of own funds on a half-yearly basis - or more
frequently if needed - taking into account the current year’s activity on the basis of data from an interim
closure not certified by statutory auditors. In this context, a prudent approach in estimating own funds
and general expenses should be adopted.

Changes

Z1  AMF Position-Recommendation No. 2012-19 will be supplemented to take these observations into

account.
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