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Reviewing the adequacy of EU product disclosure and distribution rules
1. Overview
European retail investors have invested over €10 trillion in a variety of investment products offering long term performance through exposure to financial markets, including retail investment funds, unit-linked life insurance products with little or no biometric risk coverage and retail structured securities. Net sales are close to €900 billion per annum.
Competition between different types of retail investment product and distribution systems is potentially beneficial. It can spur innovation, expand consumer choice and thereby increase the likelihood of consumers finding products to match their individual needs. Moreover, there is no intrinsic regulatory concern in the migration of savings from one retail product to another, which occurs for a variety of reasons, notably in response to features of domestic tax regimes.

However, it is imperative that retail investors are provided with the information necessary to empower them to make informed and appropriate investment choices, and that they are treated fairly by product distributors when choosing between these largely interchangeable products through an increasingly wide range of distribution channels. This is made all the more critical by the need for retail investors to assume greater responsibility for their financial futures.

At present, EU legislation imposes different disclosure and distribution rules on the originators and distributors of retail investment products, depending upon the legal form of the product or the distribution channel employed. Such differences need not be a source of investor detriment, provided that the rules, howsoever formulated, embody an adequate and coherent level of investor protection.

The question for regulators is whether the existing fragmented regulatory framework delivers an adequate level of investor protection across the full suite of retail investment products. Does the current patchwork of investor protection provisions in EU legislation represent a sound basis for limiting the risk of detriment associated with investment in retail products?

These questions have attracted attention in a variety of EU and international fora, including the Level 3 committees, the European Parliament and the Joint Forum of regulators and supervisors. EU Finance Ministers
 first signalled their concerns about this issue in May 2007 and invited the European Commission to launch work in this area.

In October 2007, the Commission published a Call for Evidence on whether there is a need for a more coherent approach to disclosure and distribution rules for 'substitute' retail investment products. In April 2008, the Commission published a feedback statement on the contributions received. An industry workshop was held in May 2008. This evidence gathering process will culminate in the publication of a Commission Communication in late 2008. The Communication will consolidate the views gathered, identify areas that demand further attention and set in motion further work to bring any desired improvements to existing arrangements. 

This note seeks to update the GEGRFS on the lessons emerging from this first phase of evidence gathering and analysis, and to outline further work leading to the Commission Communication in the autumn.

2. Background

Effective retail investor protection in the distribution of retail financial products is vital at a time when private investors are increasingly required to turn to private pension products and other long term investment products to help them to provision for retirement. A loss of confidence in such products could exacerbate the pressures associated with an ageing population.

These issues are currently overshadowed by difficulties experienced in wholesale markets. However, some of the assets which have been at the heart of the recent financial turmoil have percolated into the retail market through packaged investments (e.g. retail funds investing in mortgage-backed credit derivatives or securities, retail structured products). As financial structuring blurs the boundary between retail and wholesale markets, it is increasingly important to ensure the effective functioning of critical retail investor protection safeguards.
A retail investor seeking to maximise the potential return on medium / long term savings through a direct or indirect exposure to financial markets can be offered a range of broadly interchangeable, if not fully identical, products. The same investment proposition can be structured as a fund, a security, a unit-linked life insurance contract, or even a term deposit. Such product diversity may deliver real benefits to retail investors, with individual choices influenced by a diverse range of factors, including tax treatment and cultural preferences. However, it is frequently observed that retail investment products are 'sold, not bought'. This testifies to the power of product originators and distributors resulting from the information asymmetries and transactional costs that characterise retail investment markets.
Depending on the legal form of the product and the distribution channel employed, EU legislation foresees different types of product disclosures for prospective investors; different approaches to managing/preventing conflicts of interest in the product origination/distribution chain; and different conduct of business requirements for intermediaries. Although regulatory differences may be justified by differences in legal structure or in the way in which products are sold, they should not give rise to unacceptably large variations in the level of product transparency and investor protection.

In recent times, there has been a growing interest in understanding whether this regulatory patchwork is a sound basis for delivering an adequate level of investor protection across the full suite of retail investment products. Does the level of investor protection vary depending on the regulatory/legal status of the investment product they buy, or the distribution method through which the investment is acquired? Has national action adequately compensated for any perceived gaps or inconsistencies in EU legislation?

The Commission believes that these issues merit regulatory attention. A coherent approach is required so that retail investors are able to reap the benefits from product (and distribution channel) competition and innovation without being exposed to an unacceptably high risk of investor detriment.

3. Lessons learned from the consultation process
In response to these concerns, the Commission embarked on a process of evidence gathering and consultation. Responses to the Call for Evidence revealed considerable variation in perceptions of the adequacy of the existing regulatory framework. Many industry participants were of the view that the protections built into existing EU rules – in combination with national rules and self-regulatory initiatives – provide a robust framework for investor protection. However, many responses from consumer associations, public authorities and some industry sectors raised concerns relating to possible regulatory gaps and inconsistencies, sometimes having their origins in EU legislation. 
The sections below set out the concrete concerns raised. It is important to note that responses were qualitative in nature and often relied on opinions and perceptions rather than concrete evidence of mis-selling and investor detriment. Nevertheless, certain themes were mentioned sufficiently often (and by a sufficiently wide range of stakeholders, including public authorities) as to warrant further investigation.

3.1    Retail investment product disclosures

The content and form of pre-contractual disclosures differ according to the product type. These variations in product disclosure regimes may simply reflect differences in the nature, features and legal structure of different product categories. However, many consumers and public authorities identified potential flaws in existing product disclosure regimes.
Three broad themes emerged: the risk of information over-provision; a lack of comparability; and a set of sector-specific concerns. On the former, many warned that retail investors are currently overloaded with information that is not always directly relevant to their investment decision, overly technical or presented inappropriately. On comparability, many responses from consumers and public authorities noted that now that consumers are able to purchase a range of product types from a single distributor, a prerequisite for making an informed choice is to be able to compare the key features (including costs, risks and returns). However, varying product disclosure rules are argued to hinder comparisons and hence to impede effective decision-making.
Many contributions also highlighted possible gaps in existing product disclosure regimes which might, for example, make the costs and risks associated with some product types less transparent than for other.

· Many contributions pointed to problems with the presentation of information in the current Simplified Prospectus for UCITS funds. 
· For structured securities, responses revealed concerns about the usefulness of some disclosures to retail investors, which are lengthy and are considered to focus more on the characteristics of the issuer than the product. Others argued that disclosures may not allow retail investors to assess adequately the (embedded) costs and risks of an investment.
· Respondents pointed to a lack of information about the features, costs and risks of the underlying investments in unit-linked life insurance products.

· Several responses identified an apparent regulatory gap in relation to transparency and distribution rules for structured term deposits.

3.2    Conduct of business rules for different retail investment products

Some respondents perceived significant differences in the level of care afforded to retail investors, depending both on the legal form of the product being sold and the distribution channel employed. 
· Some consumers and authorities considered that the rules on selling practices and advice given by insurance intermediaries for unit-linked life insurance products were less stringent or detailed than requirements for other product types.

· A lack of clarity in the application of MiFID distribution rules to structured securities was noted. Although MiFID certainly applies to the sale of these products, there are questions as to whether it provides sufficient clarity on whether structured securities are complex products and whether they are suitable for sale to retail investors on an "execution only" basis. 

· Several responses pointed to an apparent absence of appropriate distribution rules for certain products, in particular structured term deposits.
In addition, some responses highlighted inconsistencies in the level of investor protection between distribution channels. Retail investors can access a wide range of investment products from a variety of different venues, including banks, internet platforms, financial advisers and an insurance company's network of employees. EU legislation sets out different rules for certain selling methods or techniques, e.g. internet selling, distance marketing and door-to-door selling.
Consumers and many authorities expressed concerns about inadequate disciplines in some distribution channels. Such concerns related in particular to:

· The distribution of proprietary products (that is, of in-house funds by management companies, insurance products by insurance companies and/or their employees); and 

· The increasingly prevalent sale of products through internet distribution channels, in which conduct of business rules are not felt to be always properly applied. 
3.3    Management and disclosure of conflicts of interest

Distribution networks are increasingly opening up to third-party products. These developments pose new challenges in terms of ensuring that any incentives offered to distributors to promote certain products do not operate to the disadvantage of the client. The rules in place to ensure effective management / disclosure of conflicts of interest (and/or compensation arrangements) by the different categories of product originators and/or intermediaries for the different types of investment product vary. Contributions to the call for evidence revealed concerns that there may be gaps in terms of the coverage and effectiveness of conflict of interest rules.
· Many responses questioned whether the rules on disclosure of potential conflicts of interest linked to remuneration for the sale of unit-linked life insurance are adequate - in particular the remuneration of insurance intermediaries by the managers of the underlying units. 

· There were also questions as to whether disclosure is an effective tool to mitigate the impact of conflicts of interest that may arise from commission-based remuneration of intermediaries. Will the average retail investor be able to process such commission and retrocession disclosures and factor them into their decision-making in a meaningful way?
3.4    Marketing and advertising of retail investment products

The rules applicable to the marketing and sale of different product types were broadly seen by the contributions as effective and proportionate. However, incidences of mis-selling were identified in a number of Member States. The risk of mis-selling was perceived to be greater for complex products and products sold with a capital guarantee, irrespective of their legal type.

3.5   Member State reactions to gaps or shortcomings in EU provisions
Several Member States, including Ireland, Italy, Portugal and the United Kingdom, have acted at national level to improve the consistency of Community regimes and to plug perceived regulatory gaps. For example, several Member States have taken steps to apply common disclosure or distribution rules to a broad spectrum of retail investment products. Other Member States identified residual concerns with the regulatory regime in their country and expressed a firm intention to take action to enhance investor protection. However, some argued that their discretion to take the necessary action was in some way constrained by provisions of Community law; or that uncoordinated national action was an inefficient response to the perceived problems from a single market perspective.

In many Member States, industry sectors have supplemented the national framework with self-regulatory standards or codes of conduct, developed sometimes in conjunction with the local regulators. Details of several such initiatives were provided in the Call for Evidence, although consumers and some regulators appeared sceptical as to their efficacy. 

4. Looking forward

At present, it remains difficult to be precise on the significance of the perceived risks and how they could manifest themselves. The review of the adequacy of investor protections embodied in existing EU legislation must be completed before consideration can be given to the need for or form of any corrective action at EU level. Even those who identified specific problems saw no case for far-reaching regulatory reform, for example in the form of for new cross-cutting legislation. Excessive harmonisation would risk stifling the innovative capacity of the market and limiting the options available to retail investors.

At the same time, the consultation certainly did not give existing regimes a clean bill of health. This message was confirmed by a technical industry workshop held in Brussels on 22nd May. The evidence gathered to date constitutes, we believe, a compelling case for further investigation of whether the regulatory framework does deliver effective investor protection or whether regulatory gaps and inconsistencies pose real and significant risks to investors. 

A Commission Communication - on product disclosures and distribution regulation for retail investment products - is scheduled for adoption later this year. The Communication will aim to:

· consolidate views gathered to date;

· frame generic principles which should guide EU level work in the area of retail investment products as explained above;

· target some particular areas that deserve attention over the medium/longer-term; and

· identify projects which could be used to further explore those specific areas.

As an interim step, the Commission services will host an open hearing on July 15th to provide for a public exchange of views between leading policy-makers, industry and investor representatives.
5. Questions

	For discussion at the meeting:

· Do GEGRFS members consider that the concerns identified through the consultation process deserve continued attention? Is the approach proposed by the Commission services for reviewing the adequacy of product disclosures and distribution regulation appropriate?
· Do GEGRFS members wish to comment on specific perceived deficiencies or weak points in the current EU regulatory framework? Is a coordinated response to these issues needed or can we rely on national action to tackle possible shortcomings?

	We would also be particularly interested in any specific information that delegations could provide in the following areas. Written contributions on these topics would be very welcome, by the end of July if at all possible.
· The sale of structured term deposits, by which we are referring to a combination of a deposit with an embedded option or an interest rate structure designed to achieve a specific payoff profile. Is the sale of these products covered by appropriate disclosure and distribution rules, or is there a regulatory gap? Do you have data on the sales of (or assets invested through) structured deposits in your jurisdiction?
· Are there industry standards or codes of conduct in operation in your jurisdiction? Do you consider these to constitute 'best practice' with regard to disclosures and point of sale disciplines? How are they enforced? Are Member State authorities involved in their formulation, implementation or enforcement?


� The May 2007 ECOFIN conclusions invited the Commission "to review the consistency of EU legislation regarding the different types of retail investment products (such as unit-linked life insurance, investment funds, certain structured notes and certificates), so as to ensure a coherent approach to investor protection and to avoid any mis-selling possibilities"
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