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INTRODUCTION
On 23 August 2018, the CSSF2 issued its circular 18/698 on the substance requirements (the
“CSSF Circular”) applying to Luxembourg
management companies. The management
companies to which the CSSF Circular applies,
include alternative investment fund managers
(“AIFM”), as well as management companies
subject to chapters 15 (“UCITS ManCo”),
16 and 17 of the Law of 17 December 2010
(“UCITS Law”) relating to undertakings for
collective investment.
According to this new CSSF Circular, the CSSF
is further tightening its substance and corporate
governance requirements and placing greater
demands on Luxembourg ManCo (as defined
below) operators.
Currently, both the AIFM3 and the UCITS Law
allow AIFMs and UCITS ManCos (hereinafter collectively referred to as “ManCos”) to
perform certain additional “MiFID II portfolio
management services” in addition to the management and marketing of AIFs4 and UCITS5
(as applicable). For that purpose, the AIFM and
the UCITS Law, till now, required AIFMs and
UCITS Mancos to solely comply with certain
MiFID I6 requirements as implemented in the
amended Law of 5 April 1993 on the financial
sector (“LFS Law”). The implementation of
Directive 2014/65/EU (“MiFID II”), as implemented in the LFS Law in Luxembourg,
strengthened investor protection rules. Contrary to the pre-MiFID II era, the AIFM nor
the UCITS Law clarify whether and to what
extent the new MiFID II rules apply to ManCos
that perform additional MiFID II portfolio management services. By absence of any MiFID II

updates of the AIFM and UCITS Law in this
regard, the CSSF Circular clarified what MiFID
II rules are applicable to ManCos additionally
performing MiFID II portfolio management
services.
This contribution discusses the new CSSF Circular rules applicable to ManCos performing
“MiFID II portfolio management services”, in
addition to, those set out in the AIFM Law and
the UCITS Law. For that purpose, first this contribution provides an overview of the MiFID II
portfolio management services allowed to be
performed and the requirements applicable to
ManCos under the AIFM Law and UCITS Law.
This article then clarifies what MiFID II and
Luxembourg-specific requirements are under
the CSSF Circular applicable to ManCos for
the performance of these services. It continues
by discussing the impact of the CSSF Circular
clarifications regarding Luxembourg ManCos
and then concludes.

1. MIFID II PORTFOLIO
MANAGEMENT SERVICES
UNDER THE AIFM LAW AND
UCITS LAW
a. MiFID II Portfolio Management
Services
In principle, AIFMs and UCITS ManCos are
not allowed under the AIFM and UCITS Law
to be authorized to carry on functions other
than the management of AIFs and UCITS. The
rationale for this restriction is that it protects
investors by ensuring an optimum level of
specialization by ManCos and avoiding all
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risks of conflict of interests with other activities. For that reason, other regulated financial
intermediaries at the EU level, such as credit
institutions and insurance companies, may not
obtain an authorization as AIFM or as UCITS
ManCo.
To that end, Article 5(2) of the AIFM Law requires external AIFMs not to engage in activities other than those referred to in Annex I of
the AIFM Law and the additional management
of UCITS subject to authorization under the
UCITSD7. Annex I of the AIFM Law specifies
that four types of functions are included in the
activity of management of AIFs: (a) investment
management, including portfolio management
and risk management, (b) administration, (c)
marketing and (d) activities related to the assets of AIFs. Similarly, UCITS ManCos shall
under Article 101(2) UCITS Law not engage in
activities other than the management of UCITS
and «other UCIs» which cannot be marketed in
other EU Member States and are therefore not
covered by the UCITSD. Similar to the AIFM
Law, Annex II of the UCITS Law specifies
that three types of functions are included in
the activity of collective portfolio management
of UCITS: (a) portfolio management, (b) administration, and (c) marketing.
Both the AIFM and UCITS Law prohibit
AIFMs and UCITS ManCos from obtaining an
authorization as investment firm under MiFID
II. By way of derogation, both the AIFM and
UCITS Law allow AIFMs and UCITS ManCos
to carry on a few activities regulated by MiFID II that are exhaustively listed for AIFMs in
Article 5(4) of the AIFM Law and for UCITS
ManCos in Article 101(3) of the UCITS Law.
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Both AIFMs and UCITS ManCos may be authorized, in addition to their primary function as
a manager of AIFs and UCITS, to also perform
MiFID II portfolio management services (i.e.
individual discretionary portfolio management
services) for professional, including pension
funds, and retail clients, where such portfolios
include one or more instruments, such as transferable securities, listed in Section B of Annex
II to the LFS Law. The European legislator
allowed for this possibility in order to achieve
significant economies of scale.

-

Along MiFID II portfolio management, both
AIFMs and UCITS ManCos may under the
AIFM and UCITS Law perform “non-core
services” comprising of investment advice8
and/or the safekeeping and administration in
relation to shares or units of collective investment undertakings.9 AIFMs may, additionally,
provide the non-core service of reception and
transmission of orders in relation to financial
instruments.10 The term “non-core service” indicates that these ancillary MiFID II portfolio
management services may only be performed
provided that the AIFM and/or UCITS ManCo
is authorized to perform the MiFID II portfolio
management service. The AIFM and the UCITS
Law prohibit that ManCos are merely authorized under the respective laws to perform the
MiFID II portfolio management service and/or
“non-core services” on a “stand-alone basis”,
i.e. without managing AIFs and/or UCITS.

In the light thereof, the AIFM and UCITS Law
require ManCos that provide MiFID II portfolio
management services to also comply with the
CRR15 capital endowment requirement. Depending on the volume and type of the MiFID II
portfolio management services to be rendered,
the level of own fund requirements and, more
importantly, the quality of the assets representing this own fund requirement may vary.
A ManCo may thus not be granted authorization to perform MiFID II portfolio management
services by the CSSF unless the ManCos has
sufficient initial capital under the CRR. ManCos are required to assess the financing of their
capital structure in light of not only the AIFM
and UCITS Law but also of MiFID II. Furthermore, every ManCo whose authorization
covers MiFID II portfolio management services
is subject to the LFS Law and must participate
for these services in an investor compensation
system set up in Luxembourg and recognized
by the CSSF (système d’indemnisation des
investisseurs Luxembourg or “SIIL”).

b. MiFID II requirements under the
AIFM Law and UCITS Law
When performing MiFID II portfolio management services, ManCos are (partly) governed
by the same set of rules to those applicable to
MiFID II investment firms offering the same
services. The AIFM, UCITS Law and the CSSF
Circular, inter alia, refer to certain rules of conduct as MiFID II investment firms including:11
-

organizational requirements;

-

assessment of suitability and appropriateness assessment; and

-

-

client information;

reporting to clients.

ManCos are only partly subject to the organizational requirements laid down in MiFID
II for two reasons. First, ManCos regulated
under the AIFM and UCITS Law are subject
to similar general requirements that constitute
the “common organizational denominator” of
financial intermediaries regulated under European investment law that, inter alia, include
the following:12
-

fit & proper senior management requirements;
minimum capital requirements;
a business plan;

adequate risk organization;

-

sound third-country relationships; and
reliable significant shareholders.

Second, ManCos are restricted in the type of
investment services/activities that they may
perform. Under the the “same activity - same
treatment” principle13, a few additional rules are
applicable to ManCos assuming the additional
MiFID II portfolio management services under
the AIFM and UCITS Law, mainly prompted
by the desire of the European legislator to protect individual investors.14

Since the requirements governing MiFID II
portfolio management services are harmonized
on the EU level, both ManCos authorized to
provide these services are allowed to provide
those services on the basis of a European passport in other Member States. In order to make
use of the European passport for MiFID II portfolio management services, ManCos need to be
authorized for MiFID II portfolio management
services. They are, however, not required to
passport the management or marketing of AIFs/
UCITS along with the MiFID II portfolio management services in a given Member State to
make use of such a European passport.16

2. MIFID II REQUIREMENTS - CSSF CIRCULAR
The MiFID II legislation applicable to ManCos, particularly, relates to organizational
matters and investor protection. Most of the
above requirements derive from MiFID I and
were already largely covered by the AIFM and
UCITS Law. The new requirements introduced
by the MiFID II Luxembourg implementation
law concerning the safeguarding of client assets, product governance obligations and the
inducements rules that impact ManCos the
most will be discussed below in more detail.
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a. Safeguarding of Client Assets
Both the Grand-Ducal Regulation of 30 May
2018 (“Grand-Ducal Regulation”) and the
CSSF Circular require ManCos that provide
MiFID II portfolio management services to
make “adequate arrangements” to safeguard
client assets.17 The MiFID II safeguarding of
client assets regime aims to ensure that adequate arrangements are taken by ManCos to
avoid the risk of diminution to, or loss of client
assets. The LFS Law and Grand-Ducal Regulation regulate the safeguarding of client financial instruments and funds that are held by the
ManCos themselves. For this purpose, ManCos
are required to comply with record-keeping
obligations to be able to identify clients’ assets and have to comply with organizational
requirements to minimize operational risks. In
addition, ManCos are required to put in place
arrangements to ensure that clients’ assets are
safeguarded to meet the objectives of the safeguarding of client financial instruments and
funds when clients’ financial instruments and/
or funds are deposited with third parties.
The implementation of the MiFID II safeguarding of client assets regime in Luxembourg also
introduced strict rules, inter alia, in relation to: 18
-

the indiscriminate use of title transfer collateral arrangements;

securities financing transactions and collateralisation;

inappropriate custody liens on client financial instruments and funds; and

prevents the unintended use of client financial instruments.

ManCos are required to appoint a dedicated
officer (who may, where appropriate, be the
compliance officer) to take overall responsibility for compliance with the MiFID II safeguarding of client assets regime.

b. Product Governance Obligations
Both the Grand-Ducal Regulation of 30 May
2018 and the CSSF Circular clarify that the
newly introduced MiFID II “product governance regime” applies to the product development and sales processes of ManCos.19 The
MiFID II product governance regimes differentiates between requirements targeting product
manufacturers and product distributors.
When distributing in-house funds to their clients, ManCos qualify as “product manufacturers”, i.e. manufacture financial instruments for
sale to clients. ManCos in their role as product
manufacturers need to comply with product
governance policies and procedures as part
of their organizational requirements. ManCos
have to maintain, operate and review a product
approval process. The product approval process
ensures that financial instruments sold are designed, the relevant risks are assessed and that
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the intended distribution strategy is consistent
with the identified target market. Product manufacturers shall ensure that financial instruments
are regularly reviewed to assess whether they
remain consistent with the identified target market. ManCos as product manufacturers shall
make available to product distributors all information relevant to the financial instrument
and the product approval process.20
The Grand-Ducal Regulation sets out details
related to the product governance rules for
product manufacturers and includes procedures
and arrangements related to the:21
-

governance and the oversight of product
design and the manufacturing process;

-

management of conflicts of interests;

-

identification of the target market;

-

assessment of the risks;

-

charging structure; and

-

information to be provided to distributors
and the regular review of products.

Product distributors, i.e. investment firms offering or recommending financial instruments
which it does not manufacture, are required
to obtain information related to the product
approval process and to understand the characteristics and the identified target market of
each financial instrument. They are the link
between the manufacturers and the ultimate
client and have to understand both the product
characteristics and the need of the clients. Product distributors are also required to regularly
review whether the financial product remains
consistent with the identified target market and
the distribution strategy.
The Grand-Ducal Regulation also sets out details related to the product governance obligations for distributors that relate to the range of
financial instruments issued by themselves or
other firms and services they intend to offer or
recommend to clients and include:22
-

measures to ensure that the products and
services are in accordance with the identified target market;

-

the compliance reports of the management
bodies; and

-

the regular review of products.

Although ManCos in performing their additional MiFID II portfolio management services
do not qualify as “product distributors”, they
have to liaise with their distribution network
during the engineering phase in order to ensure
new fund products are marketable to the right
market.

c. Inducements
In accordance with the Grand-Ducal Regulation
and CSSF Circular, the MiFID II inducement

rules apply mutatis mutandis to the provision
of MiFID II portfolio management services by
ManCos. MiFID II restricts the possibility for
ManCos providing the service of investment
advice on an independent basis and the service of portfolio management to accept and
retain fees, commissions or any monetary and
non-monetary benefits from third parties, and
particularly from issuers or product providers in
relation to professional and retail (i.e. non-professional) clients.23
Furthermore, fees, commissions and any monetary benefits paid or provided by a third party
must be returned in full to the client as soon as
possible after receipt of those payments by the
ManCo and the ManCo should not be allowed
to offset any third-party payments from the fees
due by the client to the ManCo. In addition,
ManCos are also required to inform clients
about all fees, commissions and benefits the
ManCo has received in connection with the
services provided to the client and on how the
fee/commission/non-monetary benefit can be
transferred to them.
When providing MiFID II portfolio management services, fees, commissions or non-monetary benefits paid or provided by a person on
behalf of the client are allowed only as far as
the person is aware that such payments have
been made on that person’s behalf and that the
amount and frequency of any payment is agreed
between the client and the ManCo and not determined by a third party.24 Examples that satisfy this requirement include situations where
a client pays an invoice directly or it is paid by
an independent third party that is acting only on
the instructions of the client and cases where
the client negotiates a fee for a service provided
by a ManCo and pays that fee.
Furthermore, ManCos are required to set up a
policy, as part of their organisational requirements, to ensure that third party payments
received are allocated and transferred to the
clients. Only minor non-monetary benefits are
allowed, provided they are clearly disclosed to
the client, are capable of enhancing the quality
of service provided and are of a scale and nature
such that they could not be judged to impair
compliance with the ManCo’s duty to act in
the best interest of the client.

and a programme of activities upon authorization by the CSSF.

a. AML/KYC
The CSSF Circular clarifies that ManCos are
subject to the laws and regulations in force in
the field of AML/CFT, including the AML Law,
the law of 27 October 2010, CSSF Regulation 12-02, CSSF Circulars on AML/CFT, as
well as, the resolutions of the United Nations
Security Council and the acts adopted by the
European Union. 25

b. EMIR Obligations
The CSSF Circular specifies that the liability
of ManCos that are authorized for the performance of discretionary management for obligations introduced under EMIR26 is limited to
the declaration of positions in derivative contracts taken for its clients, for which the ManCo
authorized for the performance of MiFID II
portfolio management services is a party to the
derivative contract (“for own account”).27 In the
event of delegation, the ManCo authorized for
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3. LUXEMBOURGSPECIFIC REQUIREMENTS
UNDER THE CSSF
CIRCULAR
The CSSF Circular not only clarifies the extent
to which MiFID II is applicable to ManCos.
It, additionally, clarifies specific requirements
that are applicable to ManCos and that include
AML/KYC, EMIR obligations, the submission
of standard discretionary management contracts
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d. Programme of activities
The CSSF Circular, additionally, indicates that
ManCo authorizations have to include information on the scope of the ancillary MiFID II
services proposed for the next three financial
years with regard to:
-

a description of the MiFID II portfolio
management services;

-

the type of client targeted;

-

the number or private, institutional and
pension fund clients;

-

assets under management by type of client;

-

the financial instruments and markets concerned;

-

marketing methods;

-

an indication of the depositaries with which
the clients’ assets are deposited; and

-

the risk management policy applying to
discretionary management.

4. THE IMPACT OF THE
CSSF CIRCULAR ON
LUXEMBOURG MANCOS
The clarifications offered by the CSSF Circular
for Luxembourg ManCos that are providing
MiFID II portfolio management services are
very welcome. The implementation of MiFID II by the European asset management
industry caused confusion as to what MiFID
II provisions are applicable to ManCos. Both
the AIFMD and UCITSD did not have as its
intention to apply MiFID II in its entirety to
AIFMs and UCITS ManCos. The rationale for
the European legislator to allow ManCos to not
only manage AIFs and UCITS, but also provide
MiFID II portfolio management services is that
the “core activity” performed, namely the discretionary individual management of assets on
behalf of investors, is the same. The fiduciary
role that ManCos play when providing MiFID
II portfolio management services is very similar
as compared to managing AIFs and UCITS.

5. CONCLUSION
Contrary to the pre-MiFID II era, the AIFM
nor the UCITS Law clarify in full whether and
to what extent the new MiFID II rules apply
to ManCos that perform additional MiFID II
portfolio management services. By absence of
any MiFID II updates of the AIFM and UCITS
Law in this regard, the CSSF Circular provides
helpful guidance in clarifying what MiFID II
rules are applicable to ManCos additionally
performing MiFID II portfolio management
services. This clarification of the CSSF is
welcome, but it would have been more in line
with the level playing field required under the
“European passport concept” if the clarification
would have been provided by the European
legislature.
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The views expressed in this article reflect
some of the author’s experience to date on the
subject matter. As the Luxembourg fund market continues to develop – namely in relation
to Luxembourg ManCos providing MiFID II
portfolio management services – these views
may and will most likely continue to evolve
in one way or another. This article should not
be construed as legal advice rendered by the
author or by NautaDutilh Avocat Luxembourg
S.à r.l., nor should it be interpreted as reflecting the views of NautaDutilh Avocat Luxembourg S.à r.l.
Commission de Surveillance du Secteur Financier.
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Each ManCo must also submit to the CSSF
standard discretionary management contracts
for the performance of MiFID II portfolio
management services and, where applicable,
contracts relating to “non-core services” that
it intends to have its professional/retail clients
sign.28

Notes
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b. Standard discretionary management contracts

Consequently, the core objectives of regulating
MiFID II portfolio management services and
managing AIFs/UCITS are the same. Both the
AIFMD/UCITSD, at the one, and MiFID II,
at the other hand, seek to ensure that only solvent financial intermediaries offer their services
to investors by requiring initial and ongoing
capital requirements. In addition, the AIFMD,
UCITSD and MiFID II all require intermediaries to have an adequate and appropriate
business organization that prevents both fraudulent and financially unstable intermediaries
from being active on the market. Historically,
the AIFMD and UCITSD have been therefore
heavily influenced by the predecessors of MiFID II. The core difference between the two
is that MiFID II focusses on the regulation of
individual portfolio management, whereas the
AIFMD and UCITSD focus on the regulation
of collective portfolio management. For that
reason, the AIFMD and UCITSD abide by the
“same activity - same treatment” principle and
only require ManCos that seek to additionally provide MiFID II portfolio management
services to comply with those provisions that
reflect the specific individual portfolio management nature. Unfortunately, MiFID II did
not update the AIFMD and UCITSD provisions
in this regard. Instead, the applicable MiFID
II implementing Directives and Regulations
specify in their scope whether they apply to
ManCos or not. MiFID II thus altered the original AIFMD/UCITSD “all information in one
hand” approach. Instead, the CSSF Circular
now specifies what MiFID II provisions are
applicable. In line with the “same activity same treatment” principle, it declares the same
MiFID II provisions applicable to both AIFMs
and UCITS ManCos. The CSSF Circular thus
provides helpful guidance in clarifying what
MiFID II and other European legislation is applicable to ManCos seeking to additionally provide MiFID II portfolio management services.
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the performance of MiFID II portfolio management services is also required to comply with
specific organizational requirements applicable
to them laid down by MiFID II and the CSSF
Circular.

