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Responding to this paper 

The European Securities and Markets Authority (ESMA) invites responses to the specific questions listed in the ESMA Consultation Paper - ESMA's technical advice to the European Commission on delegated acts required by the UCITS V Directive, published on the ESMA website (here).
Instructions

Please note that, in order to facilitate the analysis of the large number of responses expected, you are requested to use this file to send your response to ESMA so as to allow us to process it properly. Therefore, please follow the instructions described below:

i. use this form and send your responses in Word format;

ii. do not remove the tags of type < ESMA_UCITS_QUESTION_1> - i.e. the response to one question has to be framed by the 2 tags corresponding to the question; and

iii. if you do not have a response to a question, do not delete it and leave the text “TYPE YOUR TEXT HERE” between the tags.

Responses are most helpful:

i. if they respond to the question stated;

ii. contain a clear rationale, including on any related costs and benefits; and

iii. describe any alternatives that ESMA should consider

Given the breadth of issues covered, ESMA expects and encourages respondents to specially answer those questions relevant to their business, interest and experience.
To help you navigate this document more easily, bookmarks are available in “Navigation Pane” for Word 2010 and in “Document Map” for Word 2007.
Responses must reach us by 24 October 2014. 

All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input/Consultations’. 
Publication of responses

All contributions received will be published following the end of the consultation period, unless otherwise requested. Please clearly indicate by ticking the appropriate checkbox in the website submission form if you do not wish your contribution to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. Note also that a confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
Data protection

Information on data protection can be found at www.esma.europa.eu under the heading ‘Disclaimer’.
III. Advice on the insolvency protection of UCITS assets when delegating safekeeping (Art. 22a(3)(e)
 and 26b(e) UCITS V)
Q1: Do you agree that the steps to be taken by the third party are ultimately intended to ensure that the level of segregation foreseen under 22a(3)(d) of the UCITS Directive is recognised in the context of an insolvency proceeding involving the third party?

<ESMA_UCITS_QUESTION_1>

Yes; however, given the complexities of local law issues it will not always be possible to ensure with certainty that UCITS assets are unavailable creditors of the third party.  Our response to Question No. 2 addresses this aspect in more detail.  

The members of the Association of Global Custodians’ (the “AGC”) European Focus Committee (the “Committee”) also recommends further clarifying application of important terminology, which will help ensure clarity with respect to the scope of the depositary’s duties, including how far these duties reach through the chain of custody.  

Key terms that would benefit from clarification include:

“Third Party”

Pursuant to UCITS Directive Article 22a, and the last paragraph of 22a(3), ‘third party’ refers to a party or parties which the depositary appoints directly as a sub-custodian or as its global custodian as well as any further sub-delegations by the global custodian and/or sub-custodian (the ‘third party’). It is important to clearly delineate ‘third party’ so that it does not include market infrastructure, which is subject to different law and regulation, including prudential regulation.  Central securities depositaries (“CSDs”) acting as market infrastructure, while reviewed as part of an assessment of risks inherent in investing in a local market (including market infrastructure risks), are not appointed as sub-custodians and should not be considered delegates of a depositary.

Segregation

The Committee’s understanding is that UCITS Directive Articles 22a(3)(c) and 22 a(3)(d) permit the use of omnibus accounts at sub-custodians.  Depositaries maintain segregated accounts for each of their customers so that customer assets are (to the extent relevant) properly identified on their books and records.  So long as depositaries hold these assets through their sub-custody networks in a manner that ensures they are segregated from any intermediary in the chain of custody, including its sub-custodians and itself, and are reconciled, customer assets can be properly identified as belonging to each of its customers in accordance with Articles 22a(3)(c) and 22a(3)(d). 

<ESMA_UCITS_QUESTION_1>

Q2: Do you consider that the level of segregation foreseen under Art 22a(3)(d) of the UCITS Directive should protect UCITS assets from claims by creditors of an insolvent third party which had been delegated the safekeeping of the assets by the UCITS' depositary?

<ESMA_UCITS_QUESTION_2>

Steps can be taken to assess whether or not local law recognises that segregation is dispositive of customer asset protection in an insolvency of the third party, and information in this regard may be shared with investment managers who must decide whether or not to invest in a particular market, but it has been our collective experience that the laws of many jurisdictions do not ensure certain outcomes.  Depositaries conduct due diligence on sub-custodians and the markets in which they operate.  Legal advice regarding local law treatment of segregation of assets, among other things, is obtained.  However, while depositaries obtain legal advice and conduct due diligence as well as monitor sub-custodians, local market infrastructure and market events that are relevant to disposition of customer assets, an insolvency tribunal, administrator or court nevertheless may take actions that hinder or delay return of customer assets or even bring some or all of these assets into the insolvent estate of the third-party.  This is more likely to be the case where local law on dispositive effects of segregation is less clear or takes an approach that is not consistent with this priority.   
<ESMA_UCITS_QUESTION_2>

Q3: Are there other measures which could also help achieve this objective?

<ESMA_UCITS_QUESTION_3>

The steps outlined in the AIFMD Regulation regarding review of local law and notification to investment managers of material deficiencies or uncertainties relevant to customer asset protection should be transposed to the UCITS regime as a sensible approach.  
<ESMA_UCITS_QUESTION_3>

Q4: Do you agree with the steps to be taken by the third party as identified above? If not, please explain the reasons.

<ESMA_UCITS_QUESTION_4>

Yes, we agree with the steps to be taken by the third party as identified above. We understand that, although expressed as steps to be taken by third parties, these steps are conditions to the third parties' appointment as delegates by the depositary rather than direct obligations, and the performance of such requirements may be provided for in the contractual arrangements between the third party and the depositary.  Although there is clear merit in a third party understanding the steps that it needs to take in order to support segregation of assets under the rules applicable to it, we note that an opinion or advice, however well informed, cannot be definitive; accordingly, there remains a risk that local rules will not operate as expected. There is also a risk that changes to rules might not be well publicised or their effects clear, which will circumscribe what a third party is reasonably and practically able to do to keep the depositary informed on an ongoing basis. In practice, therefore, the depositary and third party will need to manage the interactions between themselves with the understanding that it will not be based on perfect information.
<ESMA_UCITS_QUESTION_4>

Q5: Do you consider that there are any specific difficulties that may arise in verifying the applicable insolvency regime that makes the proposed rules difficult to be complied with? In particular, do you consider the requirement for the third party located in a jurisdiction outside the Union to obtain independent legal advice could give rise to specific issues?

<ESMA_UCITS_QUESTION_5>

Yes, as noted above in our response to Question No. 2, there are limits to the level of certainty of outcome that can be obtained in many markets.  Insolvency laws often (but not always) operate and are implemented independently of laws and regulations that require “segregation” by intermediaries.  Whilst it is hoped that the latter will be observed correspondingly in an insolvency setting, this cannot necessarily be assured.  Further, legal  uncertainty may arise from uncertainty in regulation, conflicting case law, lack of legal precedent or qualifications in legal opinions obtained from local counsel.  These all may present challenges if the goal is to “ensure” a particular outcome. Some laws envision use of third parties that do not necessarily segregate customer assets in all cases.  Examples include:

· The U.S. operates on the basis of a bifurcated regime whereby U.S. commercial banks, which are regulated by banking regulators and are subject to bank-related insolvency regimes, foresee strict segregation of customer assets without right of re-use so that customer asset identification is achieved relatively readily in an insolvency of the bank (it should be these types of sub-custodians retain lien rights as a protective measure, which is market practice globally).  Broker-dealers, by contrast, operate on the basis that some assets falling above certain thresholds may not be readily identifiable, but obligations to return assets are secured pursuant to collateral requirements falling within a distinct customer protection regime, and are subject to an insolvency regime that is entirely different from that which applies to commercial banks.  Both banks and broker-dealers may operate in the U.S. as sub-custodians for a UCITS depending on the investment manager’s investment strategy (however, “buy-and-hold” strategies tend to utilise commercial banks as sub-custodians).  

· In recent weeks concern has been expressed about the level of certainty regarding the status of legal ownership of shares purchased under the forthcoming Hong Kong-Shanghai Stock Connect Scheme.  For investors investing in A shares on the Shanghai Stock Exchange (the “SSE”), shares will be held by the Central Clearing and Settlement System (CCASS), the Stock Exchange of the Hong Kong (SEHK) clearing entity, on behalf of the investors in an account within the SSE’s clearing entity, Chinaclear.  The People’s Republic of China (PRC) authorities recognise the Hong Kong Stock Exchange’s (“HKEx’s”) affiliate as the owner of these shares, and not the underlying investors.  Although the China Securities Regulatory Commission (CSRC) has stated that investors will “enjoy the rights and interests in such SSE Shares”, there remains ambiguity as to the extent of the proprietary rights of the investors on the shares held by CCASS, especially in the event litigation were to arise. It is not entirely certain whether the Chinese courts would recognize the ownership interest of underlying investors to allow them standing to take legal action against the Chinese entities in case disputes arise.

<ESMA_UCITS_QUESTION_5>

Q6: Do you expect a significant increase in terms of costs that would be faced by the third party delegated entities located in jurisdictions outside the Union in order to obtain independent legal advice on the applicable insolvency regime? If yes, please provide any available data and/or estimation.

<ESMA_UCITS_QUESTION_6>

It is difficult to provide an estimate of specific costs given that legal counsel fees differ widely within a particular jurisdiction and across jurisdictions.
<ESMA_UCITS_QUESTION_6>

Q7: Would you suggest requiring the third party to take any further steps which are not foreseen in the draft advice?

<ESMA_UCITS_QUESTION_7>

We do not believe that further steps should be required.  
<ESMA_UCITS_QUESTION_7>

Q8: Should any specific consideration be given to the scenario where the third party further sub-delegates the safe-keeping of the UCITS’ assets in accordance with Article 22a(3), last sub-paragraph of the UCITS Directive (as inserted by UCITS V)? Should the third party take any additional/different steps or measures in this case?

<ESMA_UCITS_QUESTION_8>

In relation to the first question - no, we do not believe that any specific consideration should be given to the scenario where a third party further sub-delegates the safe-keeping of the UCITS’ assets, except, however (and as noted above), it should be clarified that such obligations do not extend to market infrastructure such as CSDs.

In relation to the second question – no, we do not think this is necessary.

<ESMA_UCITS_QUESTION_8>

Q9: Do you agree with the steps to be taken by the depositary as identified above? If not, please explain the reasons.

<ESMA_UCITS_QUESTION_9>

No. First, it is very important to be clear that “immediate” termination of third-parties is not market standard. This is due to a variety of factors, the most important of which is the fact that assets cannot, typically, be “moved” from one third-party to another immediately.  Very importantly, once an insolvency occurs, assets and affairs of the insolvent party are typically frozen.  Customer assets may be caught up in this “stay” in order to determine their status.  Insolvency laws often prohibit third parties from taking action pending these determinations.  Even if a Depositary can take action prior to the imposition of insolvency proceedings, it is likely not possible, certainly not in all markets, to immediately move assets from one provider to another.  Asset transfers typically take some period of time, often on a staggered timetable, even if links have already been established with an alternative provider.  Moreover, whilst Depositaries often have “back-up” sub-custodians, this is not always the case where local market conditions (usually smaller markets) do not offer sufficient choice of other viable providers. 

In any case, in a situation where a depositary believes that the only appropriate action is to dispose of the financial instruments, it should be required to inform the Management Company or self-managed UCITS and, if the Management Company/self-managed UCITS disregards this advice, the only remaining course of action would be to notify the UCITS’s Competent Authority.  

Committee Members are of the view that the above recommended approach also recognises the fact that it is the Management Company/self-managed UCITS who has responsibility for investment management decisions (including those relating to dis-investment).  

We recommend that ESMA develops guidelines for Management Company/self-managed UCITS and Competent Authorities in respect of the actions that should be taken in the event the Depositary provides notification that it has reason to believe UCITS assets are at risk, regardless of cause.  

<ESMA_UCITS_QUESTION_9>

Q10: Do you expect any significant one-off and ongoing compliance costs for depositaries in order to take the steps identified above? If yes, please provide any available data and/or estimation.

<ESMA_UCITS_QUESTION_10>

Whilst it is difficult to provide an actual numerical estimation of what the actual costs of compliance for depositaries might be, we would anticipate that there would be, among other things, legal, operational and resourcing costs (e.g., legal costs associated with redrafting existing sub-custodian agreements and drafting template agreements for newly appointed sub-custodians post March 18, 2014) to ensure compliance with UCITS V requirements.  Additional costs will be incurred in terms of the detail that will need to be provided in the legal opinions that will need to be obtained for particular markets.  Furthermore, we would anticipate ongoing operational costs due to required technology builds or adaptations and the set-up and maintenance of additional accounts that may need to be to be opened or restructured in certain markets.  Additional and specialised resources will be needed to ensure the depositary’s ongoing compliance with the requirements and also to monitor sub-custodian’s compliance with the requirements.
<ESMA_UCITS_QUESTION_10>

Q11: Would you suggest requiring the depositary to take any further steps which are not foreseen in the draft advice?

<ESMA_UCITS_QUESTION_11>

Please see response to Question 3.
<ESMA_UCITS_QUESTION_11>

Q12: Which measures do you think should be taken by the depositary and/or the investment company/management company in the best interest of the investors once the depositary has informed the investment company or the management company on behalf of the UCITS that the segregation of the UCITS’ assets in the event of insolvency of the third party is no longer guaranteed in a given jurisdiction located outside the Union? Would the transfer of the relevant UCITS’ assets held by the third party in a non-EU jurisdiction to another (EU or non-EU) jurisdiction which recognises the segregation of the UCITS’ assets in the event of insolvency of the third party/depositary be a possible measure?

<ESMA_UCITS_QUESTION_12>

In relation to the first question – in the first instance, the depositary should engage with and seek instructions/guidance from the manager.  In the event that the investment company/management company does not provide guidance/instructions or does not agree to the transfer of the UCITS’ assets to an alternative third party in another jurisdiction, the depositary should advise the relevant National Competent Authority and seek guidance/instructions from them. Please see response to Question 3.

In relation to the second question – this is unlikely to be possible in many cases since sub-custodians often are utilised in order to access CSDs from which securities entitlements emanate.   A very important source of confusion in the EU has been around how securities are actually held in the chain of custody.  Whilst some have spoken of the depositary “entrusting” securities to “delegates” in the chain, this is not what actually happens in reality.  A security is first immobilised in a CSD when it is acting as market infrastructure.  Global custodians and sub-custodians, each of which is subject to its own national law on intermediary duties and obligations in relation to securities, provide access to rights and entitlements in that security.  Sub-custodians are utilised mainly because only local providers have the access and the links (including – very importantly - access to Central Banks) that are considered necessary to hold securities, and settle securities transactions, through the CSD acting as local market infrastructure for this purpose.   

<ESMA_UCITS_QUESTION_12>

IV. Advice on the independence requirement (Art. 25(2) and 26(b)(h) UCITS V)

Q13: Do you agree with the identified links that may jeopardise the independence of the Relevant Entities? If not, please explain the reasons.

<ESMA_UCITS_QUESTION_13>

No, Committee Members do not agree with these conclusions, as the existence of common shareholding has not been demonstrated to present problems that are not readily overcome through proper firewalls (often referred to as “functional and hierarchical separation”) separating the performance of depositary obligations and responsibilities from other potentially conflicting tasks.  Conflicts of interest policies and procedures to prevent and/or manage any conflicts of interest that may arise should be in place and assessed from time to time to ensure their efficacy.  Operational and technological processes and procedures should also be in place to prevent and manage any conflicts of interest.  Depositaries typically have internal procedures in place to ensure that any potential conflicts of interest are properly identified, managed, monitored and disclosed to the investors of the UCITS.  Furthermore, robust internal control and supervisory processes should be in place to ensure adequate resources are committed to effectiveness of necessary policies, processes and procedures. 

A common shareholding of a depositary and fund manager should not be presumed to undermine the functional independence of the two functions so long as the above-mentioned policies and procedures are followed. Clear guidelines, developed internally and by regulators, can ensure these measures are sufficient.  Indeed, the advantages of supervising and management bodies, auditors, risk professionals and others being able to identify and address any potential conflicts of interest that might arise in different parts of the same corporate group should be recognised through shared best practices, policies and procedures across the group.

<ESMA_UCITS_QUESTION_13>

Q14: Do you consider that any additional links should be taken into account such as, for instance, the existence of any contractual commitment or other relationship which would affect the independence of the Relevant Entities? If yes, please provide details.

<ESMA_UCITS_QUESTION_14>

No, Committee Members do not believe this is necessary.
<ESMA_UCITS_QUESTION_14>

Q15: Do you consider that the cumulative presence of all or some of the identified links is necessary to jeopardise the independence of the Relevant Entities or the presence of any of these links is sufficient to determine a lack of independence?

<ESMA_UCITS_QUESTION_15>

No, we do not.
<ESMA_UCITS_QUESTION_15>

Q16: Do you agree with the proposed option to ensure the separation of the management bodies/bodies in charge of the supervisory functions of the Relevant Entities? 
Do you have any alternative options to suggest, taking into account those identified under paragraph 47?
<ESMA_UCITS_QUESTION_16>

No, as we believe that properly constructed internal structural and organizational practices (functional and hierarchical separation) are adequate to address this concern.   Robust monitoring and operational procedures, controls, policies and procedures should be expected to address potential and identified conflicts of interest. 
<ESMA_UCITS_QUESTION_16>

Q17: Do you consider that the cap of one third of members of the body in charge of the supervisory functions of one of the Relevant Entities to also be members of the management body, the body in charge of the supervisory functions or employees of the other Relevant Entity is appropriate? Would you suggest any alternative percentage? If yes, please provide the reasons why.

<ESMA_UCITS_QUESTION_17>

We do not believe that such approach is necessary given the functional and hierarchical separation measures that depositaries already have in place to address any potential or identified conflicts of interest.  Such measures include robust controls, policies, processes and procedures.
<ESMA_UCITS_QUESTION_17>

Q18: Do you have knowledge of any restructuring in the composition of the management bodies/bodies in charge of the supervisory functions of any Relevant Entities that would be triggered by the identified option? If yes, please provide data and an estimation of the one-off and ongoing costs that would be incurred.

<ESMA_UCITS_QUESTION_18>

Impact analysis and quantification of cost associated with the proposal is needed. This would require more time than was given by the short consultation window.  However, we believe the cost would be significant.  At a minimum, we would anticipate that new personnel may need to be appointed and existing personnel may need to be removed. 
<ESMA_UCITS_QUESTION_18>

Q19: Which of the two identified options do you prefer? Would you suggest any alternative option? If yes, please provide details.

<ESMA_UCITS_QUESTION_19>

Option 2 would better align with, and would be better reflect, current arrangements that are in place across most European markets.  We believe competent authorities should focus on ensuring that these current arrangements are in place so that they are effectively implemented and maintained.  
<ESMA_UCITS_QUESTION_19>

Q20: Under the second option, do you consider that it would be appropriate to require that – whenever the Relevant Entities are part of the same group – at least one third of the members of the management body of the management company/investment company and depositary should be independent? Would you suggest any alternative percentage? If yes, please provide the reasons why. 

<ESMA_UCITS_QUESTION_20>

We do not believe that such a measure would be necessary in order to ensure that a high standard of corporate governance is in place and is being consistently applied.  Furthermore, under Article 25(2) of UCITS V, depositaries and the management company/investment company  are obligated to act, among other things, independently and solely in the interest of the UCITS and the UCITS’ investors in carrying out their respective functions.  
<ESMA_UCITS_QUESTION_20>

Q21: Do you agree that the concept of independence should be understood as requiring that independent directors should not be member of the management body or the body in charge of the supervisory function nor employees of any of the undertakings within the group?

<ESMA_UCITS_QUESTION_21>

The proposal lacks clear definition of the management level of reference. The governance structure of the Management Company or self-managed UCITS should provide for independent oversight of the management company and/or fund operations through different forms (e.g., auditor, depositary or a number of independent directors on the Board). These parties can be  either independent of management, shareholders of the fund Management Company and service providers, or related parties.
<ESMA_UCITS_QUESTION_21>

Q22: Do you have knowledge of the impact that each of the two options identified would have in terms of restructuring the shareholding of any Relevant Entities or finding alternative service providers? If yes, please provide data and an estimation of the one-off and ongoing costs that would be incurred.

<ESMA_UCITS_QUESTION_22>

Option 1 would result in additional costs and a complete transformation of the existing models across most of the European markets.  We would anticipate that such costs would ultimately be borne by UCITS investors with no identifiable benefit in terms of protection if risks arising from conflicts of interests can be addressed through effective functional and hierarchical separation.  Some of the potential implications of this proposal would include, without limitation, that UCITS that are impacted may be forced to transfer their assets to new depositaries.
One major concern with Option 1, were it to be adopted, is lack of sufficient time for implementation prior to March 2016 (or as early as December 2015 for certain member states).   Our understanding is that the industry would have less than a year to implement, likely causing significant market disruption, unless a suitable transition period is incorporated.  This disruption is more likely to be pronounced in member states with a common market practice of having a management company and a Depositary within the same group (e.g., France, Germany and Luxembourg).  It should be noted that appointment of a new depositary typically requires significant lead time to ensure safe and timely transition of assets.  

If Option 1 were adopted, our expectation – on balance - is that a group with both a management company and a depositary is more likely to retain the former and change depositaries (including custody of UCITS assets).  We believe disruption and associated costs would arise as result of the following: 

· Legal costs for renegotiation of depositary agreements, prospectus changes and constitutional document changes and any translation costs;

· Regulatory approvals costs – a change of management company or depositary for UCITS requires regulatory approval and also may require cross-border notifications;

· Investor notification – in many jurisdictions such a change requires notification to all shareholders;

· Transaction and associated costs for transition to the new provider of UCITS financial instruments held in custody, which can be costly depending on the market (and could result in taxable impacts unless tax authority approvals are obtained);

· Transaction and associated costs for certain other assets – this would depend on how the asset is registered or recorded: if in the name of the depositary, a re-registration would be required, including seeking related tax approvals to ensure that the transaction does not give rise to a taxable event.  

· Transition costs for other assets not held in custody if recorded or maintained in the depositary’s books and records.

· Establishment of new cash accounts and associated cash linkages through the new custodian’s correspondents.

· Renegotiation of counterparty and (if relevant) prime brokerage agreements, which will be more extensive where the counterparty or prime broker has been appointed as sub-custodian for assets of the UCITS held as collateral or otherwise;

· Renegotiation of ISDAs - in some jurisdictions both the depositary and management company are parties to the ISDA.  

· Depositary transition - it is not uncommon for an audit to be performed at the point of transition so that the new depositary is confident that the fund has been appropriately managed in the past.  

· Costs incurred by the depositary for receipt of legal advice, management time and project management.  This would include a full review of the assets, potentially performing due diligence on the management company, due diligence of the UCITS’ investments, etc.  

As a commercial matter, it is also uncertain whether the appointment of a new third-party provider would result in a change in fee levels. 

Finally, capacity constraints or lack of willingness by new provides to take on business due to its complexity or internal controls may give rise to situations in which some UCITS will not be able to find a new provider (whether a depositary or management company).  

<ESMA_UCITS_QUESTION_22>

Annex III

Cost-benefit analysis

Q23: Do you agree with ESMA’s approach to discard the second and third options described above?

<ESMA_UCITS_QUESTION_23>

Yes, we agree.
<ESMA_UCITS_QUESTION_23>

� Article 22a(3)(d) in the text of UCITS V published in the Official Journal.
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