

BNP PARIBAS INVESTMENT PARTNERS’ response to the ESMA consultation on UCITS 5.



Only dedicated to asset management  , BNP Paribas Investment partners is within the BNP Paribas Group the holding company of all asset management companies ;  it operates in many countries across the world and in particular it  is managing through separate entities, all of them being regulated,  UCITS Funds domiciled in   European Countries : France (3 companies) , Belgium, Italy, Luxembourg, Ireland, Netherlands, Finland, Sweden ; in addition our subsidiary in Norway manages also funds which are built according the UCITS Directive local equivalent. 
In most cases,these companies choose as a  UCITS depositary a provider which is part of the BNP Paribas group : BNP Paribas Securities Services ( generally known as «  BP2S »).
We are members of the Industry bodies in the countries where we operate and we are also one of the corporate members of EFAMA. We therefore support the comments associations such as AFG and EFAMA have made to the consultation that ESMA has opened on the depositary regime.

However we would like to contribute individually to the consultation and state respectfully but firmly our views related to the second part of the consultation.


Given UCITS 5 level 1, we believe that  the question of independence has been raised, and then dealt with, in a very questionable manner : for legal reasons, and also as far as the efficiency of the proposed options is concerned, there are grounds to strongly challenge the approach which is being taken by ESMA. In our view, in order to achieve independence between the manager and the depositary –which is desirable as such-  other ways should be explored.

I) ESMA proposals go far beyond the mandate given to the Commission by the level  1.

UCiTS 5 has introduced a new article 25. and we do not disagree at all with its intention ; it states  (point 2) :

« In carrying out their respective functions, the management company and the
depositary shall act honestly, fairly, professionally, independently and solely in the interest of the UCITS and the investors of the UCITS » .

	Art. 26 B empowers the Commision to specify, through  Level 2 measures  « the 	    conditions for fulfilling the independence requirement referred to in Article 25(2) ».

This independence requirement is a requirement to ACT, which is matter of behaviour, not a requirement to decide neither what should be –or should not be-  the capitalistic links between the depositary and the asset manager, nor the corporate governance of the asset manager[footnoteRef:1]. [1:  Our comments will be limited to the impact of the proposed options on asset managers ; however most comments seem also applicable to depositaries.
] 



Obliging depositaries and asset managers, and the groups there are part of, to modify entirely their structures is not at all a trivial decision and cannot be taken incidently; it has never been debated appropriately at European level and there is no recital in UCITS 5 directive showing any will to go in that direction. Under this respect it is very interesting to note that there are other topics where some recitals expressly ask  the European Commission to submit views in the future to the European legislators : it is not at all the case for the « independence » of depositaries and asset managers.


We cannot imagine that level 2 measures could  without any preparation and without any debate decide unexpectidly to modify so strongly the structure of the industry and to require prohibiting some activities within the same group or to design the boards or supervisory bodies. Again the level 1 request is about « acting » independantly , which is a functional matter, not a structural one [footnoteRef:2]. [2:  Interestingly enough, IOSCO  has just issued a draft paper containing « proposed  principles regarding the custody of collective investment schemesassets » ; they make a clear distinction between functional and structural independence and, eventually, the proposed principle 4 states that «the custodian should be functionally independent from the responsible entity ». 

In addition, it is difficult to consider that a really sound impact assessment analysis has been performed, despite ESMA efforts to gather information on the existing market practices ; the same comment apply to the cost/benefit analysis  where ESMA is very general and limits itself to put forward qualitative assessments, which makes them very questionable.
] 


Therefore we consider that, if the European Commission was to follow ESMA’s options and was to fully adopt any of the proposed rules, there would be a  high potential for challenging legally such implementing measures. 



II) The structural measures on  which Esmas consults do not address appropriately and in an efficient manner the need for independence. They would have unexpected and undesirable impacts.


We are aware that the consultation reflects the mandate which has been given to ESMA by the European Commission and which is explained in § 23 of annex III, but we are somehow disappointed that Esma has accepted as a basic assumption that :

(i)  cross shareholding entails per se a lack of independence or (ii) a modification in the corporate governance of the asset managers –through and with independent directors-  would by nature confer independence on the asset managers. 

These views are very theoretical ones, and indeed we see with much interest that it is not what IOSCO has just stated and promoted, fully rightly from our point of view.


What UCITS 5 wanted to avoid is that conflicts of interests are not properly identified and managed and in particular that the missions assigned to the depository are not fully performed; the fact that a depositary is structurally independent does not guarantee at all it will be the case ; conversely an affiliate depositary may quite well perform their missions : it is basically a matter of clear definition of missions, of resources and means, of behaviour.


Similarly, it is an illusion to believe that independent directors are the adequate solution to  wrong behaviours which are mainly affecting the daily operations.

By nature, most directors –and in particular non executive and independent ones - are not involved in the daily processes. Where independent directors are required by law, for example in the US, they do not automatically prevent wrongdoings. The fact that there were independent directors has been  unable to avoid market timing or late trading in the US ; the independent directors have not been able to prevent the mismatch between the valuation of the Reserve Primary money market fund and the real value of the assets, causing a run which made necessary its rescue by the US authorities ; it is not the independent directors, but the SEC, which  has been able to identify the recent valuation issues affecting one of the Pimco funds.


We can add something which is quite evident : if the second option put forward by Esma was to be tomorrow a binding rule, it means that it would become necessary among groups operating in the EU  to appoint hundreds and perhaps thousands of independent directors ; each legal entity managing UCITS would have to do so[endnoteRef:1][footnoteRef:3]. There are not currently people in sufficient number and with the adequate qualifications to perform that role, so that the quality  of most « external » board members would suffer from this purely theoretical request, while the cost, finally detrimental to investors, would increase significantly. [1:  ]  [3:  In our specific case –even though BNPP IP has a  board with independent directors – our estimate is that we would need to find about 30 additional independent directors (3*10 legal entities as there are limits in terms of numbers of positions one individual can hold and as linguistical requirements will limit the potential for individuals to attend some boards).
] 



The same detrimentral impacts would derive from the first option, with a massive structural change which has never been asked and neither contemplated by the European  legislators : most European asset managers would need to move UCITS from a depositary to another.

Given the current structure of the custody industry, a high number of European custodians will purely and simply disappear, quite likely paving the way for additional growth for big players, most of them being Non-EU groups. We doubt it was intended by the legislators, who would discover it too late but could quite rightly react strongly.

In addition, these massive moves would take place in a very short period of time, leading Ucits to face a huge  increase of operational risk, with all the costs embedded.

Finally, depositories and asset managers affected by these transfers would need to entirely revise their processes, IT etc… Again it has never been  taken on account during UCITS 5 preparatory discussions..



III) What is « acting independently » about ?


Acting independently is first of all matter of clarifying the role and missions of each entity, of daily behaviour, of rules of conduct and of enforcement in case breaches appear.

We respectfully submit to Esma that regulators are very well placed to have identified –if any- situations where they consider that depositaries and/or asset managers have not acted independently. 

In the past, in many advices they gave to the Commission on several topics, ESMA has proposed to issue indicative lists of situations where some breaches of regulations could take place (in order to prevent such situations in the future)  , or to illustrate what could be a wrongdoing.

We are surprised that nothing similar is proposed for consultation here : again, if something specific having  breached the need for independence took place, it would be better to specify when and above all  how these breaches took place and to build on them to precise what to do or not to do to act independently.



We also would like to highlight that UCITS 5 has precisely brought new tools to (i) increase the independence between depositaries and  asset managers, and (ii) sanction if need be the entities which would not act accordingly.

(i) As the role and missions of the depositaries have been precisely identified and described through Ucits 5, it is now much more easy for the depositary to know what they have to do ; they should not go beyond what is described.
(ii) The sanction regime gives way to the regulators to enforce rules of conduct and to eventually sanction breaches.



Therefore it would be much more appropriate in our view to remind and state that :

a) Depositaries should not extend their reach out of the scope of the missions which have been described in UCITS 5 ; in particular they should not intrude on the specific missions which are the asset managers ones
b) Asset managers should not extend their reach out of the scope of their  missions as decribed in the UCITS Directive framework ; in particular they should not intrude on the misions which are depositaries’ones per UCITS 5.

Regulators and supervisors are well placed to enforce these principles.

We support the views AFG and EFAMA have put forward when they build on the ESMA second option, but limiting the provisions to the first part of it, as modified below :



( …..)
(e) the management company/investment company shall put in place a robust decision-making process for choosing the depositary which shall be based on objective pre-defined criteria and meet the exclusive interest of the UCITS;
(f) in case any of the following situations arise: 
- the depositary has a direct or indirect holding in the management company/investment company which represents 10 % or more of the capital or of the voting rights or which makes it possible to exercise a significant influence over the management of the management company/investment company in which that holding subsists; or

- the management company/investment company has a direct or indirect holding in the depositary which represents 10 % or more of the capital or of the voting rights or which makes it possible to exercise a significant influence over the management of the depositary in which that holding subsists; or
			- the management company/investment company and the depositary are 			included in the same group for the purposes of consolidated accounts, 			as defined in Directive 2013/34/EU or in accordance with recognised 			international accounting rules,


the following arrangements shall be put in place: 

(i) all reasonable steps to avoid conflicts of interest arising from the shareholding or group structure shall be taken and, when they cannot be avoided, conflicts of interest shall be identified, managed and monitored and, where applicable, disclosed, in order to prevent them from adversely affecting the interests of the UCITS and their investors; 

and 

(ii) the choice of the depositary shall be justified to investors upon request. 


[bookmark: _GoBack]
In addition, and to avoid in an efficient manner that conflicts of interests arise where they might really take place , we  would suggest ESMA  prohibits that the same individuals can hold operational (day to day) positions in both a UCITS asset management company and the depositary for those UCITS.


Would you require further information, please feel free to contact François DELOOZ, BNP Paribas Investment Partners CEO’s Special advisor (+33 1 58 97 20 49)




 
