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Introduction
<ESMA_COMMENT_UCITS_V_AIMFD_REM_1> Arthur Cox is a law firm in Ireland representing promoters and investment managers, with over €12 trillion in assets under management, who have established and manage UCITS funds.  We have investment manager clients regulated in EU and non- EU jurisdictions.  

We welcome ESMA’s decision to take the guidelines on remuneration policies under AIFMD (“AIFMD Remuneration Guidelines”) as a starting point for developing the UCITS V remuneration guidelines and to “depart from them only if and when strictly necessary”.  

From a risk profile and complexity perspective, there are significant differences between an AIF (which can be subject to minimal investment restrictions) and a UCITS fund (which is required under the UCITS Directive to be highly diversified and subject to various investment restrictions including asset eligibility and liquidity requirements and restrictions on counterparty exposure).  The purpose of the UCITS Remuneration Guidelines is to require UCITS management companies to establish and apply remuneration policies and practices that are consistent with, and promote, effective risk management.  These policies and procedures must not encourage excessive risk taking which is inconsistent with the profile of the relevant UCITS or which affects the management company's duties to act in the best interest of the UCITS.  Given the significant differences between an AIF and a UCITS, we do not believe that a more enhanced or restrictive approach to that set out in the AIFMD Remuneration Guidelines would ever be “strictly necessary” to ensure an individual managing a UCITS did not engage in excessive risk taking.   If anything, any difference in approach should be in terms of relaxing the application of the provisions in the AIFMD Remuneration Guidelines for UCITS management companies to take account of the lower risk profile and reduced complexity of a UCITS compared to an AIF.    


Proportionality

We note ESMA’s request for feedback on its commentary on proportionality in the CP.  We support ESMA’s conclusion that in the interests of ensuring consistency between the UCITS Remuneration Guidelines and the AIFMD Remuneration Guidelines, a similar approach should be taken in the UCITS Remuneration Guidelines with respect to proportionality.  We agree with the FCA in the UK that the principle of proportionality is a cornerstone of the UCITS Directive.  As such, the principle of proportionality needs to be applied consistently when addressing the shared objective under the UCITS Directive and AIFMD of not encouraging excessive risk taking.  A common approach to proportionality is also consistent with any desire for a convergence of rules on remuneration of asset managers to tackle the issue of excessive risk taking.  To take this to its logical conclusion, the proposal for a more restrictive approach to proportionality under the UCITS Remuneration Guidelines implies that UCITS funds have a higher risk profile and are more complex than AIFs.  This would not be a logical conclusion from a policy perspective.  

Application of UCITS Remuneration Guidelines to Delegates

In anticipation of a challenge to the application of the proposed UCITS Remuneration Guidelines to delegates of management companies, we would urge ESMA to ensure it applies these guidelines in accordance with the operative provisions of the UCITS V Directive.  
<ESMA_COMMENT_UCITS_V_AIMFD_REM_1>


	[bookmark: Question1]
<ESMA_QUESTION_UCITS_V_AIMFD_REM_1> Q1: In this consultation paper ESMA proposes an approach on proportionality which is in line with the AIFMD Remuneration Guidelines and allows for the disapplication of certain requirements on an exceptional basis and taking into account specific facts. Notwithstanding this, ESMA is interested in assessing the impact from a general perspective and more precisely in terms of costs and administrative burden that a different approach would have on management companies. For this reason, management companies are invited to provide ESMA with information and data on the following aspects:

1) All management companies (i.e. those that hold a separate AIFMD licence and those that do not) are invited to provide details on the following:

a) compliance impacts and costs (one-off and ongoing costs, encompassing technological/ IT costs and human resources), and
b) difficulties in applying in any circumstances the remuneration principles that could otherwise be disapplied according to the provisions under Section 7.1 of the draft UCITS Remuneration Guidelines (Annex IV to this consultation paper).

2) Management companies that also hold an AIFMD licence and benefit from the disapplication of certain of the remuneration rules under the AIFMD Remuneration Guidelines are asked to provide an estimate of the compliance costs in absolute and relative terms and to identify impediments resulting from their nature, including their legal form, if they were required to apply, for the variable remuneration of identified staff:

a) deferral arrangements (in particular, a minimum deferral period of three years);
b) retention;
c) the pay out in instruments; and
d) malus (with respect to the deferred variable remuneration).

Wherever possible, the estimated impact and costs should be quantified, supported by a short explanation of the methodology applied for their estimation and provided separately, if possible, for the four listed aspects. <ESMA_QUESTION_UCITS_V_AIMFD_REM_1>



<ESMA_QUESTION_UCITS_V_AIMFD_REM_1>  As a preliminary point, we note that (1) despite ESMA proposing in the CP a common approach to proportionality under the AIFMD Remuneration Guidelines and UCITS Remuneration Guidelines and (2) the statement in the CP that ESMA has considered the possible impact that an alternative approach to proportionality might have on the UCITS sector, nevertheless, ESMA is assessing the impact of applying a different approach to proportionality under the UCITS Remuneration Guidelines in the CP.  We query why it is necessary for ESMA to engage in an assessment of an approach it has decided not to take and whether the CP should have been confined to assessing the impact of the approach ESMA has decided to take in relation to the UCITS Remuneration Guidelines.   

In terms of the costs and the administrative burden arising for UCITS management companies in applying a different approach to proportionality under the UCITS Remuneration Guidelines, we defer to individual investment managers to highlight specific implementation and ongoing costs and administrative burdens.  However, in our opinion, the real cost of such an approach will be the cost to the UCITS product, which has become a global brand over its 30-year history, and the impact on investors in those funds as we would expect this approach to lead to a significant reduction in the number of UCITS funds for a number of reasons including the following:

(a) As a practical matter, the investment strategy of a UCITS can be replicated in an AIF.  With the benefit of the EU-wide passport available to an EU AIFM under AIFMD, it should be possible for a fund promoter to offer a regulated AIF rather than a UCITS to most if not all of its intended EU investors.  If UCITS management companies are subject to a more restrictive approach to proportionality than an AIFM, UCITS management companies could convert to AIFMs and those AIFMs could advise AIFs that pursue a UCITS strategy and avoid the impact of the more restrictive UCITS Remuneration Guidelines.    

(b) The issue for UCITS management companies is not just the additional costs in meeting all of the remuneration principles set out under the UCITS V Directive, a point acknowledged by ESMA in the CP.  There is also the impact on the identified staff in the UCITS management company.  If the identified staff can perform the same role in an AIFM that is managing an AIF with a UCITS strategy, the relevant staff in the UCITS management company are likely to insist that the management company become an AIFM and that new products are established as AIFMs rather than as UCITS funds.  Alternatively, those staff could leave the UCITS management company and join an AIFM.  

(c) Staff within investment firms, whether EU based or not, may be unwilling to manage UCITS funds if there is a different approach under the UCITS Remuneration Guidelines.  From a practical perspective, this means that EU investors investing in UCITS may not get access to leading portfolio managers and investment management teams who, up to now, have been managing UCITS funds.

(d) Many UCITS funds are managed by non-EU investment managers giving EU investors exposure to many of the leading investment firms in the world.  These funds also give EU investors access to the investment managers with perceived local expertise of non-EU markets.  If the principle of proportionality is applied on a more restrictive basis for UCITS management companies, many of those non-EU managers, although willing to comply with the principle of proportionality as set out under the AIFMD Remuneration Guidelines, are likely to close their UCITS funds, particularly if those UCITS funds are small relative to their overall assets under management.   

In summary, we believe that applying a more restrictive approach to proportionality under the UCITS Remuneration Guidelines will lead to managers closing their UCITS funds and establishing replacement AIFs pursuing similar UCITS strategies.  If there are concerns about circumventing the UCITS Remuneration Guidelines, existing UCITS will simply be closed down with new product being offered in the form of an AIF.  If one accepts the premise that UCITS are, as a general matter, less risky and less complex than an AIF, surely we must question any policy that would have the effect of encouraging managers to establish AIFs rather than UCITS - a converse outcome would make more sense. <ESMA_QUESTION_UCITS_V_AIMFD_REM_1>


	[bookmark: Question2]<ESMA_QUESTION_UCITS_V_AIMFD_REM_2>  Q2: Do you agree with the proposal to set out a definition of “performance fees” and with the proposed definition? If not, please explain the reasons why and provide an alternative definition supported by a justification. <ESMA_QUESTION_UCITS_V_AIMFD_REM_2>  



<ESMA_QUESTION_UCITS_V_AIMFD_REM_2>  We agree with the definition in the draft guidelines of “performance fees”. <ESMA_QUESTION_UCITS_V_AIMFD_REM_2>  


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_3>  Q3: Do you see any overlap between the proposed definition of ‘supervisory function’ in the UCITS Remuneration Guidelines and the definition of ‘management body’ in the UCITS V Level 1 text? If yes, please provide details and suggest how the definition of ‘supervisory function’ should be amended in the UCITS V Guidelines. <ESMA_QUESTION_UCITS_V_AIMFD_REM_3>  



<ESMA_QUESTION_UCITS_V_AIMFD_REM_3>  We do not see an overlap in the proposed text. <ESMA_QUESTION_UCITS_V_AIMFD_REM_3>  


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_4>  Q4: Please explain how services subject to different sectoral remuneration principles are performed in practice. E.g. is there a common trading desk/an investment firm providing portfolio management services to UCITS, AIFs and/or individual portfolios of investments? Please provide details on how these services are operated. <ESMA_QUESTION_UCITS_V_AIMFD_REM_4>  



<ESMA_QUESTION_UCITS_V_AIMFD_REM_4>  We defer to investment managers replying to the CP to outline how the sectoral remuneration principles may be performed in practice. <ESMA_QUESTION_UCITS_V_AIMFD_REM_4>  


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_5>  Q5: Do you consider that the proposed ‘pro rata’ approach would raise any operational difficulties? If yes, please explain why and provide an alternative solution. <ESMA_QUESTION_UCITS_V_AIMFD_REM_5>  



<ESMA_QUESTION_UCITS_V_AIMFD_REM_5>  The question posed presumes that the identified staff are subject to different EU remuneration principles.  The question does not address the situation of staff working for non-EU investment managers appointed as delegates of UCITS management companies who may be subject to EU remuneration principles.  In those cases, as between the two approaches reflected in Question 5 and 6, we believe the pro rata approach is the better approach as it would not be possible to apply the approach outlined in Question 6 below to such staff.  Applying the pro rata approach in those circumstances would also be subject to applying the principle of proportionality to determine the extent to which staff were subject to the UCITS Remuneration Guidelines.      

In considering this issue and its application to ‘identified staff’, it would be very helpful if ESMA issued guidelines similar to those issued in response to Question 5 of its Questions and Answers on the Application of AIFMD dated 21 July 2015 to assist in assessing whether staff are ‘identified staff’ for the purposes of the UCITS Remuneration Guidelines.  Any such guidelines would need to reflect the difference in the risk profile and complexity of UCITS relative to AIFs which is currently not reflected in the list of staff presumed to be ‘identified staff’ for the purposes of the UCITS Remuneration Guidelines.  In particular, this list should reflect the fact that there are various investment strategies for UCITS funds, such as money market funds, that do not give staff an opportunity to engage in excessive risk taking in respect of the portfolio. <ESMA_QUESTION_UCITS_V_AIMFD_REM_5>  


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_6> 
Q6: Do you favour also the proposed alternative approach according to which management companies could decide to voluntarily opt for the sectoral remuneration rules which are deemed more effective in terms of avoiding excessive risk taking and ensuring risk alignment and apply them to all the staff performing services subject to different sectoral remuneration rules? Please explain the reasons behind your answer. <ESMA_QUESTION_UCITS_V_AIMFD_REM_6>



<ESMA_QUESTION_UCITS_V_AIMFD_REM_6> See response to Question 5.  <ESMA_QUESTION_UCITS_V_AIMFD_REM_6>


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_7> Q7: Do you agree that the performance of ancillary services under Article 6(3) of the UCITS Directive or under Article 6(4) of the AIFMD by personnel of a management company or an AIFM should be subject to the remuneration principles under the UCITS Directive or AIFMD, as applicable? Or do you consider that that MiFID ancillary services do not represent portfolio/risk management types of activities (Annex I of the AIFMD) nor investment management activities (Annex II of the UCITS Directive) and should not be covered by the rules under Article 14b of the UCITS Directive and Annex II of the AIFMD which specifically refer to the UCITS/AIFs that a UCITS/AIFM manages? Please explain the reasons of your response. <ESMA_QUESTION_UCITS_V_AIMFD_REM_7>



<ESMA_QUESTION_UCITS_V_AIMFD_REM_7> We are in favour of the second approach. <ESMA_QUESTION_UCITS_V_AIMFD_REM_7>


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_8> Q8: Do you agree with the proposal to look at individual entities for the purpose of the payment in instruments of at least 50% of the variable remuneration or consider that it would risk favouring the asset managers with a bigger portfolio of UCITS assets under management? Should you disagree, please propose an alternative approach and provide an appropriate justification. <ESMA_QUESTION_UCITS_V_AIMFD_REM_8>



<ESMA_QUESTION_UCITS_V_AIMFD_REM_8> We agree with the proposal to look at individual entities for the purposes of the payment in instruments of at least 50% of the variable remuneration subject to the following clarifications:

1. We do not agree with ESMA’s application of Article 14b(1)(m) of the UCITS Directive insofar as it limits the total portfolio managed by the UCITS management company to only the UCITS managed by that management company.  We believe that in determining the portfolio managed by a UCITS management company, in the same way that all of the portfolios managed by an AIFM are taken into account for the equivalent purposes under AIFMD, all of the portfolios managed by a UCITS management company (such as separately managed accounts) should be included;

1. For the avoidance of doubt, and in accordance with the UCITS Directive, we assume the reference in Article 14b(1)(m) to “UCITS accounts” includes sub-funds or compartments of a UCITS fund.  Otherwise, if a “UCITS account” does not include a sub-fund or compartment of a UCITS, promoters of UCITS funds are likely to establish stand-alone UCITS funds rather than UCITS funds with sub-funds or compartments to avoid exceeding the 50% threshold.  This would lead to a further proliferation of stand-alone UCITS funds across the EU and it would needlessly increase the expense in operating UCITS funds by discouraging promoters from establishing umbrella fund structures that could benefit from economies of scale and resulting lower total expense ratios yielding higher returns to investors. <ESMA_QUESTION_UCITS_V_AIMFD_REM_8>


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_9> Q9: Do you consider that there is any specific need to include some transitional provisions relating to the date of application of the UCITS Remuneration Guidelines? If yes, please provide details on which sections of the guidelines would deserve any transitional provisions and explain the reasons why, also highlighting the additional costs implied by the proposed date of application. Please be as precise as possible in your answer in order for ESMA to assess the merit of your needs. <ESMA_QUESTION_UCITS_V_AIMFD_REM_9>



<ESMA_QUESTION_UCITS_V_AIMFD_REM_9> It is essential that there are transitional provisions relating to the application of the UCITS Remuneration Guidelines.  The issue for UCITS management companies in complying with the UCITS Remuneration Guidelines are no different to the issues experienced by AIFMs with the AIFMD Remuneration Guidelines and AIFMS were given a 17 month transition period to comply with those rules.  The first issue with the proposed UCITS Remuneration Guidelines is that they should not be implemented retroactively which means they should only apply to an accounting period commencing after 18 March 2016.  The second issue is that the CP provides that a final report is expected by early Q1 2016 which is at best seven or eight weeks (or possibly a lot shorter) before the transposition deadline of 18 March 2016.  UCITS management companies and UCITS funds will not have enough time during that very short period to revise their remuneration arrangements with key staff, revise contracts, document new policies, agree new investment management agreements with delegate investment managers and, if necessary, appoint new investment managers to replace existing investment managers who are not willing to be subject to the new UCITS Remuneration Guidelines.  For those reasons, we believe there should be a minimum transition period of 18 months to comply with the new requirements. <ESMA_QUESTION_UCITS_V_AIMFD_REM_9>


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_10> Q10: Do you agree with the assessment of costs and benefits above for the proposal on proportionality? If not, please explain why and provide any available quantitative data on the one-off and ongoing costs that the proposal would imply. <ESMA_QUESTION_UCITS_V_AIMFD_REM_10> 



<ESMA_QUESTION_UCITS_V_AIMFD_REM_10> We agree with the principle of applying proportionality on the same basis under the UCITS Remuneration Guidelines and AIFMD Remuneration Guidelines.  <ESMA_QUESTION_UCITS_V_AIMFD_REM_10>


	<ESMA_QUESTION_UCITS_V_AIMFD_REM_11> Q11: Do you agree with the assessment of costs and benefits above for the proposal on the application of different sectoral rules to staff? If not, please explain why and provide any available quantitative data on the one-off and ongoing costs that the proposal would imply. <ESMA_QUESTION_UCITS_V_AIMFD_REM_11>



<ESMA_QUESTION_UCITS_V_AIMFD_REM_11> As noted above in our response to Question 5, we defer to investment managers who are in a better position to assess the assessment of costs and benefits for the proposal and application of different sectoral rules to staff. <ESMA_QUESTION_UCITS_V_AIMFD_REM_11>


Yours faithfully
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ARTHUR COX

2

image1.jpeg
Earlsfort Centre, Earlsfort Terrace, Dublin 2, Ireland | tel: +353 (0)1 618 0000 | fax: +353 (0)1 618 0618 | dx: 27 dublin | email: dublin@arthurcox.com

ARTHUR COX

DUBLIN | BELFAST | LONDON | NEW YORK




image2.jpeg
Eugene McCague, Donogh Crowley, John S Walsh, Michael Meghen, William Johnston, Nicholas G Moore, Declan Hayes, David O’'Donohoe, Colm Duggan, Carl O’Sullivan, Isabel Foley, John Meade,

Conor McDonnell, Patrick McGovern, Grainne Hennessy, Séamus Given, Colin Byrne, Caroline Devlin, Ciardn Bolger, Gregory Glynn, David Foley, Stephen Hegarty, Declan Drislane, Sarah Cunniff,

Kathleen Garrett, Padraig o Riorddin, Elizabeth Bothwell, William Day, Andrew Lenny, John Menton, Patrick O'Brien, Orla O’Connor, Brian O’Gorman, Mark Saunders, Mark Barr, John Matson,

Deborah Spence, Kevin Murphy, Cormac Kissane, Raymond Hurley, Kevin Langford, Eve Mulconry, Philip Smith, Kenneth Egan, Bryan | Strahan, Conor Hurley, Alex McLean, Glenn Butt, Niav O’Higgins,

Fintan Clancy, Rob Corbet, Rachel Farrell, Siobhdn Hayes, Pearse Ryan, Ultan Shannon, Dr Thomas B Courtney, Orla Keane, Aaron Boyle, Rachel Hussey, Colin Kavanagh, Kevin Lynch, Garrett Monaghan,

Geoff Moore, Fiona McKeever, Chris McLaughlin, Maura McLaughlin, Joanelle O’Cleirigh, Paul Robinson, Richard Willis, Tim Kinney, Deirdre Barrett, Cian Beecher, Ailish Finnerty, Louise Gallagher,
Conor O’'Dwyer, Jenny Fisher, Robert Cain, Brendan Cooney, Alan Heuston, Gary McSharry, Connor Manning, Keith Smith

Consultants: James O’Dwyer, Daniel E O’Connor, John V O’Dwyer, Ronan Walsh, John Glackin, Hugh O’Donnell, Dr Mary Redmond, Dr Yvonne Scannell, Dr Robert Clark

www.arthurcox.com




