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ESMA 
103 rue de Grenelle,
75007 Paris
France

31 January 2014


Dear Sir/Madam


ESMA Consultation paper on the Revision of the provisions on diversification of collateral in ESMA’s guidelines on ETFs and other UCITS issues

The Depositary and Trustee Association (“DATA”) represents all depositaries and trustees of UK based authorised funds.  At the end of December 2013, the members of DATA were responsible for safeguarding £770 billion of fund assets.  
Please find enclosed DATA’s response to questions raised. 

Yours sincerely
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Alan Davies
DATA Chairman

DATA response to ESMA consultation on “Revision of the provisions on diversification of collateral in ESMA’s guidelines on ETFs and other UCITS issues” 
Q1 Do you believe that ESMA should revise the rules for the diversification of collateral received by UCITS that take the form of Money Market Funds in the context of efficient portfolio management  techniques and OTC transactions?  If yes, do you agree with ESMA’s proposal?
We support the proposed revision of the provisions on diversification of collateral.  This will increase the flexibility of money market funds (MMFs) (and other UCITS) to engage in reverse repurchase agreement transactions collateralised by government securities.  Whilst we support collateral diversification in principle, we believe that it is important to have a level playing field between all schemes that accept collateral and for that reason our preference is for Option 2, as this would enable all UCITS to receive the benefit of the derogation.  If there is to be a distinction, ESMA should conduct an impact assessment to clarify the reason for its preference for Option 1.
All UCITS funds are impacted by the current restriction within paragraph 43(e), so there does not appear to be a market rationale for distinguishing between MMFs and other types of UCITS. Any UCITS that utilises efficient portfolio management techniques such as securities lending or repurchase agreements or receives collateral from counterparties in relation to OTC derivative transactions, should benefit from the derogation.  
The primary criteria for collateral in relation to EPM techniques such as securities lending, repo and reverse repo is liquidity and stability in times of market stress.  That is why sovereign debt has always been and continues to be seen as the most desirable form of collateral.  As currently drafted, the ESMA Guidelines which come into force from 18 February 2014 will force UCITS funds engaging in EPM techniques to restrict the amount of sovereign debt they can accept as collateral from a single government issuer.  To obtain appropriate levels of diversification in high quality government issuers as required by Guideline 43 (j), managers in many cases would be forced to take on exposure to currencies other than those of the base currency of the fund.  To avoid taking on this currency risk an alternative is to hold higher levels of cash deposits which could result in increased credit risk for UCITS funds. 

Q2 Do you think that ESMA should introduce additional safeguards for government bonds received as collateral (such as a specific issuer limit) in order to ensure a certain level of diversification?  Please give reasons for your answer.
The purpose of collateral is to mitigate counterparty risk and the critical characteristic of acceptable collateral is that it is of good quality, maintains a stable value and is liquid.  A UCITS must satisfy the other requirements in paragraph 43 of ESMA’s Guidelines and must make appropriate disclosures to investors in accordance with paragraph 47.  
Given the existing standards for selecting counterparties and monitoring collateral, additional safeguards would not automatically enhance risk management or necessarily better protect the assets of the end-investor.  However, we believe that any proposed measure that seeks to diversify risk exposures should be considered providing it does not have any unintended consequences, such as increasing cost or increasing risks elsewhere. 
Q3 Do you agree with the proposed requirement to diversify the government securities across at least six different issues?
Whilst we support collateral diversification in principle we understand that the proposal may present some practical difficulties for UCITS managers seeking to comply with these requirements.
The requirement that UCITS must receive collateral comprised of at least 6 different issues would have the effect of restricting a UCITS’ otherwise reasonable use of government debt reverse-repo without enhancing potential liquidity. Instead, as an example, it may be more appropriate to introduce a proposal that considers the current credit rating of the issuer with less diversification of holdings required for higher rated issuers. 
The industry would be challenged to comply with a “minimum number of positions” requirement.  If ESMA perseveres with this aspect of the proposal, it should allow sufficient lead time to facilitate compliance.  Otherwise, the guideline will have unforeseen, negative consequences.  This would cause UCITS to have to revert to an issue limitation that is likely to be more restrictive than the 30% “safe harbour” for a single issue (as proposed).  The operational difficulties could impact the ability of UCITS managers to manage their funds effectively to the detriment of investors
The proposed diversification requirement would also necessitate a major revision of current arrangements, which would be costly and resource intensive.  
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