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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>

By way of introduction, the Depositary and Trustee Association (“DATA”) highlights that confusion can arise in the UK from the use of the term (in the UCITS Directive (as inserted by Directive 2014/91/EC (“UCITS V”)) and in the Consultation Paper) ‘third party’ where sub-delegation takes place.  In that respect, a third-party could be either a global custodian, sub custodian, or any further sub-delegation down that custody chain.

In UCITS V, under the wording of Art 22a and the last paragraph of Art 22a (3), we therefore have taken the meaning of ‘third party’ to be the party or parties which the depositary appoints as custodian.  If that custodian (the ‘third party’) then delegates to another party, that relationship is captured by the last paragraph of Art 22a(3) and the third party has to ensure that its sub-delegates meet all the requirements of  Art 22a(3).  

Our responses are based upon this understanding.

In relation to Question 1, yes, we do.  

It is also important to note that Art 22a(3)(d) (which is 22a(3)(c) Official Journal text) also recognises the ability of the third party to use omnibus accounts.  In this regard, we also request that ESMA clarify and reaffirm in its technical advice, the statement in Recital 22 of UCITS V which states that the third party to which safekeeping of assets is delegated  should be able to maintain an omnibus account, as a common segregated account for multiple UCITS.
The last paragraph of Art 22a(3) also recognises the ability of the third party, in turn, to sub-delegate those functions, subject to the same requirements.  The sub-delegate of the third party may also therefore use omnibus accounts. The explicit recognition of the validity of the use of omnibus accounts is important given their wide-spread use in the industry.  Assets held in omnibus accounts are segregated by the records on the depositary’s system which ensures at all times that depositary can identify client assets.  

DATA’s understanding is that the measures applied to third party custody delegates would not apply to central securities depositaries where these entities perform the initial recording of securities in a book entry system or provide and maintain securities accounts at the top tier level.
<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>

No, not always as developments may arise in local insolvency laws and jurisprudence.  Hence the importance of obtaining legal advice on these aspects and recognising that developments may occur.  In this regard, AIFMR (Art 98(2)(a)) recognises that there may be developments in local insolvency law/jurisprudence (e.g. new court ruling/aspects of law tested for the first time in court).  It requires that if a depositary becomes aware that the segregation is no longer sufficient to ensure protection from insolvency because of the law of the country where the third party is located, it shall immediately inform the AIFM.

We also strongly recommend that ESMA and the EU Commission pursue the goal of achieving harmonisation, at an International level (i.e. IOSCO level), of the insolvency laws in third country jurisdictions so as to deliver effective asset segregation and protection.

<ESMA_UCITS_QUESTION_2>

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

<ESMA_UCITS_QUESTION_3>

It is difficult to envisage what further measures can be taken beyond obtaining legal advice on local insolvency laws and jurisprudence and taking that advice into consideration.  

As mentioned in response to Question 2, it is possible that local insolvency law/jurisprudence may change and there needs to be a similar recognition of this as there is in AIFMR (Art 98(2)(a)).  As mentioned above, upon the depositary becoming aware that segregation is no longer sufficient, it must immediately inform the AIFM.  Given that UCITS is a retail investment product, we also recommend that the depositary must also immediately inform the Competent Authority of the UCITS.  The Competent Authority will wish to ensure that the Management Company or UCITS Board if self-managed, takes appropriate and swift action to protect investors.  The Competent Authority might, for example, require the UCITS to realise all assets held in that jurisdiction.

It is worth noting that, in most cases, a security is issued by an entity in the country where it is located and it is not possible for the depositary to select a third party which is not located in that country.  

Please see response to Question 11.
<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>

We recommend that some flexibility is built in to this section.  It may be the case that the depositary prefers, given its liability obligations, to undertake some of these steps itself rather than have the third party carry them out.   The advice caters for this as regards obtaining independent legal advice (Draft advice, paragraphs 3 and 4) but not as regards other aspects. For example, the depositary might itself want to ensure that the conditions set out in the applicable insolvency laws and jurisprudence to consider the UCITS’ assets are segregated.... are met at the moment of conclusion of ….’ (Draft advice, paragraph 1(a)(ii)).  If both the depositary and the third party are carrying out the same analysis to establish that the conditions are met, that simply adds costs-which may ultimately be borne by UCITS investors.  

This could be addressed by requiring the steps  to be taken and providing the depositary with the flexibility to decide whether it carries out those steps itself or whether  the third party or its delegates undertakes them.   We would further suggest, given the liability of the depositary, that in all instances the depositary should have sole discretion and that the draft technical advice should be clarified in this regard.  This is less of an issue for depositaries with global custodians and direct custodians in the same network; however, in circumstances in which the depositary is appointing a third party outside its network, the depositary in its oversight capacity will require ‘sole discretion’ to obtain or rely on any legal advice furnished.  Whilst the wording proposed in the draft advice is flexible, the addition of the clarification of sole discretion will hopefully avoid a scenario where there is conflict between a depositary and a third party if the sole discretion rests with the depositary.

For the sake of clarity, we recommend that the draft advice includes a paragraph to the effect that if the third party to whom the depositary has delegated functions referred to in Art 22(5), in turn sub-delegates those functions, such sub-delegation is subject to the same requirements (i.e. application mutatis mutandis).  Whilst this is already the case by virtue of the last paragraph of Art 22a(3), it would be helpful for it to be included in Level 2 measures.  This would also be consistent with the approach taken in AIFMR (e.g. Art 98(4)). 

It is not uncommon for a depositary to delegate custody to a Global Custodian (the third party) who, in turn, may delegate to other parties. The clarity mentioned regarding a third party sub-delegating, above would therefore be helpful.  

<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>

It may depend upon how complex the applicable insolvency regime is or how certain the legal advice is.   

It is important to note that the risk of loss of assets in insolvency proceedings by a third party cannot be completely alleviated. As pointed out by IOSCO (in the recent Recommendations Regarding the Protection of Client Assets issued by IOSCO in January 2014 (the “IOSCO Recommendations”), the ultimate regulatory and market risk of each domestic securities market remains and is beyond the control of the depositary. As IOSCO stresses, “where assets are held in foreign jurisdictions, there may be specific country risks that should be taken into account, e.g. the effectiveness of the local regulatory regime, whether a judgement can be enforced effectively and other factors that make it difficult to repatriate CIS assets” – factors for which clearly the depositary as well as any appointed third party have no influence on.  

It is also important to be clear what entity constitutes the ‘third party’.  As per our response to Q 4, we recommend that the draft advice includes a paragraph to the effect that if the third party to whom the depositary has delegated functions referred to in Art 22(5), in turn sub-delegates those functions, such sub-delegation is subject to the same requirements.  Whilst this is already the case by virtue of the last paragraph of Art 22a(3), it would be helpful for it to be included in Level 2 measures.  This would also be consistent with the approach taken in AIFMR (e.g. Art 98(4)). 

It is not uncommon for a depositary to delegate custody to a Global Custodian (the third party) who, in turn, may delegate to other parties. The clarity mentioned above would therefore be helpful.

As with the response to previous questions, it may be the case that the depositary prefers, given its liability obligations, to undertake some of these steps itself rather than have the third party carry them out.  

<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>

Yes. Costs will increase and could be substantial.  Legal advice will be needed for any jurisdiction outside the Union where financial instruments are held in custody.  This cost may in turn be borne by the investors in funds where financial instruments are so held.

As outlined in response to Q4, some costs could be mitigated if duplication can be avoided. 

As with the response to previous questions, it may be the case that the depositary prefers, given its liability obligations, to undertake some of these steps itself rather than have the third party carry them out.  

<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>

No.  The draft advice recognises the ongoing nature of the obligation - Draft advice, paragraph 1(a)(iii) requires the third party to inform the depositary immediately in case any conditions mentioned under paragraph 1(a)(ii) are no longer met.  The third party would need to have arrangements in place to ensure it becomes aware of relevant changes to local insolvency law or jurisprudence.

As mentioned in response to question 4, the advice should cater for cases where the depositary itself receives advice on local insolvency law and jurisprudence rather than relying on the third party to do so.

  <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>

Yes. Please see answers to questions 4, 5 and 7.  We recommend that the draft advice includes a paragraph to the effect that if the third party to whom the depositary has delegated functions referred to in Art 22(5), in turn sub-delegates those functions, such sub-delegation is subject to the same requirements.  Whilst this is already the case by virtue of the last paragraph of Art 22a (3), it would be helpful for it to be included in Level 2 measures.  This would also be consistent with the approach taken in AIFMR (e.g. Art 98(4)). 

It is not uncommon for a depositary to delegate custody to a global custodian (the third party) who, in turn, may delegate to other parties. The clarity mentioned above would therefore be helpful.  
<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, we do not. 

As highlighted in our response to Q3, given that UCITS is a retail investment product, we also recommend that the depositary must also immediately inform the Competent Authority of the UCITS. The Competent Authority will wish to ensure that the Management Company or UCITS if self-managed, takes appropriate and swift action.  It should also, potentially, inform other relevant Competent Authorities (host Member States of countries in which the UCITS is marketed and Member States of feeders).  We also provide further views in response to question 12 as we consider it vital that all parties - the depositary, Management Company, Competent Authorities and investors are clear as to what should occur and by when in the event that a depositary becomes aware that the applicable insolvency laws and jurisprudence no longer guarantees the segregation of UCITS assets in the event of the insolvency of the entity holding the financial instruments.

We also question the last sentence in Draft advice, paragraph 2(b)(iii).  Where a depositary becomes aware that the applicable insolvency laws and jurisprudence no longer guarantees the segregation of UCITS assets in the event of the insolvency of the entity holding the financial instruments and notifies both the Management Company or UCITS Board if self-managed, and the UCITS Competent Authority, it has done all it can.  The depositary should not remain strictly liable once such notification has taken place.  

If there is not a requirement to simultaneously inform the Management Company and Competent Authority, then in a situation where a depositary believes that the only appropriate action is to dispose of the financial instruments and the Management Company disregards this advice, the UCITS’s Competent Authority may be informed too late to take action.  The notification should be made at the same time as the Management Company/UCITS Board is notified. Such notification to the UCITS’s Competent Authority should be sufficient to discharge the depositary of its liability as it will have made all reasonable efforts.  It should not be unreasonable to expect the Competent Authority to have a responsibility to ensure that the Management Company/UCITS Board is acting in a manner that is not going to cause investor detriment or potentially create greater systemic risk.   That would be more consistent with the current arrangements for the roles and responsibilities of public agencies charged with overseeing markets including funds.

The above approach also recognises the fiduciary role of the Management Company/UCITS Board.  It, rather than the depositary, is responsible for making investment decisions for the UCITS and must take swift steps to act upon the information received from the depositary.   Immediately upon receipt of such notification, there should be a burden of proof upon the Management Company/UCITS Board to demonstrate that any steps it takes are taken in the best interests of the UCITS. 

If this is not the case, it leaves a depositary with open-ended liability in respect of something that it has made all reasonable efforts to address. 

If a Management Company/UCITS Board is able to demonstrate to the Competent Authority that it is acting in the best interests of investors in retaining a holding, then subject to disclosure to investors, the continued holding should become an investment risk and the UCITS itself assumes the liability.

Once a depositary has notified the Management Company/UCITS Board and the Competent Authority, it has done all it can and, if there is a subsequent loss, this would fall within Article 24.1 in that it would be a loss as a result of an external event beyond its reasonable control, the consequences of which were unavoidable despite all reasonable efforts to the contrary.

We strongly recommend that ESMA develops guidelines for Management Companies/UCITS Boards and Competent Authorities on the action that should be taken in the event that the depositary makes a notification that it has becomes aware that the applicable insolvency laws and jurisprudence no longer guarantees the segregation of UCITS assets in the event of the insolvency of the entity holding the financial instruments under its remit at Art 26b (g).  Further comments are provided in response to question 11.

Further technical comments:-

As with responses to questions 4, 5, 7 and 8 above, the depositary section needs to take into account the fact that the third party may delegate to another party.  As mentioned above, it is not uncommon for a depositary to delegate custody to a Global Custodian who, in turn, may delegate to other parties.  The Global Custodian, which is the ‘third party’ as understood from AIFMR 98(4), may well be in the Union and may well sub-delegate outside the Union.  This needs to be recognised via a ‘mutatis mutandis’ provision as there is with AIFMR.

ESMA asks for comments on certain of IOSCO’s proposals.  We query the need for reflecting some of these in the draft advice as some due diligence requirements are likely to be covered via the Commission drawing up delegated acts to deal with other aspects of UCITS V; notably, Art 26b(c) which deals with the due diligence duties of depositaries pursuant to point (c) of Art 22a(2).

In addition, we note that the fourth bullet point of numbered item 3 on page 12 (‘The need for diversification and mitigation of risks, where appropriate, by placing client assets with more than one third party’) is not relevant to the question of whether or not financial instruments meet the requirements of segregation.  

With regard to the draft advice itself, we highlight the same point as in the preceding paragraph regarding the Commission’s delegated acts for implementing Art 26b(c) which will also deal with due diligence requirements.  It may lead to confusion if there are two Level 2 articles dealing with due diligence requirements for the appointment by a depositary of a third party.  Even if there are two such articles, the use of similar but not the same language could also cause confusion.

<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>

It is hard to produce costs when the requirements are new and still not fully developed.  We would expect the following issues in relation to costs:

· review of 17 F 5 templates
 (i.e. local law insolvency opinions) , this will be time consuming and costly ; 

· review of contractual arrangements with clients and possibly third parties; and

· detailed advice may be required to assess the risks and legal effect of imposing obligations on third parties as set out in the draft technical advice and it may reduce costs and complexity of analysis if para 1 (b)(iv)  was clarified and references to ‘third party’ could be replaced with depositary.

<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>

Yes.  As per our response to Q9, there should be a requirement to notify the UCITS Competent Authority at the same time as it notifies the Management Company/UCITS Board.  The Competent Authority should then notify other Competent Authorities/ ESMA as appropriate.  This would include situations where the UCITS is marketed into other Member States and where the UCITS is a master UCITS, in which case the Competent Authority of the feeder UCITS.

<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>

We strongly believe that additional measures are required.  UCITS, as an investment product, was designed with retail investors in mind. The UCITS Brand is trusted and recognised throughout the world UCITS have 7,769 Bn
 Euros under management.  

Investors, wherever they are located, need to know what happens in the event that a depositary becomes aware that the applicable insolvency laws and jurisprudence no longer guarantees the segregation of UCITS assets in the event of the insolvency of the entity holding the financial instruments.  Investors have a right to expect the same outcomes regardless of the domicile of the UCITS.  It is not desirable for depositaries’,  Management Companies’/UCITS Boards’ and Competent Authorities’ approaches to have varied approaches from Member State to Member State.  

For this reason, we strongly recommend that ESMA develop guidelines for depositaries, Management Companies/UCITS Boards and Competent Authorities.  Given its importance, this should result in binding technical standards.

We list below matters that whi9ch should be included:- 

1. Immediate notification to the Competent Authority of the UCITS and ESMA.

2. Steps that the Competent Authority of the UCITS and ESMA should take upon receipt of such notification.

3. Steps a depositary needs to take to demonstrate that, in notifying both the Management Company/UCITS Board and Competent Authority that it has done all it can.  

4. What the Management Company/UCITS Board must do upon receipt of such notification and within what timescales.  This should include whether the Management Company/UCITS Board has the ability, even for a short time, to retain impacted financial instruments.  If it can, it should be required to notify the Competent Authority who should then decide whether to permit such retention and on what terms. The guidelines should also cover what the impact of such retention will be upon the liability of the depositary.  In this situation, it is difficult to see what additional steps a depositary can take as it has brought the matter to the attention of the entity which has responsibility for making investment decisions as well as the relevant Competent Authority.  In the above situation, the Management Company/UCITS Board has a duty to consider the depositary’s view.  If it decides to retain the investments, that is an investment decision and, unless the Management Company/UCITS Board has failed to meet its own obligations to the UCITS, the consequences of the investment decision would be for the account of the UCITS. The risk should then be recognised as an investment risk.

5. If the Management Company/UCITS Board has the ability to retain impacted financial instruments, the guidelines should also cover what notifications the Management Company/UCITS Board should provide to investors and within what timescales.  

6. If the Competent Authority permits the Management Company/UCITS Board to retain impacted investments, the notification to investors should explain the potential risks so as to enable the investor to decide whether to retain their holding in the UCITS or sell it.

In the context of AIFMD, it was suggested that a fund could be given a period of time to find another depositary.  However, if a depositary is terminating an agreement because the Management Company/Fund Board chooses not to act upon its advice, the Management Company/Fund Board might not be able to find another depositary willing to take on the fund. This may particularly be the case if a depositary becomes aware that the applicable insolvency laws and jurisprudence no longer guarantees the segregation of UCITS assets in the event of the insolvency of the entity holding the financial instruments as the legal position is equally relevant for other depositaries. We question also whether it would be in the interests of a funds investors to effectively force their depositary into terminating its contract as a means of discharging its liability, when that could lead to the winding up of the fund as no other depositary would be able to act for the fund given the requirement that local insolvency law/jurisprudence cannot be ensured.

ESMA asks whether the transfer of the relevant assets of a UCITS 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.  

We are not certain that this would be possible.  In most cases a security is issued by an entity in a country where it is located and it is not possible for the depositary to select a third party that is not located in this country. 

<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>

We agree that some common management/supervision could possibly impact the independence of the Relevant Entities.

Functional and hierarchical separation of tasks is one means of ensuring independence- as is recognized in Article 25.2, second paragraph.  This is one aspect of robust arrangements for the management of conflicts of interest which are an effective way of demonstrating independence of thought and action.

We also note IOSCO’s October 2014 Consultation Paper, “Principles regarding the Custody of Collective Investment Schemes’ Assets” which highlights the validity of functional independence as a means of addressing potential conflicts of interest (Principle 4 and related commentary on pgs 11-12). The international recognition of the principle of functional independence gives support to such an approach in the context of UCITS V.

<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>

It is possible that the existence of a contractual commitment or other relationship could impact the independence of the relevant entities.  As ESMA’s mapping exercise notes for the UK, the FCA’s guidance includes contractual commitments.  The FCA encourages relevant parties to consult it in advance about its view on the consequences of any intended contractual commitment or relationship which could affect independence whether directly or indirectly.

The following approaches that be taken:-

· A requirement to discuss the commitment/relationship with the relevant Competent Authorities/ESMA, or

· A requirement to consider any such links as part of the processes and procedures for the management of conflicts of interest of the Management Company/Investment Company and depositary, with both parties being required to reach a conclusion as to whether or not such a link jeopardises the independence of either party.  If there is a difference in views, the intended link should be discussed with the relevant Competent Authorities/ESMA.

Discussing commitments/relationships with ESMA would assist with the development of common, uniform and consistent application of this Union law, which is ultimately designed to deliver a robust independence regime in the interests of investors in UCITS.  Independence as between the Management Company/Investment Company and depositary plays a key role in delivering that protection and maintaining confidence in the UCITS brand.

<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. The presence of any one of the identified links could be sufficient to jeopardise independence.  It will depend on the nature and extent of the identified link(s). As a consequence, it should not be a cumulative test.

<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>

The option proposed by ESMA appears appropriate. We agree that it should ensure no interference of members of the management body of the Management Company/Investment Company with the management body of the depositary and vice versa.

To ensure the development of common, uniform and consistent application of UCITS, it will be important that any Level 2 measures are applied in the same way throughout the Union. This implies that all Competent Authorities apply the same Independence requirements and do not impose additional requirements upon local UCITS.  Different requirements would lead potentially to different outcomes for investors depending upon the jurisdiction in which the UCITS is domiciled. 

<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 have any comments as it is not common, in the UK, to have two separate bodies as described, as UK incorporated companies have unitary boards.

<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>

Given current UK requirements, we are not aware of instances where restructuring would be required.

<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>

The UCITS Directive specifies that a single company cannot act as both the management company and the depositary, but the Directive does not prevent two companies within the same group acting as manager and depositary, provided each acts independently of the other.  In the UK, as reflected in ESMA’s mapping exercise, this independence requirement has generally been translated as prohibition against the Management Company and the depositary belonging to the same group of companies.  This prohibition (coupled with the requirement for there to be a Management Company – the UK does not permit UK UCITS to be self-managed) has provided the robustness of governance structure and investor protection that much of the debate on depositary liability is seeking to achieve.  It ensures and supports the independence of the depositary and avoids the potential for significant conflicts of interest that can arise where the two entities are part of the same financial group.  

We have no objection to Option 1 because it reflects the current UK regulation.  We do however suggest that shareholding level be 15% rather than 10%.  We are not aware of any issues that have arisen through having the higher limit which the UK regulator has had in place for many years.

Whilst we have no objection to Option 1 (with the amendment proposed, and subject to ESMA’s consideration of the other comments set out at the end of this section), we do appreciate that different and valid approaches to meeting the independence requirement have been taken in other jurisdictions.  Any proposed approach does need to take account of other models.   As the ESMA consultation paper identifies at paragraph 62, a prohibition (ie Option 1), might “ have a substantive impact on the existing shareholding structures of management companies/investment companies and depositaries in Europe”.  
Option 2 has its attractions as robust management of conflicts of interest is effective in ensuring independence and it observes the key European legislative principle of proportionality. 

Taking each aspect in turn, robust management of conflicts of interest lies at the heart of many Union Directives and Regulations relating to financial services (including other areas of the UCITS Directive and its Level 2 provisions).  Effective conflicts management is a widely recognised regulatory measure for demonstrating independence of thought and action.

The principle of proportionality is intended to ensure that regulatory measures go no further than is required to achieve a set objective, which is to ensure that both the Management Company and the depositary have specific safeguards against conflicts of interest to allow for the independent performance of their activities.  Proportionality is vital.
If ESMA decides upon Option 2 following its consultation and conflicts are to be managed rather than avoided, robust management of those conflicts is of crucial importance given that the ‘independence‘ requirement is one of the cornerstones the UCITS Directive’s investor protection safeguards.

For this reason, we believe that the following additional arrangements should be put in place in the event that the situations in Option 2 (f) arise: -

· There should be an explicit requirement that, in the event the relevant entity concludes that a particular conflict cannot be effectively managed to prevent the conflict from adversely affecting the interests of UCITS and its investors, it must be avoided.  Mere disclosure to investors would be insufficient.

· The relevant entity notifies the relevant Competent Authority of the situation, the specific conflicts that it has identified and the steps it has/is taking to manage those conflicts effectively and to ensure that the conflicts do not prevent it from carrying out its functions in accordance with Art 25(2).

Recognising that the situations in Option 2 (f) already exist and such a notification requirement might be new in some or all jurisdictions, relevant entities should be given a reasonable period within which to submit this information.

· If a Management Company/Investment Company is obliged by its financial group to appoint a depositary from within the group, it should be required to make this clear in its notification to the relevant Competent Authority and should demonstrate to the Competent Authority that it is satisfied that such appointment is solely in the interests of investors in the UCITS (Art 25(2)).  It should be required periodically to review the appointment so as to ensure it remains satisfied this requirement is met. Such analysis should include a review of costs of using a group company versus using a non-group company.  

· The relevant Competent Authority should review the information provided and take such action as it considers necessary in the event that it is not satisfied that the steps taken are sufficient to effectively manage the relevant conflicts.

As mentioned earlier, functional and hierarchical separation of tasks is also an important part of the management of conflicts of interest.

Consideration could also be given to implementing an EU regime similar to that which we have in the UK; namely, the FCA’s Approved Persons regime.  This requires that individuals in key roles must be approved by the FCA.  Such persons have to meet certain threshold conditions as to fitness and properness, are subject to a number of regulatory obligations and are personally liable in the event that they do not meet their regulatory obligations.  Such individuals can be fined or banned from working in financial services in such circumstances.

We would also encourage ESMA to develop guidelines setting out its expectations on independence for supervisors (and the industry) so as to ensure a harmonised approach to the supervision of the independence requirement.  It might include matters tending to indicate that it would be difficult to demonstrate that a conflict could be managed effectively and should therefore be avoided.  An example is where a depositary is solely or very heavily reliant upon the fees gained from the related Management Company/Investment Company.  Guidelines could also cover regulatory expectations where, for example, either the depositary or the management company is a wholly owned subsidiary of the other. 

With regard to the above point on harmonisation in response to Question 16 and also immediately above, we consider it important that if ESMA decides upon Option 2, Level 2 measures should applied in the same way throughout the Union. This implies that all Competent Authorities apply the same independence requirements and do not impose additional requirements upon local UCITS.  Different requirements would lead potentially to different outcomes for investors depending upon the jurisdiction in which the UCITS is domiciled.  

Other comments:

With regard to Option 1 on cross-shareholdings, we query the need for (e). Option 1 ensures independence through prohibition. Paragraph (e) is therefore not necessary as it adds nothing in so far as setting out what is required to meet the independence requirement.  It is, if anything, a ‘housekeeping’ measure that a management company/investment company might take with regard to the appointment of a depositary.  If ESMA decides upon Option 1, we recommend deletion of (e) for the above reasons.

We suggest that, for consistency, the language used in Option 2 (e) be the same as the language in Art 25(2) - so using ‘solely’ rather than ‘exclusively’.  Different language can lead to queries regarding whether or not a distinction is intended.

<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>

No. The proposals regarding common management/supervision-which would ensure that no member of the management body of the Management Company/Investment Company shall be a member of the management body of the depositary (and vice versa) together with the robust management of conflicts of interest should be sufficient to ensure independence.  

To require, in addition, the appointment of directors independent of the financial group is likely to increase costs which may ultimately be borne by investors.  

It is also the case that different jurisdictions have taken different approaches to ensuring the robustness of UCITS governance arrangements.  For example, in the UK, self-managed UCITS are not permitted.  All UK UCITS must appoint a Management Company which is subject to significant regulation.  All directors of a UK Management Company are subject to the UK regulator’s approved persons regime.  This has served UK UCITS well.  The appointment of independent directors, a common feature in the self-managed UCITS space, has not been necessary given the robustness of the UK’s governance arrangements.

<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>

Please see response to Q 20.

<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 have little impact given current UK regulatory requirements.  

We understand, however, that it would have a major impact upon other European models.  As a consequence, if Option 1 were to be pursued, a very rigorous cost/benefit analysis would need to be carried out.  We do not believe that benefits would outweigh the costs to the European Funds Industry and to investors. Particularly when there is a readily available Union law-recognised solution for demonstrating independence (effective and robust management of conflicts) which delivers the investor protection outcome that that the UCITS Directive is designed to achieve.  Option 2 is the right Option to pursue and it should be applied consistently across the EU.  This implies that all Competent Authorities apply the same independence requirements and do not impose additional requirements upon local UCITS.  Different requirements would lead potentially to different outcomes for investors depending upon the jurisdiction in that the UCITS is domiciled.  

<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
<ESMA_UCITS_QUESTION_23>

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


� This is an example and the templates referred to are US standards


� Source – European Fund and Asset Management Association, August 2014
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