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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 - Guidelines on asset segregation under the AIFMD, published on the ESMA website.
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_QUESTION_G_AIFMD_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
Naming protocol:

In order to facilitate the handling of stakeholders responses please save your document using the following format:

ESMA_CE_G_AIFMD _NAMEOFCOMPANY_NAMEOFDOCUMENT.

E.g. if the respondent were ESMA, the name of the reply form would be ESMA_CE_G_AIFMD _AIXX_REPLYFORM or ESMA_CE_G_AIFMD_AIXX_ANNEX1

Responses must reach us by 30 January 2015. 

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’.
Q1: Which of the two identified options do you prefer? 
<ESMA_QUESTION_G_AIFMD_1>

EFAMA welcomes the opportunity to reply to this important ESMA consultation. Our replies to the questions below reflect the majority, though not all, of our Members’ views. 

As a preliminary observation, we wish to draw ESMA’s attention to certain ambiguities regarding the interpretation of the relevant legal texts; and more particularly, those stemming from the combined reading of Recital (40) of the Level 1 Directive, Article 21(11) letter (d) (iii) thereof, and of Article 99(1) letter (a) of the implementing Level 2 Regulation. In light of the ancient legal principle of Ubi lex voluit dixit, ubi noluit tacuit
, concerning Recital (40), our view is that its wording would not preclude the co-mingling of AIF with non-AIF assets into one single omnibus account. In turn, Article 21(11) letter (d)(iii) would only require the third-party to ensure as a minimum – (i) the segregation between the assets of the depositary’s fund clients, (ii) the own assets of the depositary, and (iii) the own assets of the third-party. On its part, the relevant wording under Article 99(1) letter (a) in the Level 2 Regulation provides that a further “distinction” (and not “segregation”) between a depositary’s AIF and non-AIF clients should be guaranteed by way of record- and account-keeping, rather than via proper full physical segregation as intended by the above-cited relevant provision of the Level 1 text. Hence, from the combined reading of the relevant articles, we derive that proper physical segregation between AIF and non-AIF client assets at the third-party sub-custody level was not in the express intent of the EU legislator. Consequently, ESMA should additionally consider the option of co-mingling AIF with non-AIF client assets (as tentatively indicated under its additional Option 3 & Option 4) and use the opportunity provided by these draft Guidelines to provide a clear legal interpretation of the relevant wording of the above-cited provisions. 
As a second preliminary observation, we would encourage ESMA to consider that AIF client asset protection is not necessarily better attained via a more minute account segregation at the level of the sub-custodian – as the differences between the two main proposed options would seem to suggest. In this regard, the greater “security” provided under Option 1 - where at the delegate level, the AIF client assets of one depositary would not be co-mingled with the AIF client assets of another depositary - would be only apparent. In terms of guaranteeing AIF asset protection against the insolvency of the third-party when safe-keeping functions are delegated in accordance with Article 21(11) second sub-paragraph of the Level 1 Directive, EFAMA would observe that this objective may be equally met by means of registration of individual AIF assets in separate accounts (in line with Article 16 of Directive 2006/73/EC), although regret that the text of the Level 2 under the relevant letter (a) is not sufficiently clear in this regard. In other words, additional account segregation requirements beyond those envisaged under Article 21(11) letter (d) (iii) – i.e. where the third-party segregates the assets of the depositary’s clients from its own assets and from the assets of the depositary – would not essentially alter the degree of traceability of client securities’ entitlements in the event of the third-party delegate’s insolvency. However, it would ensure that all assets, other than the third-party’s own, remain “bankruptcy remote” from any eventual claim advanced by the latter’s creditors
. In this regard, we therefore wish to draw ESMA’s attention to the important distinction between record (or “book”) segregation and account segregation, where the former would suffice in ensuring that AIF assets are adequately protected in the context of bankruptcy proceedings involving a third-party delegate, or further sub-delegates thereof, in a third-country jurisdiction. On this aspect, EFAMA would also like to add – in line with our response provided to ESMA in the context of the recent consultation on the technical advice to the European Commission on delegated acts required by the UCITS Directive (“UCITS V”) – that further degrees (or levels) of account segregation down the sub-custody chain would also only be possible to the extent that a non-EU jurisdiction’s domestic practices or local regulation permit
. In this regard, one should recognise that these practices or regulations may prove key in establishing whether delegated AIF assets held in sub-custody accounts can be duly protected. Where not, it should essentially be up to the AIFM and the main depositary to consider whether to invest in third-country jurisdictions in the first place, while also acknowledging the extent of their liabilities provided for under the AIFM Directive
. 

On the basis of the above arguments, it is the majority of our Members’ views that neither Option 1, nor Option 2, prove optimal in achieving their stated objective. Such view is also reinforced by a few apparent lacunae in the ESMA consultation text, i.e. a general uncertainty as to how the relevant Article 99(1) letter (a) of the Regulation requirements is to apply mutatis mutandis below the delegate level – as provided for in the wording of the following Article 99(3); as well as the absence of any indication shedding light on the role of CSDs as the ultimate holding level of the AIF assets, where assets are co-mingled into omnibus structures that defy the sort of separation ESMA has envisaged under both of its options. 

To further elaborate on these preliminary comments, more than to the two options as presented in the consultation paper, EFAMA would like to draw ESMA’s attention to the specificity of the record-keeping obligation set forth under Article 16(1) of the Directive 2006/73/EC, related to the implementation measures of the MiFID. This clause requires the third-party to “distinguish” the assets of the depositary’s clients from its own assets and from the assets of the depositary in such a way that they can at any time be clearly identified as belonging to clients of a particular depositary. On the other hand, the “segregation” between assets belonging to AIFs and assets belonging to non-AIFs at the level of the third-party delegate, as proposed under both of ESMA’s proposed options, would in no way either strengthen the protection of AIF assets, or contribute to more transparency in the intermediated holding chain for the purpose of increasing investor protection, when compared to their mere “distinction” via record segregation. In fact, the commingling of AIFs and non-AIF assets at the level of delegate would not constitute an obstacle for maintaining a high standard in terms of investor protection where the depositary and its delegates maintain robust processes, procedures and associated controls to:

· distinguish all records of an AIF’s financial instruments;
· monitor the settlement cycle of the transactions relative to the financial instruments invested;
· oversee the assets’ reconciliation process at the fund administrator level;
· reconcile on a periodic and ongoing basis the assets in an omnibus or collectively managed account with the depositary’s book records held for the AIF’s assets;
· minimise the risk of loss of financial instruments and assess the custody risks throughout the custody chain;
· exercise due care in relation to the financial instruments to ensure a high standard of investor protection.
In addition, given that many of the delegated third-parties are located outside of the EU, it would in any event be arduous for them to apply the level of increased segregation envisaged under Option 1. Were this to be possible, the outcome would necessarily be higher fees charged by the delegated parties, which in turn would translate into higher costs for AIFs to the detriment of their investors, as typically the funds pay the fees of sub-custodians out of the assets of the fund. In sum, where rendered possible under the applicable third-country practices and regulations, nothing should prohibit depositaries and their delegates to adopt more detailed segregation arrangements in the clear interest of AIF investors willing to confront the associated higher costs. 
Furthermore, we would like to note that the assessment of the benefits of Option 1 as outlined in title 5.2.6 of the consultation paper does not seem appropriate. It is our opinion that the exposure of the AIF investors to the risk of bankruptcy of any party involved, is not lower in Option 1 compared to Option 2. To clarify this opinion, reference can be made to the chart inserted under paragraph 23 of the consultation paper. Depositary 1 has opened a client account with the Delegate on which the assets belonging to AIF’s 1, 2 and 3 are registered. Depositary 2 has also opened a client account with the Delegate for the registration of the assets belonging to AIF 4. The Delegate registers all AIF assets on one and the same omnibus client account opened with a third-party. The consequences of the bankruptcy of each of the parties involved are indicated below:

1. Bankruptcy of Depositary 2: 

The client account opened by Depositary 1 with the Delegate is not affected by the bankruptcy of Depositary 2. The Delegate is obliged to return the assets belonging to Depositary 1 or its clients upon first request. Only the assets registered on the own account of Depositary 2 with the Delegate are part of the bankrupt estate. The assets registered on its client account are not affected. The fact that an omnibus client account is used by the Delegate and opened with a third-party, has no impact on the Delegate’s obligation or capability to return both client and own assets to Depositary 1, as well as the AIF assets back to Depositary 2’s investment clients. 

2. Bankruptcy of the Delegate: 

Since a client account is used by the Depositaries for the assets belonging to their clients, the bankruptcy of the Delegate has no impact on the obligation or capability of the Delegate to return these assets to said Depositaries. Only the assets registered by the Delegate on its own account with the third-party further down the custody chain would be part of the bankruptcy estate. Therefore, the difference between own and clients’ accounts is crucial. Where such difference is not recognised by the applicable third-country laws, using different accounts for each Depositary will not improve investor protection. 

3. Bankruptcy of the third-party: 

The Delegate has registered the assets held in custody for the Depositaries’ AIF clients in an omnibus client account with the third-party. These AIF assets therefore do not risk to be included in the bankruptcy estate of the third-party in the event of its insolvency. Only the assets belonging to the third-party would be part of the bankrupt estate.
If, as it is the case according to the national law of some Member States, the legal owner of dematerialised financial instruments indeed has an immaterial joint ownership right with regard to the universality of the securities of the same category, which are registered in the name of the CSD or recognised account holder in the register of shareholders of the issuer, the legal owner may claim back his shares in accordance with this joint ownership right. If the universality in the joint ownership of the securities does not contain sufficient securities, the securities are distributed amongst the owners in proportion with their rights. Due to this legal framework, it is irrelevant whether the financial instruments are registered on a separate account. In this sense, not only the benefits of Option 1 are unclear, but such an option also entails that, e.g. processing corporate actions, establishing settlement, carrying out reconciliations and other tasks entrusted to the third-party would be greatly complicated.

Taking into account the constraints of opening up separate accounts - between AIFs and non-AIFs and between depositaries as under Option 1; and only between AIFs and non-AIFs under Option 2 - as presented above, EFAMA would favour Option 2. However, AIF depositaries should definitely strive to adopt more detailed segregation arrangements in the clear interest of AIF investors where permitted under local market circumstances. More specifically, the third-party should itself assess whether more detailed segregation structures are necessary, depending on the nature of applicable law or specific requirements, e.g. tax requirements which might call for a separate account for each client.

In order to fulfil its obligations set out under Article 99(1)-(3) of the implementing Regulation, the depositary should maintain an updated record of financial instruments for each of its AIF clients. The financial instruments recorded at the level of the depositary are reconciled with those held in omnibus accounts at the level of each delegate. The latter would in turn maintain an omnibus account at the local CSD and reconcile its records with those held therein. The depositary and its delegate would thus maintain adequate processes, procedures and controls over reconciliations across the custody chain.
<ESMA_QUESTION_G_AIFMD_1>

Q2: Would you suggest any alternative option which is compatible with the AIFMD and its implementing measures? If yes, please provide details.
<ESMA_QUESTION_G_AIFMD_2>

In line with our reply to Question 1 above and considering the individual aspect of offering asset segregation arrangements alongside book registration as provided under Article 99(1), letter (a) of the implementing Regulation, should ESMA decide to consult only on the two options presented in its consultation paper, EFAMA would in theory be more supportive of Option 2, as less burdensome for the objective it is intended to meet. However, following our preliminary observations on the interpretation of the combined provisions as set forth in Recital 40, Article 21(11), letter (d) (iii) of the Directive and Article 99(1), letter (a) of the implementing Regulation, EFAMA supports an amended version of Option 2 whereby the depositary segregates / maintains record-keeping of AIFs’ accounts in its books, and ensures that its delegate, at the first level of the custody chain, segregates the assets of the depositary’s clients (AIFs co-mingled with non-AIFs) managed collectively, from its own assets and from the depositary’s own assets (i.e. where each depositary’s own assets are segregated separately). At the level of the sub-delegate of the custody chain and below, the segregation of assets should be done between the “own assets” of the sub-delegate, the “own assets” of the delegate, the delegate’s clients’ assets (including the co-mingled assets of AIF and non-AIFs) and the assets of its eventual other clients. This amended version of Option 2 provides for an adequate level of investor protection, ensuring a high level of segregation at the level of the depositary, but also at the level of its delegate(s) and below given the specific segregation for all collectively managed accounts. In our view, this would be sufficient to achieve the policy objective of investor protection by allowing to distinguish and identify the assets as required in the relevant provisions of Level 1 and Level 2 of the AIFM Directive. 
As an alternative to our preferred amended Option 2 and in light of the considerations made above - to the extent that ESMA could reconsider the further options listed under Annex II of its consultation paper - EFAMA would encourage ESMA to reconsider Option 4, as able to meet the overall policy objectives by conforming to relevant legal texts and in a manner that would not impede the recovery of assets in the event of a depositary’s (or sub-delegate’s) bankruptcy, assuming that (i) the depositary and / or its delegate maintain records of the financial instruments they hold for each AIF; and (ii) at the sub-delegate level, the delegate’s clients’ assets (AIF and non-AIF) are separate from the sub-delegate’s own assets and from each delegate’s own assets in the custody chain above it. Please also refer in this regard to our reply to Question 5 below.
<ESMA_QUESTION_G_AIFMD_2>

Q3: Do you have knowledge of the impact that each of the two options identified would have on your business in terms of restructuring of existing delegation arrangements in Europe and third countries? Please quantify the one-off and ongoing costs as well as the type of costs for each of the two options or any alternative option that you may prefer.

<ESMA_QUESTION_G_AIFMD_3>

As anticipated in our reply to Question 1, to the extent that the envisaged options would require an identical degree of segregation at each level of the custody chain, the one-off and ongoing costs for depositaries / delegates will be significant and not justified from an additional investor protection point of view. It is difficult to provide an indication on the various costs to be supported by depositaries as it very much depends on the volume of accounts and transactions involved, as well as on the level of automation in place at each depositary. The multiplication of omnibus accounts at the different levels of the custody chain will inevitably imply significant additional costs. These would derive in terms of workload to set up additional accounts, reconciling these with internal records and ensuring related follow-ups when necessary; in terms of providing upgraded information management systems; as well as in terms of increased risks when processing corporate actions and guaranteeing settlement. It would therefore not only be a matter of multiplying tasks to be performed for each separate individual account, but it is also the monitoring of the ensuing operational risks that implies ongoing costs as participants would need to process a far greater amount of settlement instructions (and thereby also reduce the efficiency of dealing block trades) and reconciliations (inter alia, also to support daily securities-lending or EPM activities). In addition, applying a greater degree of segregation throughout the custody chain requires important infrastructure modifications, ranging from re-mapping of existing systems to the implementation of a brand new infrastructure. As suggested in our reply to Question 2 above, the costs to implement an amended Option 2 will be less significant than the ones implied by Option 1.
<ESMA_QUESTION_G_AIFMD_3>

Q4: Do you see merit in foreseeing a specific treatment for certain types of arrangement (e.g. collateral management arrangements)? If yes, please specify how your proposal would ensure compliance with the relevant requirements of the AIFMD and Level 2 Regulation.
<ESMA_QUESTION_G_AIFMD_4>

On a general note and mindful of the relevant clauses in the Level 1 Directive and in the Level 2 Regulation, EFAMA believes there would be a need to foresee a specific treatment for certain types of collateral arrangements. EFAMA would in this respect like to draw ESMA’s attention to the fact that records shall be kept by the depositary on the types and amounts of collateral exchanged, sufficient to identify what belongs to an AIF at all times. As mentioned above, with respect to AIFs’ financial instruments that can be held in custody by a third-party appointed by the AIFM (e.g. a prime broker, a collateral manager, etc.), the depositary shall rely on the books and records of these third-parties so as to meet its obligations in terms of records and segregated accounts, provided that the depositary has a daily access to the records and segregated accounts maintained by the third-party and that the depositary has performed a due diligence on the third-party ensuring that the records and segregated accounts of the latter are maintained in accordance with the provisions of the Level 1 Directive and relative implementing Regulation.

Furthermore, as presented in our reply to Question 2, delegates (and sub-delegates) should strive to adopt more restrictive account segregation arrangements were deemed appropriate for the purpose of protecting AIF assets and where the third-county’s applicable rules and regulations so permit (acknowledged also under Article 21(14) of the Level 1 text).
<ESMA_QUESTION_G_AIFMD_4>

Q5: Do you agree with ESMA’s approach to discarding the third, fourth and fifth options described in Section 5 of the CBA? If not please provide data and information that support your view.
<ESMA_QUESTION_G_AIFMD_5>

We agree with ESMA’s approach to discard the most costly Option 5 which does not provide for an additional reinforced level of investor protection if compared to the other options. Despite the fact these options have not been included for the purpose of the consultation, we see benefits to additionally consider Option 4 as a fair balance between an adequate level of investor protection and additional costs that remain manageable for our industry. Consistently with our line of reasoning as illustrated above through our previous answers, AIF and non-AIF assets could be co-mingled in the account on which the AIF’s assets are to be kept at the level of the delegate and further sub-delegates. We would therefore greatly welcome the opportunity for ESMA to reconsider Option 4 in the finalisation of its draft Guidelines. 

As a conclusion, we wish once again draw ESMA’s attention to the fact that, from an operational perspective and in view of the non-harmonised bankruptcy laws in force in the majority of third-country jurisdictions, record segregation and account segregation should not be considered pari passu, i.e. of the same relevance and effectiveness for meeting the Level 1 stated objecting of protecting AIF asset from a delegate (or sub-delegate’s) bankruptcy. Record segregation – we as EFAMA and the majority of our Members would opine – is sufficiently effective and more proportionate to this end, whereas account segregation should merely be required as a “minimum” and insofar as the letter of Article 21(11), letter (d) (iii) of the Level 1 text already provides.
<ESMA_QUESTION_G_AIFMD_5>

� “Where the law wanted to regulate a matter (in detail), it did so; where it did not, it remained silent”. 


� We do however acknowledge that, where feasible, a greater degree of account segregation throughout the sub-custody chain would under certain circumstances offer advantages in terms of expediting the identification of the assets, as well as their restitution to the delegating entity. In the view of the majority of our Members, such benefits would not justify the additional costs or the increased complexity of their daily operations as resulting from additional levels of account segregation. 


� Please refer to the EFAMA reply to the relevant consultation (ESMA/2014/1183), available at: � HYPERLINK "http://www.efama.org/Publications/Public/UCITS/EFAMA%20reply%20to%20ESMA_UCITS%20V_CP_ESMA%20technical%20advice%20to%20EC%20on%20delegated%20acts.pdf" �http://www.efama.org/Publications/Public/UCITS/EFAMA%20reply%20to%20ESMA_UCITS%20V_CP_ESMA%20technical%20advice%20to%20EC%20on%20delegated%20acts.pdf� 


� As an example, one could consider to the domestic requirements under Chinese regulations for foreign investment management providers that benefit from a quota granted under the Chinese Renminbi Qualified Foreign Institutional Investor (RQFII) scheme. Intended as a channel for foreign institutional investors to invest directly into the RMB-denominated Chinese capital markets, the RQFII scheme however requires the investment management company (not the AIF, or its main depositary) to register Chinese assets in its name and on an individual account where these are pooled together. 
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