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	Date: 26 September 2014


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>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<ESMA_UCITS_QUESTION_2>

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

<ESMA_UCITS_QUESTION_3>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<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>

TYPE YOUR TEXT HERE

<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>

On a general note, BVI1 welcomes ESMA’s suggestions to further enhance the insolvency protection of UCITS assets in case of a delegation of safe-keeping duties to a third party. In this context, we particularly support ESMA’s proposal that the depositary should be bound to notify the UCITS management/investment company when it becomes aware that the segregation of assets is not (or no longer) sufficient to ensure protection from insolvency of a sub-custodian in a specific jurisdiction (paragraph 31 of the Consultation Paper). However, as regards possible mitigation measures to be taken by the depositary and/or the investment company/management company as referred to in Q12 of the Consultation Paper, the following aspects should be considered:

In a scenario where applicable (third party) laws no longer guarantee the segregation of the UCITS assets in the event of insolvency of the third party, ESMA suggests to require the depositary to terminate the relevant sub-custodian agreement with the third party without undue delay (paragraph 31 of the Consultation Paper). The decision how to proceed with the relevant assets, however, remains with the management/investment company. In this context, we deem it important to take into account the following aspects:

•
In order for the depositary to take appropriate measures which are in the best interest of the investors, the circumstances under which the depositary is required to inform the management/investment company need to be clearly defined. In this regard, ESMA’s advice should specify the level of evidence which is required in order for the depositary to conclude that the insolvency treatment of the UCITS assets in a given jurisdiction has altered (e.g. shall a change of legal practice in the relevant jurisdiction be sufficient or is a court decision required? If so, of what instance?).

•
There may be situations where, due to legal or operational obstacles, a transfer of the relevant UCITS assets to another jurisdiction which recognizes the segregation of the assets in the event of insolvency may not be possible. In such case, the only remaining risk mitigant would be a “fire sale” of such assets, possibly at a loss. Moreover, a sudden disinvestment could result in a breach of the relevant investment policy upon which the investor’s investment decision had been based. Hence, the investor’s protection against insolvency risk needs to be balanced against his interest to be invested in the relevant markets as described in the prospectus.
1 BVI represents the interests of the German investment fund and asset management industry. Its 83 members manage assets in excess of EUR 2.2 trillion in retail funds, Spezialfonds and assets outside investment funds. As such, BVI is committed to improving the overall conditions for investors, while at the same time promoting a level playing field for all investors across all financial markets. BVI members manage, directly or indirectly, the assets of 50 million private clients over 21 million households. (BVI’s ID number in the EU Transparency Register is 96816064173-47). For more information, please visit www.bvi.de.
<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>

BVI does not agree with the scope of identified links that may jeopardize the independence of the Relevant Entities. In our view, ESMA’s conditions for fulfilling the independence requirement not only go beyond the clear wording and purpose of Art. 25 UCITS V, but also disregard the principle of proportionality.  

In detail:

•
Art. 25(2) UCITS V provides that “In carrying out their respective functions, the management company and the depositary shall act independently […]”. As follows from the clear wording, independence is required in a “functional” sense. This requirement, which aims at counteracting potential conflicts of interest between the Relevant Entities, is further specified by Art. 25(3) UCITS V, stating that “A depositary shall not carry out activities with regard to the UCITS or the management company on behalf of the UCITS that may create conflicts of interest between the UCITS, the investors in the UCITS, the management company and itself, unless the depositary has functionally and hierarchically separated the performance of its depository tasks from its other potentially conflicted tasks, […]”. UCITS V does not provide for specific conditions under which “functional and hierarchical” separation is fulfilled. However, further guidance is given by the level 2 measures of AIFMD, according to which functional and hierarchical separation is interpreted as a separation of employees and supervision up to the relevant governing bodies2. 

•
In light of the aforesaid, we generally agree with the proposed independence of the Relevant Entities’ management bodies, as is stipulated under lits. (a) and (b) of the draft advice (with regard to the proposed independence of the supervisory bodies, please see our remarks under Q17 and 18). Such requirement is already stipulated by the German Capital Investment Code (Kapitalanlagegesetzbuch) and is considered standard market practice. However, the second category (cross-shareholdings/group inclusion) goes far beyond the clear intention of Art. 25 UCITS V and requires independence also with respect to the corporate structure of the Relevant Entities. The question as to whether the independence requirement should also encompass the absence of corporate/structural links between the Relevant Entities had already been discussed with respect to UCITS I. In light of the fact that such corporate links are common market practice in many EU member states, it then was ultimately considered sufficient that the Relevant Entities are legally independent (i.e. form two separate legal entities) and act independently in performing their respective roles3. This standard has not been altered in the course of subsequent amendments to UCITS I and is now reflected by the wording of Art. 25 UCITS V. Hence, ESMA’s proposal to ban corporate/structural links between the Relevant Entities is not in line with the intention of the EU legislator.

•
We believe that potential conflicts of interest which might arise from corporate links between the Relevant Entities may be adequately treated by a robust conflicts of interest management. Under the current legislative framework, both investment/management companies and depositaries are obliged to implement an effective conflicts of interest policy which supplements the required functional and hierarchical independence. Investment/management companies and depositaries with corporate links are not only subject to separate management and supervision but also act behind ‘chinese walls’. Compliance with these requirements is monitored by the Relevant Entities’ auditor and the relevant supervisory authorities. Moreover, potential conflicts of interest which cannot be avoided by the aforementioned measures must be disclosed to the investors. In our view, these standards have proven both appropriate and sufficient in order to safeguard the interests of the investors. 

•
The current standard which provides for a functional and hierarchical separation between the investment/management company and the depositary, accompanied by an effective conflicts of interest management, have also been adopted by IOSCO’s Consultation Report on Principles regarding the Custody of Collective Investment Schemes’ Assets (CR07/2014) of October 20144. This indicates that the present rules are considered appropriate and effective also on an international scale.

•
The proposed ban on corporate links would have severe economic consequences for management/investment companies with cross-shareholdings or which belong to the depositary’s group (for more details, please see our response to Q22). In Germany, around 26 management/investment companies have either a common parent undertaking or a cross-shareholding. Some 2,600 funds with assets in a total of Euro 476 billion are being managed and safekept within the same group. The costs related to a corporate separation of the Relevant Entities or, alternatively, a transfer of the relevant assets to another depositary would ultimately lead to an increase of the depositary fee and hence be borne by the investor. Such consequence seems to be disproportionate in light of the fact that the standard of investor protection against conflicts of interest is already highly elaborated. 

In light of the above considerations, we suggest the following amendments to ESMA’s draft advice:

Common management/supervision

•
The provisions set forth in lits. (c) and (d) should be removed.

Cross-shareholdings/group inclusion

•
Option 1 should be discarded in toto

•
Option 2 should be revised in such a way that lit. (g) is removed.
2 See Art. 42 and Art. 80(2) of the Commission Delegated Regulation (EU) No 231/2013 of 19 December 2012 supplementing Directive 2011/61/EU of the European Parliament and of the Council with regard to exemptions, general operating conditions, depositaries, leverage, transparency and supervision.
3 See “Towards a European Market for the Undertakings for Collective Investments in Transferable Securities – Commentary on the provisions of Council Directive 85/611/EEC of 20 December 1985” (“Vandamme-Report”), Section VI 

4 See IOSCO’s Consultation Report on Principles regarding the Custody of Collective Investment Schemes’ Assets (CR07/2014) of October 2014, Chapter 4, Principle 4, paragraphs 56 et seqq.
<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>

In our view, all potential links that could affect the independence of the Relevant Entities can be addressed in an effective and proportionate way via a robust conflicts of interest management, which is already required under the current legal framework (for details, please see our response to Q13).
<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>

Please see our response to Q14 above.
<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>

With respect to the proposed separation of the management bodies of the Relevant Entities, BVI agrees with the options identified under paragraph 47 (i) and (ii). However, ESMA’s third option as stipulated in paragraph 47 (iii) aims at a separation of the Relevant Entities on a corporate level and should, for the reasons set out in our response to Q13, be discarded. 

As regards the proposed independence of the supervisory bodies as stipulated in paragraph 51 of the Consultation Paper, ESMA should bear in mind that in certain EU member states (e.g. in Germany), the composition of a supervisory board is subject to mandatory legal provisions. For example, German law in many cases requires that employees must be represented in the supervisory board of their employer. Depending on the size of the relevant entity or group, up to two thirds of the members of the supervisory board must be employees. In light of such existing provisions, ESMA should take into account that any further restrictions on the composition of the Relevant Entities’ supervisory bodies could significantly complicate their effective composition, which would ultimately be detrimental to the investor. The need for independence of the supervisory bodies should even more be questioned given that ESMA itself recognizes that “…there is less need for stringent rules on the independence of the supervisory functions as strong safeguards should already be in place at the level of the body in charge of the managerial functions” (see paragraph 52 of the Consultation Paper).
<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>

Please see our responses to Q 13 and Q16 above.
<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>

The rules for the composition of the management / supervisory bodies as suggested by ESMA would require a considerable amount of our members to restructure these bodies. Regarding costs for a restructuring in the composition of management / supervisory bodies, the relevant amounts are very difficult to quantify. The actual costs will to a large extend depend on the renumeration for qualified management / supervisory bodies.
<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>

For the reasons set out in our response to Q13, BVI’s members have a clear preference for a modified version of option 2, consisting of the provisions stipulated in lits. (e) and (f), with the provisions under lit. (g) being removed.
<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>

The requirements set out in option 2 lit. (g) refer to Relevant Entities belonging to the same group and aim at a separation of the Relevant Entities on a corporate/structural level. As set out in our response to Q13, such corporate/structural independence goes beyond the wording of Art. 25 UCITS V and is not in line with the intention of the EU legislator.
<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>

With respect to our understanding of the scope of the independence requirement, please see our response to Q13. According to the wording of Art. 25(5) UCITS V and the intention of the EU legislator, the concept of independence provides for a functional/hierarchical independence of the Relevant Entities. Any requirements which, e.g. by aiming at independence on a group level, go beyond this scale would therefore not be appropriate.
<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>

A separation of the Relevant Entities on a corporate/structural level would have an overall negative economic impact which would ultimately result in an increase of the management fee/depositary fee without providing any significant additional benefit for the investor.

In detail:

•
Option 1, which aims at a separation of the Relevant Entities on a corporate/group level, would entail the following consequences: 

· In order to comply with the proposed ban on cross-shareholdings, the Relevant Entities would have to sell their respective shares. Given that such sale would have to occur within a very limited period of time, option 1 is likely to create a ‘fire sale’ scenario and result in a sale at a significant loss. Moreover, such sale of shares would entail a loss of future earnings for the selling entity.

· The proposed separation of the Relevant Entities on a group level would require a sale of the relevant business units. Again, a ‘fire sale’ scenario is likely to occur. Besides, such sale of the relevant business units would not only entail a significant loss of future earnings, but also result in a permanent loss of the affected jobs. 

· As regards the estimated costs for compliance with option 1, ESMA itself recognizes that the relevant amounts are very difficult to quantify (see Annex III, paragraph 41 et seqq.), since they would actually depend on a number of hardly predictable factors, in particular the size of the relevant holdings or business units and the given market environment for the proposed sales. However, at a rough estimate, our members would expect the costs to range between Euro 80,000 (small member) to Euro 2,100,000 (large member), not including any estimated loss of earnings and compensation costs for lost jobs.

•
Compliance with option 2 would entail costs for the setting-up of alternative organizational arrangements, including compensation for members of the management/supervisory board which would need to be substituted. However, ESMA should take into account our remarks under Q16 regarding the expected difficulties in composing an effective supervisory board. These are likely to result in an increase of fees for potential members of the relevant supervisory body. 

•
As an alternative to the structural measures described above, a transfer of the affected UCITS assets to an alternative depositary could be taken into account. At a rough estimate, the costs related to such transfer would range between Euro 150,000 (small member) to a figure in the tens of millions of Euros (large member). However, in addition to the mere transfer costs, the loss of earnings on the side of the substituted depositary must be considered. These could, in case of a large member, amount to up to Euro 30,000,000. 

•
In addition to the aspects described above, the concept of corporate/structural independence will lead to a market concentration among depositaries. Small depositaries which only provide their services to a group management/investment company are likely to completely disappear from the market. We do not feel that the intended increase of investor protection would outweigh such massive impacts not only on the Relevant Entities which are affected, but also on the overall investment market.
<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>

Please note that Q23 is not contained in Section IV of the Consultation Paper. However, we assume that you refer to paragraph 47, where ESMA has included a third option that has not been mirrored in the proposed text of the draft advice. Paragraph 47 reads: 

(iii)
A third option could be to prohibit any member of the management body of one of the Relevant Entities from having a direct or indirect shareholding of more than a given percentage of the votes at a general meeting of the other Relevant Entity.

BVI agrees with ESMA’s approach to discard the third option. As set out in our response to Q13, any requirements which aim at a corporate/structural independence goes beyond the wording of Art. 25 UCITS V and is not in line with the intention of the EU legislator.
<ESMA_UCITS_QUESTION_23>

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