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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>

Yes, we agree that these steps are intended to ensure effective segregation.
However, it is important that the Level 2 guidance clarifies the extent to which client omnibus accounts are permitted under UCITS V. We believe that the segregation by UCITS fund on the depositary’s books should be sufficient and that the third party should be permitted to hold UCITS assets in client omnibus accounts, provided that: (1) the third party has segregated the depositary’s client assets from its own assets as well as from the depositary’s own assets; and (2) the depositary regularly reconciles its positions with the third party.
In our view, requiring assets to be segregated at the underlying client/fund level on the books of the third party would not afford any additional investor protection. It would, however, involve additional costs and operational risk that would be ultimately borne by the end investor.  We therefore believe that the market practice of third parties holding depositaries’ clients’ assets in omnibus “depositary client” accounts should continue, and will not undermine the proper identification of client assets as belonging to such clients in accordance with Article 22a(3)(c) and (d).
By ‘third party’, we refer to a party or parties which the depositary appoints directly as a sub-custodian or as its global custodian and any sub-delegates appointed by the global custodian and/or sub-custodian.   The Level 2 guidance should clarify that ‘third party’ does not include market infrastructure participants such as central securities depositaries (“CSDs”) as they are not appointed as sub-custodians.  In any event, CSDs are subject to independent law and regulation.  Thus, while CSDs are reviewed by depositaries or their delegates as part of an assessment of risks inherent in investing in a local market, they should not be considered delegates of a depositary in the chain of custody.

<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>

On a general level, we are in agreement. However, if the insolvency laws or regimes in a particular country do not ultimately respect the principle of segregation (or “ring-fencing”), then the level of segregation may not be sufficient to ensure that the assets will not be available to the creditors of the third party.

The depositary will, and should, take appropriate and on-going steps in each market. This should be achieved through its third party selection procedures, obtaining local legal opinions on enforceability of segregation in the event of the third party’s insolvency and regular market oversight, as well as interaction with local regulators and other constituents. These steps will help to ensure that the risk of the third party’s insolvency is low, and that the risk that the assets will be available to the third party’s creditors is low. However, in the event of a third party insolvency, particularly outside the EU, the depositary cannot be fully certain that the segregation will be enforced by the insolvency administrator, tribunal or courts.

Such uncertainty is likely to be greater outside of Europe, particularly in emerging markets and/or in markets where political risks reside. The latter may, for example, result in retrospective pronouncements which thwart segregation concepts.

Finally, we believe that ESMA should provide clear guidance as to whether a UCITS fund can invest in markets where the insolvency practices do not clearly recognise or enforce the concept of segregation and, if so, under what circumstances. Please also see our response to question 6 regarding the benefits of having a centralised shared legal opinion repository.
<ESMA_UCITS_QUESTION_2>

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

<ESMA_UCITS_QUESTION_3>

For countries within the EU, we recommend that ESMA ensure that the legal harmonisation of insolvency proceedings reflects the intentions of ESMA in the Level 2 guidance on UCITS V.  We also suggest that the regulations impose a requirement on insolvency administrators to return client assets in a more timely manner.

We believe that the steps outlined in the AIFMD regulation regarding the review of local law and notification to investment managers of material deficiencies or uncertainties in respect of customer asset protection should be replicated for UCITS V.  In addition, we believe that further clarity should be provided on whether the investment manager can invest in markets where customer asset protection is uncertain.
<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 note that the insolvency laws in the EU will provide that the assets of a UCITS fund cannot be distributed to the creditors of a third party located in the EU in the case of insolvency. However, we are unclear how this principle can be enforced upon non-EU third parties.

Further, the most effective way for a depositary to mitigate the risk that client assets become available to a third party’s creditors is by obtaining a local legal opinion on the enforceability of the concept of segregation in the event of third party insolvency in that market. A depositary should be incentivised to obtain such a local legal opinion by virtue of the depositary’s liability for restitution of assets held in custody. We do not believe that the regulation should require the third party to obtain a local legal opinion for the benefit of the depositary. The reasons for this view are as follows:

1. We can envision scenarios where a third party could obtain a financial gain or competitive advantage by obtaining a more favourable legal opinion for a particular market to provide to a depositary. 

2. As noted above, the depositary is ultimately responsible for restitution of assets held in custody and as such, will want to obtain its own local legal opinion in any event.

3. If both the depositary and the third party were to obtain similar local legal opinions, the ultimate cost to investors would effectively double with no corresponding benefit.

Given these factors, we would suggest that the third party not be required to obtain legal opinions for markets outside the EU.

Finally, as indicated above, we recommend that ESMA clarify what an investment manager should do in the event that a depositary notifies the investment manager that a particular market does not have the required levels of investor protection vis-à-vis segregation as envisioned by UCITS V.
<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>

Yes, as noted above, we believe it is not advisable for a non-EU third party to obtain and provide the independent legal advice. We believe that independent legal advice should be obtained by the depositary, in its discretion, in the course of fulfilling the depositary’s duties for safekeeping and restitution of assets. 

Other difficulties may arise in verifying the applicable insolvency regime include:

· Circumstances where clarity cannot be obtained in respect of a particular insolvency regime;

· Legal opinions do not always reflect what happens in practice when there is an actual matter before the courts or insolvency practitioners; 

· The evaluation of the insolvency regimes may vary between legal advisors which could create an incentive for third parties or their legal advisors to provide the most favourable, but potentially less reliable, opinion in order to gain a competitive advantage;
· Reliable legal advice may not be available in a particular market; 
· Legal advice is provided at a point in time and it is not practical to update it on a daily basis; and

· Legal advice may change in times of political or other crisis, which is precisely when it may be most required.

Finally, we believe that it would be beneficial for ESMA to foster a standardised process for the collection and sharing of legal opinions for the industry as this would eliminate several of the above deficiencies and ensure a level industry playing field.
<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>

Please see our response to question 5 above in respect of obtaining legal opinions in jurisdictions outside of the EU, wherein we state our belief that it is not advisable for a non-EU third party to obtain and provide the independent legal advice.

Yes, we believe there will be significant costs to obtain, monitor and keep legal opinions up to date in jurisdictions outside of the EU. The cost will ultimately be passed on to the investors. The level of cost is difficult to ascertain but we believe it to be substantial. This cost could be defrayed substantially if there was an industry shared standard, as noted in our response to question 5.

<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.

<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>

No. However, as noted in Question 1, we are concerned that the use of Central Securities Depositaries (CSD)/International Central Securities Depositaries (ICDS) may be viewed as a sub-delegation by the depositary and/or the third parties. In our view, use of a CSD/ICSD is not a sub-delegation by the depositary or the third party. The depositary has no choice but to use that CSD/ICSD in the market and has no ability to negotiate the terms of participation with that CSD/ICSD. It should also be noted that, in many instances, CSD/ICSDs do not have levels of capital that a depositary would expect a delegated third party to have, as a layer of protection to prevent an insolvency.

If, in fact, the UCITS V regulation contemplates that the use of a CSD/ICSD is a sub-delegation, then we believe that the third party should have to clarify how they will protect the assets of the UCITS fund in respect of the sub-delegation.
<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 believe that there are several steps that will not work in practice. These are noted as follows: 

· Risks cannot be mitigated by placing assets with more than one third party (sub-custodian) in most instances. This is because the risks of the market are applicable to all third parties in that market, meaning that diversification does not lead to avoidance of risk. In addition, using more than one third party increases costs, operational risks and the likelihood that, even if one third party averted an issue that impacted another third party in the same market, the UCITS funds held by the impacted third party would claim that they were unfairly treated versus the non-impacted UCITS funds;

· It is not practical for a depositary to terminate an agreement with a third party in sufficient time to avert a crisis scenario.  In addition, a termination would only be effective where the assets held by the third party could be moved to another third party, which is unlikely in a short period of time, and subject to bottlenecks (given that there are only a finite number of third parties in any particular market). In addition, in a crisis scenario it is likely that multiple third parties in a particular market would all be impacted by the same crisis;
· In many markets, CSDs/ICSDs are part of the market infrastructure; they are not selected by the depositary or the third party. In those markets, it is not appropriate for the depositary nor the third party to be responsible for those infrastructure components;
· Finally, in a scenario where the depositary believes that the only appropriate action is for the UCITS fund to dispose of the assets in a particular jurisdiction, the investment manager has no real reason to do so, since the depositary is liable in the event of an insolvency or loss. We recommend that this be rectified in the regulation.
<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>

Yes, one-off and ongoing costs will be incurred by the depositary. These include:

1) re-papering third party agreements;

2) implementing new procedures for oversight and monitoring, potentially including staffing costs;

3) increased technology spend (likely); and
4) increased legal costs (obtaining external opinions and increased internal resource allocation to interpret, monitor and incorporate into contracts).

<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>

None that have not already been noted in our responses to previous questions.
<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>

No. The transfer of assets will not work in practice. Assets held by a third party in a non-EU jurisdiction generally can only be held in that jurisdiction. Therefore, if the segregation of the UCITS fund assets in the event of an insolvency of the third party (sub-custodian) in a given jurisdiction is in question, in the absence of regulation permitting otherwise, the only measure that protects the investors of the UCITS fund is to sell the assets in that market.
<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>

In general, we agree that the identified links of either common management/supervision and/or cross-shareholding/group inclusion could create a potential risk to independence, as conflicts of interest may arise between the Management Company/Investment Company and the depositary to the detriment of the end investor. However, in the case of cross-shareholding/group inclusion, we believe that any potential risks could be mitigated by functional and hierarchical separation measures, such as robust controls, policies, processes and procedures.
<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>

No. 

<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>

In the case of common management/supervision, the presence of this link alone is sufficient to create a potential risk to independence. However, in the case of cross-shareholding/group inclusion, we believe this link alone is insufficient to establish a lack of independence.

<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>

As a general principle, we believe that the highest level of independence will be reached through a complete separation between the members/employees of the respective Relevant Entity, at the management body level or the supervisory body level. Indeed, allowing employees or member of the management body of one Relevant Entity to be member of the body in charge of the supervisory function of the other Relevant Entity may trigger some interdependency issues and risks the independence between the Management Company and the depositary.

However, certain options may be acceptable to mitigate the risk including proper conflict of interest policies and procedures.

<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>

No. While we believe that greater independence will be achieved through a complete separation between the members/employees of the respective Relevant Entity, at the management body level or the supervisory body level, we feel that appropriate organizational practices, policies, procedures and principles on structure can address the potential conflicts that could arise.

<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>

As it is still common practice in the market to have employees of the service provider of the UCITS fund (providing depositary services, for example), appointed as directors of the management company/investment company, the proposed option of ensuring the separation of the management bodies of the Relevant Entities will require restructurings within the board of directors of the management company/investment company. 

Alternatively, the management body of the depositary may include a member(s) of the management company/investment company, meaning the same restructuring would be required.

It is also to be noted that where the required skills are not available internally, the management company/investment company will seek external directors to fill vacant positions.  The costs of hiring external directors therefore have to be taken into account, in addition to the costs of updating documentation.

Finally, we are concerned that sufficiently skilled/experienced directors may not be available in a particular market(s) since the residency requirement and the limit on mandates per director could create supply problems.
<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>

We believe that option 1 would provide the highest level of investor protection. However, we would like to emphasize that the cost of implementing such a change could potentially outweigh the incremental benefits that would be gained. In fact, unit holders of funds in respect of which the depositary and the investment manager are commonly owned would be faced with a one-time cost (likely to be substantial) for transitioning the funds to another provider.

We believe option 2 is a viable alternative to mitigate the risk while not imposing undue costs. We believe competent authorities should focus on ensuring that ESMA’s proposed measures and arrangements described in paragraph 60 of the Consultation Paper are adopted, implemented and maintained.
In addition, we would recommend that that the ESMA technical advice expressly state that the management company is not obliged to appoint a depositary to which it is linked. The robust decision-making process as proposed by ESMA under point (e) of the draft advice under option 2 should never lead to an “automatic” appointment of the depositary to which the management company is linked by a qualified holding. Such an event would impair the criteria of objectivity as proposed by ESMA.

<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>

We do not believe that a specific percentage is necessary to ensure independence, since under Article 25 (2) of UCITS V, the depositary and the management company/investment company are obligated to act in the best interest of the UCITS fund and its investors, including ensuring the appropriate degree of independence, in carrying out their duties.

<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>

We agree in part. We believe that independence can be achieved in different ways, so we are not wedded to the concept above. For example, a degree of independence is already achieved through functional separation of duties and third party oversight by regulators and auditors, board reporting lines and responsibilities.

<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 involve significant industry upheaval to move fund services and/or management company services to another provider. It would result in substantial changes to business models, particularly universal banks and trust banks and would involve significant costs to re-paper contracts and to re-write and re-issue prospectuses. In fact, the cost of implementing such changes could potentially outweigh the incremental benefits that would be gained.

<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, we agree with ESMA that the second and third option should be discarded. <ESMA_UCITS_QUESTION_23>

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