Consultation on Guidelines on asset segregation under the AIFMD

NatWest Trustee & Depositary Services 

1: Which of the two identified options do you prefer?  

NatWest Trustee & Depositary Services (‘NatWest’) do not believe that either Option 1 or 2 outlined for consultation would, in practice, result in any notable enhanced levels of protection when compared with the current arrangements. Both options would result in additional costs explained in Section 3 which would, most likely, ultimately be borne by the investors.

For avoidance of doubt NatWest consider that the Depositary is a completely separate organisation from the Global Custodians (Delegate/third party referred to by ESMA). NatWest is the only UK Depositary that does not have a custody operation within the same Group entity and therefore is demonstrably independent of Global Custodians.
The current arrangements in the UK provide complete segregation of each fund and AIF. Separate accounts are maintained for each fund and AIF at the Global Custodian and the current arrangements are stronger than those envisaged by Option 1 of ESMA consultation at the Global Custodian Level. 

At the Sub-Custodian or Central Securities Depositary (‘CSD’), the current market practise is that there would be commingling of AIF and Non AIF assets if this is permitted in the local market. Assets are held in the Nominee name of the Global Custodian at the Sub Custodian, or sub custodians name at the CSD. While these assets are comingled they can be easily identified in the event of insolvency.

The ability to distinguish assets of one client from another at the Sub-Custodian or CSD level is not dependent on having separate accounts for each depositary provider and each fund vehicle. Commingled accounts currently exist at the sub-custodian and at CSD level.  Robust IT infrastructure and accurate record-keeping means that there need be no significant concern around the ability to properly identify such assets. 

NatWest do not believe that the perceived investor protection benefits of Option 1 and 2 requiring  segregation  of AIF and Non-AIF assets throughout the custody chain outweigh the set-up and ongoing costs of moving to a segregated basis.  A potential risk arising from omnibus accounts is the theoretical risk of shortfall in the event of the insolvency of one of the funds or issuers and on that basis there may be an argument against commingling. However that risk has always theoretically existed but has not materialised to any significant extent. 

NatWest foresee extra ongoing costs and more account monitoring requirements for Custodians and Depositaries if Option 1 or 2 were adopted at the sub-custodian/ CSD level and this could slow down time to market in regards to Account Opening Process and also change many internal trades to an external trade, which would attract the extra CSD costs which may be ultimately borne by the customer.  In addition, NatWest do not believe that the infrastructure exists within the CSD at present which would allow the additional segregation required by Option 1 and Option 2 without significant investment.
We do not therefore believe that applying either Option 1 or 2 at a Sub-Custodian or CSD level would be beneficial.  In addition NatWest believe that the interpretation of recital 40 and art 99 of AIFMD as outlined in paragraphs 13-17 whereby it is stated that non-AIF assets cannot be held in the same account is an unnecessarily narrow interpretation and does not reflect current practice.  We do not believe that segregating AIF and UCITS Assets will offer significant additional investor protection. We believe that this may be clarified when further detail on UCITS V becomes available during 2015. 
Q2: Would you suggest any alternative option which is compatible with the AIFMD and its implementing measures? If yes, please provide details. 

Alternative Option- Current UK Model

NatWest believe that current arrangements in the UK provide complete segregation between each fund and AIF for each depositary. As separate accounts are maintained for each fund and AIF at the Global Custodian, the current arrangements are stronger than those envisaged by Option 1 of ESMA consultation at the Global Custodian. 

Sub-Custodian and Central Securities Depositary Option 4 

Option 4 represents the status quo and this has been in operation for many years providing suitable levels of protection for investors therefore we believe it should be considered for consultation.

If the proposal above is not deemed appropriate, our order of preference would be ESMA Option 4, Option 3, Option 2 and finally Option 1 in descending order as NatWest believe that the cost to investor protection benefit comparison becomes less favourable with each option.
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. 

We foresee extra ongoing costs and more account monitoring requirements for Custodians and Depositaries if Option 1 or 2 were adopted at the sub-custodian and this could slow down time to market in regards to Account Opening Process. 

In regards to extra costs, where markets are omnibus and the Client places a deal with a counterparty who uses the same account as them, at the Sub-Custodian, they would lose their internal costs discount offered by the Custodian, as the Custodian would need to move the position at the CSD to reflect the transfer, changing an internal trade to an external trade, which would attract the extra CSD costs. In non EU markets Omnibus is less common, but many Emerging Markets are looking to offer this option to help keep costs down and ensure time to market is quicker, as the process is managed by the Custodian and not CSD.
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. 

We are aware that representative groups of other industry participants, such as collateral managers and prime brokers, may wish to consider options that may not favour the immediate two proposed options outlined by ESMA. ESMA should consider any implications, and should it, against the representation of those participants, decide to proceed with one of the two options proposed, then the implications of its proposals should be made clear in its advice to the Commission. 

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. 

NatWest believes that discarding options should be based equally on a clear understanding of how markets operate within Europe and beyond so that regulation does not prevent the efficient development of markets and therefore the opportunities that may arise for participants. We would therefore urge ESMA to carefully consider all responses to its consultation in this context. 
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