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III. Advice on the insolvency protection of UCITS assets when delegating safekeeping (Art. 22a(3)(e)[footnoteRef:2] and 26b(e) UCITS V) [2:  Article 22a(3)(d) in the text of UCITS V published in the Official Journal.] 

1. 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>

ADEPO welcomes and takes a positive view of the opportunity and specific content of the document and appreciates the usefulness of this Consultation Paper. ADEPO is a Spanish association of mutual and pension funds depositaries, currently formed by BBVA, BANCO SABADELL, BANCO SANTANDER,BANKIA , BNP-PARIBAS, CECABANK, ROYAL BANK OF CANADA AND DEUTSCHE BANK.



Yes, ADEPO does.  



<ESMA_UCITS_QUESTION_1>

1. 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>
Yes, it should. <ESMA_UCITS_QUESTION_2>

1. Are there other measures which could also help achieve this objective?
<ESMA_UCITS_QUESTION_3>
 

Whilst ADEPO agrees with the ESMA advice, it believes the proposed steps are not sufficient. ADEPO strongly recommends that ESMA develops guidelines for Depositaries,   Management Company/UCITS Board 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.  


In the event where the local law no longer recognises segregation on insolvency we would suggest the following:


a)        The depositary shall notify the Management Company or UCITS, if self-managed, and the UCITS’s Competent Authority as soon as is practicable after it becomes aware of the change in local law.
 
b)        The relevant Competent Authority shall have measures in place to ensure that the Management Company or UCITS, if self-managed, takes appropriate and prompt action (and for such action to be supervised by the Competent Authority of the UCITS) and where relevant to immediately sell the assets because in most instances it would be impossible for a depositary to locate an alternative sub-custodian or local agent if there is an issue in a particular market. Indeed 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  which is not located in this  country .  A transfer of assets to another country  is not a realistic protective measure. This will typically not be feasible at all (e.g. the assets are ultimately held by a local CSD of which only local sub-custodians can be members)  as  the assets ultimately are  held in any case in the original jurisdiction because this will be required in order to trade the assets.. Therefore ADEPO believes  that  there would be only two ways to meet the level 1 text requirement  (i.e. assets held in custody are not entrusted to a third party subject to an insolvency law which does not recognize the effects of segregation ) :i) to dispose of these securities or , ii) these securities should be converted from  a bearer form  to a registered form (a security that is registered in the books of the issuer in the name of the owner).

In the event of a loss of a financial instrument due to the local law not recognising segregation on insolvency, we do not believe the depositary’s liability under Article 24 of Directive 2014/19/EU should be triggered because in line with the wording of Article 101(i)(c) of AIFMR, we believe that the depositary could not have reasonably prevented the occurrence of the event which led to the loss despite adopting all precautions incumbent on a diligent depositary as reflected in common industry practice.

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 fact that it is the Management Company/UCITS Board who has responsibility for portfolio management and who ultimately will make the decision whether or not to act upon the alert from the depositary.  

If this is not the case, it leaves a depositary with open-ended liability until such time as it is able to terminate the contract in respect of something it has made all reasonable efforts to address.

It is important too, to recognise 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. 



<ESMA_UCITS_QUESTION_3>

1. 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>
Yes, ADEPO does. However,  for the sake of clarity, ADEPO recommends  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 (ie 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 L2 measures.  This would also be consistent with the approach taken in AIFMR (eg 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. 

In addition specific means such as the obtaining of a legal advice from independent legal counsel should be recommended but not prescribed, where – depending on the circumstances – the assessment of the depositary’s internal legal services may be an alternative. 

<ESMA_UCITS_QUESTION_4>

1. 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 ADEPO does. It may depend upon how complex the applicable insolvency regime is, whether there is an existing jurisprudence 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, ADEPO   would like to remind ESMA that 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[footnoteRef:3]” – factors for which clearly we believe the depositary as well as any appointed third party have no influence on.   [3: ] 



It is also important to be clear what entity constitutes the ‘third party’.  As ADEPO recommends in response to Q 4, it recommends 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 L2 measures.  This would also be consistent with the approach taken in AIFMR (eg Art 98(4)). 

<ESMA_UCITS_QUESTION_5>

1. 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, ADEPO does. Costs will increase and could be substantial, mainly  because the advice is due to be periodically updated.  The legal advice will be needed for any jurisdiction outside the Union where financial instruments are held in custody.  
<ESMA_UCITS_QUESTION_6>

1. 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, ADEPO  would not.  
<ESMA_UCITS_QUESTION_7

1. 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, ADEPO  does. Please see answers to questions 4,5 and 7.   ADEPO   recommends 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 L2 measures.  This would also be consistent with the approach taken in AIFMR (eg Art 98(4)). 

<ESMA_UCITS_QUESTION_8>

1. 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>


ADEPO believes the proposed steps in the advice are not sufficient. ADEPO recommends that ESMA develops guidelines for Depositaries Management Company/UCITS Board 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.  

ADEPO believes that there would be only two ways to meet the level 1 text requirement (i.e. assets held in custody are not entrusted to a third party subject to an insolvency law which does not recognize the effects of segregation):i) to dispose of these securities or , ii) these securities should be converted from  a bearer form  to a registered form (a security that is registered in the books of the issuer in the name of the owner). Indeed 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 which is not located in this country.  A transfer of assets to another country is not a realistic protective measure. This will typically not be feasible at all (e.g. the assets are ultimately held by a local CSD of which only local sub-custodians can be members) as the assets ultimately are held in any case in the original jurisdiction because this will be required in order to trade the assets. The sub-custodian in the other jurisdiction will simply not be able to safe-keep assets of another jurisdiction. 

Therefore ADEPO suggests the following steps: 

a) The depositary should inform the Management Company or UCITS if self-managed management and notify the UCITS’s Competent Authority. 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. 

b) the management company or the board of the UCITS  should decide on  the steps .

c) the outcome of the above should then be communicated to the Competent Authority of the UCITS  and to the depositary by the management company or the board of  the UCITS and an action plan agreed. 







 

It is important too, to recognise 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. 





<ESMA_UCITS_QUESTION_9>

1. 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, ADEPO   does, as there is a resultant need to review and change contracts-both as between the depositary and the third party, and between the third and any entity to which it delegates custody.
<ESMA_UCITS_QUESTION_10>

1. Would you suggest requiring the depositary to take any further steps which are not foreseen in the draft advice?
<ESMA_UCITS_QUESTION_11>
 Yes, ADEPO does.  Please see answers to questions 3 and 9. 
<ESMA_UCITS_QUESTION_11>

1. 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>
 The measures that should be taken by the depositary and 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 are described in our answer to Q 3 and Q9.

ESMA asks whether 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. ADEPO is not certain that this would be possible. 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 which is not located in this country. A transfer of assets to another jurisdiction as suggested above is not a realistic protective measure. This will typically not be feasible at all (e.g. the assets are ultimately held by a local CSD of which only local sub-custodians can be members) as the assets ultimately held in any case in the original jurisdiction because this will be required in order to trade the assets. the sub-custodian in the other jurisdiction will simply not be able to safe-keep assets of another jurisdiction. 

In fact the measures the depositary can take are limited to the escalation procedure whereby the depositary would bring the issue to the attention of the management company / self managed investment company and of the competent regulator. 
<ESMA_UCITS_QUESTION_12>

[bookmark: _Toc398029991]IV. Advice on the independence requirement (Art. 25(2) and 26(b)(h) UCITS V)
1. 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>
 

ADEPO is concerned that the outright  prohibition of  cross-shareholdings/group inclusion, goes  far beyond the objectives set out in the level 1 of the UCITS V directive, and  ADEPO  is  convinced that proposing recommendations based only on  this will not achieve the final objective of higher investor protection but will rather lead to disproportionate costs and have a substantive impact on the existing shareholding structures of management companies and depositaries in Europe (see ADEPO   answer to Q22).

In the light of Level 1 provisions, ESMA should bear in mind that the requirement to act independently does not coincide with requiring the “structural” independence of the Relevant Entities, being enough to be it in a “functional” fashion

Thus ADEPO   urges ESMA to propose final recommendations that are strictly proportionate to the objectives to be achieved. Indeed, 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 activitiesMany financial groups, amongst them the largest, have developed asset management and depositary businesses which represents a significant share of the global market of depositaries of UCITS. This is indeed a common practice in many European Member States, where financial groups are active both in asset management and depositary activities, providing a full range of services to UCITS funds. The prohibition of cross-shareholding (1st option) would lead to substantive additional costs as it would imply the separation of a large number of  Spanish entities. 
ADEPO   strongly believes that this long established market practice should not be restricted by any level – 2 measures for the following reasons:


1 The absence of evidenced market failure: recent events affecting UCITS, such as the Madoff fraud were not connected to circumstances where the asset management companies and funds depositaries belonged to the same financial group. However, it was recognised that a better clarification and harmonization of depositary duties and liability regime was necessary. These issues were adequately addressed in the AIFMD. The AIFM level1 and level 2 establish strict requirements with regard to oversight duties, asset segregation, due diligence, and the liability regime for depositaries. In addition, AIFMD Article 21 4 (a) provides that an AIFM shall not act as a depositary..

2 The new UCITS regulatory framework will provide investors with a greater level of protection:
· The strict liability regime of the depositary in UCITS V goes even further than AIFMD as the depositary’s liability can, in no circumstances, be contractually waived. Depositaries are regulated entities, must comply with stringent eligibility criteria and are subject to ongoing supervision. Article 5 of the current UCITS IV Directive, requires that “The competent authorities of the UCITS home Member State shall not authorize a UCITS if the directors of the depositary are not of sufficiently good repute or are not sufficiently experienced also in relation to the type of UCITS to be managed (…….) . Directors shall mean those persons who, under the law or the instruments of incorporation, represent the depositary, or who effectively determine the policy of the depositary.” 
· Depositaries are required to have in place and implement strict and detailed internal procedures for the prevention of conflicts of interest. They are also subject to a regular internal control process for the adequacy of resources and competences. 
· In addition, for depositaries subject to MIFID, MIFID reporting obligations include; on an annual basis, specific reporting on the safeguard of assets performed by an independent audit firm.


On the other hand ADEPO agrees   that some common management/supervision may to a certain extent, interfere with the independence of the Relevant Entities. Please see ADEPO‘s  answer to Q15. 

<ESMA_UCITS_QUESTION_13>

1. 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>
ADEPO does not consider any additional links to be contemplated.

<ESMA_UCITS_QUESTION_14>

1. 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>
ADEPO thinks that a certain level of common management/supervision, may to a certain extent, interfere with the independence of the Relevant Entities. However,  the conflict  with other legislative provisions (corporate governance measures provided by national, and with Art. 91 (4) of CRD IV Directive)  will have to be addressed.
 
In contrast, ADEPO believes the cross-shareholdings/group inclusion links cannot pre determine a lack of independence of the Relevant Entities. Potential conflicts are mitigated by means of functional and hierarchical separation of performance of the depositary function (tasks) from other potential conflicting tasks. Furthermore, whenever potential conflicts of interests are identified they are managed, monitored and adequately disclosed to unitholders via the prospectus of the UCITS or by other means.

<ESMA_UCITS_QUESTION_15>

1. 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>
ADEPO agrees with the proposed option in order to ensure the separation of the management bodies/bodies in charge of the supervisory functions of each entity by prohibiting any member of the management body of one of the relevant entities from also being a member of the management body or employee of the other relevant entity. In addition ADEPO believes that ESMA should avoid to fix any percentage which could result in contrast with other existing legislative regulation on corporate governance ( included Art. 91 (4) of CRD IV Directive).

<ESMA_UCITS_QUESTION_16>

1. 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>
ADEPO believes that –although as set out below Spanish binding regime is far more demanding-there should be a cap which should not be higher than 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. 
 
<ESMA_UCITS_QUESTION_17>

1. 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>
ADEPO has no knowledge about this.
<ESMA_UCITS_QUESTION_18>

1. Which of the two identified options do you prefer? Would you suggest any alternative option? If yes, please provide details.
<ESMA_UCITS_QUESTION_19>
ADEPO   finds option 1 unacceptable and potentially destabilizing for the banking industry in the EU and particularly in Spain. 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.



Spanish legal framework gives a decent, but very stringent response to Spanish depositaries concerns.  The management company and the depositary of any CIS cannot belong to the same group unless the management company establishes a specific procedure in its internal code of conduct setting several Chinese walls, such as the following:
 
· Specific procedures to prevent conflicts of interest to be set up.
·  No existence of common Board members or directors.


· The effective management of the management company must be independent of the depositary.
· A physical separation must exist between the management company and the depositary entity. 

 
If the management company and the depositary belong to the same group, additional procedures are required:

· Disclosure to investors of their relationship.
· The periodic information to investors must include any purchase or sell of securities where the depositary acted as counterparty.
· The mentioned procedure is subject to the oversight of an independent body within the board of directors of the management company. Additionally, an annual report must be submitted to the CNMV with regard to the compliance of the requirement of separation between the management company and the depositary.

.

 

ADEPO does not think there is a need to generalize these very strict limits, we just mention them to evidence that a model permitting depositaries and managers being  part of the same group can work perfectly under certain conditions.






<ESMA_UCITS_QUESTION_19>

1. 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>


1.  ADEPO considers that the requirement of at least one third of the members of the management body of both entities should be independent is very strict, although current Spanish regulatory regime is far more restrictive, as expressed above. Robust management of conflicts of interest could deliver the independence required. 
1. 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>
No, ADEPO   does not agree. The concept of independence should not include members of the management body or employees of undertakings of the group, provided the undertakings are not the Depositary, nor the Management company. 
<ESMA_UCITS_QUESTION_21>

1. 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>
The prohibition of cross shareholding, as envisaged in option 1 (“the management company company/investment company shall not be included in the same group...”) is simply not feasible in Spain due to their dramatic consequences.

 Effectively, option 1 would entail huge costs and a complete transformation of the existing models with a realistic possibility of putting at risk and weakening the Spanish sector. These costs would ultimately be borne by UCITS investors with no added benefits in terms of protection given the absence of evidenced market failure and given that Option 2 will deliver independence.

In term of asset under management, the percentage of the total UCITS  AuM  that  would need to be transferred to another depositary  would be, in Spain, about 70 %.
As a consequence of implementing a new business model of custodians and subcustodians , the estimated individual cost per UCITS could  be  at least 0´8 % to 0´08 % of  the UCITS net assets, which are the estimated cost of creating the structure of custody ,settlement and supervision for UCITS ,  depending on  the size and complexity of  the UCITS.

Finally, according to Spanish binding regulations, any change in the depositary of a UCITS shall be subject to a right of  reimbursement with no cost for the UCITS investor, causing an additional  damage to the management companies.
[bookmark: _GoBack] 
<ESMA_UCITS_QUESTION_22>

Annex III

Cost-benefit analysis

1. Do you agree with ESMA’s approach to discard the second and third options described above?
<ESMA_UCITS_QUESTION_23>
ADEPO   agrees with ESMA’s approach to discard the second and third option.
<ESMA_UCITS_QUESTION_23>
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