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Reply form
On the review of the UCITS Eligible Assets Directive


Responding to this paper 
ESMA invites comments on all matters in this paper and in particular on the specific questions summarised in Annex 1. Comments are most helpful if they:
respond to the question stated;
indicate the specific question to which the comment relates;
contain a clear rationale; and
describe any alternatives ESMA should consider.
ESMA will consider all comments received by Wednesday 7 August 2024. 
All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input - Consultations’. 
Instructions
In order to facilitate analysis of responses to the Call for Evidence, respondents are requested to follow the below steps when preparing and submitting their response:
•	Insert your responses to the questions in the Call for Evidence in this reply form. 
•	Please do not remove tags of the type < ESMA_QUESTION_EADC_0>. Your response 	to each question has to be framed by the two tags corresponding to the question.
•	If you do not wish to respond to a given question, please do not delete it but simply 	leave the text “TYPE YOUR TEXT HERE” between the tags.
•	When you have drafted your responses, save the reply form according to the following 	convention: ESMA_CP1_EADC_nameofrespondent. 
	For example, for a respondent named ABCD, the reply form would be saved with the 	following name: ESMA_CP1_EADC _ABCD.
•	Upload the Word reply form containing your responses to ESMA’s website (pdf 	documents will not be considered except for annexes). All contributions should be 	submitted online at https://www.esma.europa.eu/press-news/consultations/call-evidence-review-ucits-eligible-assets-directive under the heading ‘Your input - 	Consultations’.
Publication of responses
All contributions received will be published following the close of the consultation, unless you request otherwise.  Please clearly and prominently indicate in your submission any part you do not wish to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. 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 not to disclose the response 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 ‘Data protection’.
Who should read this paper?
This Call for Evidence is of particular interest for investors and consumer groups interested in retail investment products, management companies of Undertakings for Collective Investment in Transferable Securities (UCITS), self-managed UCITS investment companies, depositaries of UCITS and trade associations.  


[image: esma_8_V3]






[image: ]










ESMA - 201-203 rue de Bercy - CS 80910 - 75589 Paris Cedex 12 - France - Tel. +33 (0) 1 58 36 43 21 - www.esma.europa.eu	 2
General information about respondent
	Name of the company / organisation
	Payden & Rygell
	Activity
	Investment Manager
	Country / Region
	Ireland


Questions 
1. In your view, what is the most pressing issue to address in the UCITS EAD with a view to improving investor protection, clarity and supervisory convergence across the EU?
[bookmark: _Hlk166078273]<ESMA_QUESTION_EADC_1>
We are of the view that investors are best protected by allowing experienced regulated investment managers to build Funds with diversified exposures across asset classes, including a wide range of securitised debt structures. We believe that it is harmful to investors’ interests to either ban or unduly restrict such exposures, and that such an approach is highly likely to disadvantage investors in UCITS relative to alternative vehicles in other jurisdictions.
We recommend instead an approach that involves enhanced scrutiny in circumstances where certain asset classes are to be included within the investment universe of proposed UCITS. This is appropriate given the professional and regulated status of investment managers of UCITS and their existing obligations relating to investor suitability. This approach would entail scrutiny of a manager’s experience and resources in using such assets.
By way of background, Payden & Rygel was formed over 40 years ago.  We have been active as a UCITS investment adviser for 25 years. Our Irish domiciled UCITS umbrella has AUM of USD 4.9 billion as at 30 June 2024.  Our current global assets under management are USD 156 billion.  We provide a number of strategies worldwide to institutional investors and to third party funds and UCITS. Strategies fall into four broad categories: fixed income, equity, absolute return, and balanced, with the vast majority of strategies being exclusively fixed income or fixed income dominated.  Strategies are employed using customised segregated accounts, Payden US mutual funds, US private vehicles such as CITs, or Irish-domiciled UCITS funds and AIF. One of our particular areas of expertise is in the use of securitized instruments in our UCITS sub-funds to assist in the attainment of investment objectives.  Globally, we currently manage USD 22 billion of securitised assets.  
In our view the most pressing issues can be summarised in three parts:
1.  It is well understood and established academic empirical learning that well diversified portfolios spread across asset classes deliver better long run risk adjusted return characteristics.  It is our contention that practices by regulatory bodies, that in effect stand in the way of UCITS availing themselves of investment in the full range of securities meeting  UCITS eligibility criteria, risk depriving shareholders in such funds of the risk-adjusted return benefits of these asset classes.  Specifically, the full range of securitised instruments that meet eligibility criteria should not be blocked or unduly limited in the launch of new or existing funds.
1.  In our view investor protections are sufficient.  The current UCITS regulatory framework has stood the test of time and continues to function well.   Our experience is that there is significant data available to be collected, tested and analysed to demonstrate the tradability and liquidity of securities held in UCITS.  It would seem from correspondence that regulators are not uniformly aware of or receiving this data that would provide them the comfort to authorise funds using the widest available range of securities and monitor those funds in a coherent way.
1. Ensuring that 1 and 2 above are faithfully implemented across EU jurisdictions in a harmonised manner is essential to avoid regulatory arbitrage and to offer certainty and consistency to investors in UCITS.   We welcome the exercise to harmonise the application of rules to reduce the variance between European regulators in the application of eligibility criteria and caution that this exercise should include appropriate weighting to the importance of portfolio diversification. 
<ESMA_QUESTION_EADC_1>

1. Have you experienced any recurring or significant issues with the interpretation or consistent application of UCITS EAD rules with respect to financial indices? If so, please describe any recurring or significant issues that you have experienced and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence. Where relevant, please specify what indices this relates to and what were the specific characteristics of those indices that raised doubts or concerns. Where possible, please provide data to substantiate the materiality of the issue. 
<ESMA_QUESTION_EADC_2>
No, we have not experienced recurring or significant issues in these respects.
<ESMA_QUESTION_EADC_2>

1. Have you experienced any recurring or significant issues with the interpretation or consistent application of UCITS EAD rules with respect to money market instruments? If so, please describe the issues you have experienced and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence. Where relevant, please describe the specific characteristics of the money market instruments that raised doubts or concerns.
<ESMA_QUESTION_EADC_3>
No, we have not experienced recurring or significant issues in these respects.
<ESMA_QUESTION_EADC_3>

1. Have you experienced any recurring or significant issues with the interpretation or consistent application of UCITS EAD provisions using the notions of « liquidity » or « liquid financial assets »? If so, please describe the issues you have experienced and how you would propose to amend the UCITS EAD to better specify these notions with a view to improving investor protection, clarity and supervisory convergence. Where relevant, please explain any differences to be made between the liquidity of different asset.
<ESMA_QUESTION_EADC_4>
No, we have not experienced recurring or significant issues in these respects. We use liquidity management tools based on third party market depth data as well as a well-developed process for determining and regularly reviewing swing factors, to protect ongoing investors from participating in the flow related transaction costs of other investors subscribing or redeeming shares. All of our liquidity management tools are disclosed in the UCITS Prospectus and provisions in the prospectus include allowing the Directors of the UCITS to gate funds in the event of a flow greater than 10%. In over 25 years of managing our UCITS Fund range, including through the Global Financial Crisis and the COVID market shock, we have never had to gate a fund.
<ESMA_QUESTION_EADC_4>

1. The 2020 ESMA CSA on UCITS liquidity risk management identified issues with respect to the presumption of liquidity and negotiability set out in UCITS EAD. In light of the changed market conditions since 2007, do you consider such a presumption of liquidity and negotiability still appropriate? Where possible, please provide views, data or estimates on the possible impact of removing the presumption of liquidity and negotiability set out in the UCITS EAD.
<ESMA_QUESTION_EADC_5>
Please see our answer to Q4 and others. We believe the key to these issues is the experience and resources of the Investment Manager. To that effect, liquidity risk management is enhanced, specific to sectors that may have less readily available market trading data that is registered on third party market depth data sources, such as securitised market positions, by regular assessment and input into our internal liquidity measurement model. This is conducted by our traders, leveraging their well-established integration with dealers and breadth of experience in securitised markets.
<ESMA_QUESTION_EADC_5>

1. Please explain your understanding of the notion of ancillary liquid assets and any recurring or significant issues that you might have experienced in this context. Please clarify if these are held as bank deposits at sight and what else is used as ancillary liquid assets. Where relevant, please distinguish between ancillary liquid assets denominated in (1) the base currency of the fund and (2) foreign currencies.
<ESMA_QUESTION_EADC_6>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_EADC_6>

1. Beyond holding currency for liquidity purposes, do you think UCITS should be permitted to acquire or hold foreign currency also for investment purposes, taking into account the high volatility and devaluation/depreciation of some currencies? Where relevant, please distinguish between direct and indirect investments.
<ESMA_QUESTION_EADC_7>
Yes, we do believe that UCITS should be permitted to hold foreign currency for investment purposes, subject to this being appropriately disclosed in the Fund Prospectus. “High volatility” and “devaluation/ depreciation” risks are no reason to ban such exposures. Individual equities and equity markets are often much more volatile than currencies, but no one would think of prohibiting them for UCITS. Clearly stated investment parameters and well-developed risk monitoring and risk management techniques are key to the effective use of all such exposures. We see current risk management processes in this regard as adequate for investor protection purposes.
<ESMA_QUESTION_EADC_7>

1. Have you observed any recurring or significant issues with the interpretation or consistent application of the 10% limit set out in the UCITS Directive for investments in transferable securities and money market instruments other than those referred to in Article 50(1) of the UCITS Directive? If so, please explain the issues and how you would propose to address them in the UCITS EAD with a view to improving investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_8>
No, we have not experienced recurring or significant issues in these respects and have successfully managed our funds within these parameters.
<ESMA_QUESTION_EADC_8>

1. Are the ‘transferable security’ criteria set out in the UCITS EAD adequate and clear enough? If not, please describe any recurring or significant issues that you have observed and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_9>
We have not experienced significant issue in the interpretation of transferable security criteria with the exception potentially of loans/loan participation notes.
<ESMA_QUESTION_EADC_9>

1. How are the valuation and risk management-related criteria set out in the UCITS EAD interpreted and applied in practice, in particular the need for (1) risks to be “adequately captured” by the risk management process and (2) having “reliable” valuation/prices. Please describe any recurring or significant issues that you have observed with the interpretation or consistent application of these criteria and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_10>
The VaR approach to risk measurement, monitoring, and reporting, including back testing for the UCITS has adequately identified and detailed risk, contribution to risk, and diversification of risk by key risk factors.
The industry makes prevalent use of third-party pricing data providers, subject to audit through alternative third-party sources required under GAAP/FRS 102. The added scrutiny of depositary for valuation serves as a further useful safeguard. Again, regulated external UCITS management companies add an additional level of scrutiny and accountability.
<ESMA_QUESTION_EADC_10>

1. Are the UCITS EAD provisions on investments in financial instruments backed by, or linked to the performance of assets other than those listed in Article 50(1) of the UCITS Directive adequate and clear enough? Please describe any recurring or significant issues that you have observed in this respect and how you would propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_11>
We have not encountered significant issues. Most of our funds employ derivatives and we have found the existing regulatory framework including compliance with a Risk Management Process and reporting requirements to be fit for purpose. 
<ESMA_QUESTION_EADC_11>

1. Is the concept of « embedded » derivatives set out in the UCITS EAD adequate and clear enough? Please describe any recurring or significant issues that you have observed with the interpretation or consistent application of this concept and how you would propose to amend UCITS EAD to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_12>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_EADC_12>

1. Linked to Q11 and Q12, ESMA is aware of diverging interpretations on the treatment of delta-one instruments under the EAD, taking into account that they might provide UCITS with exposures to asset classes that are not eligible for direct investment (see also Section 3.2). How would you propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence? Please provide details on the assessment of the eligibility of different types of delta-one instruments, identify the issues per product and provide data to support the reasoning.
<ESMA_QUESTION_EADC_13>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_EADC_13>

1. Have you observed any recurring or significant issues with the interpretation or consistent application of the rules on UCITS investments in other UCITS and alternative investment funds (AIFs)? In this context, have you observed any issues in terms of the clarity, interaction and logical consistency between (1) the rules on investments in UCITS and other open-ended funds set out in the UCITS Directive and (2) the provisions on UCITS investments in closed ended funds set out in the UCITS EAD? Please describe any recurring or significant issues that you have observed in this respect and how you would propose to amend the relevant rules to improve investor protection, clarity and supervisory convergence. Where relevant, please distinguish between different types of AIFs (e.g. closed-ended, open-ended), investment strategies (real estate, hedge fund, private equity, venture capital etc.) and location (e.g. EU, non-EU, specific countries). In this context, please also share views on whether there is a need to update the legal wording used in the UCITS EAD and UCITS Directive given the fact that e.g. they refer to ‘open-ended’ and ‘closed ended funds’, whereas it might seem preferable to use the notion of ‘AIFs’ by now given the subsequent introduction of the AIFMD in 2011.
<ESMA_QUESTION_EADC_14>
We have not encountered any recurring or significant issues with the interpretation or consistent application of the rules on UCITS investments in other UCITS and alternative investment funds (AIFs).  One item that we are aware of anecdotally is that the Luxembourg regulator requires the limitation on investment into an investee UCITS of 10% to be set out in the offering document of the first UCITS vehicle rather than in the articles of association/constitutional document. We are aware that other country regulators also take the view that prospectus disclosure is adequate. We concur with the view that prospectus disclosure is adequate and indeed more appropriate than disclosure in the constitutional document as the offering document is more generally the document of reference for investors and is also binding on the UCITS.
<ESMA_QUESTION_EADC_14>

1. More specifically, have you observed any recurring or significant issues with the interpretation or consistent application of the rules on UCITS investments in (1) EU ETFs and (2) non-EU ETFs? Please describe any issues that you have observed in this respect and how you would propose to amend the relevant rules to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_15>
We have not observed any recurring or significant issues with the interpretation or consistent application of the rules on UCITS investments in (1) EU ETFs and (2) non-EU ETFs.  We have generally understood that from the perspective of a practical implementation of the collective investment scheme eligibility criteria, US ETFs are not eligible assets.  We can work within this constraint, but at the margin it is detrimental to investors to have such a constraint which does not appear to us to have a fully logical or transparent basis. 
<ESMA_QUESTION_EADC_15>

1. How would you propose to amend the UCITS EAD to improve investor protection, clarity and supervisory convergence with respect to the Efficient Portfolio Management (EPM)-related issues identified in the following ESMA reports: (1) Peer Review on the ESMA Guidelines on ETFs and other UCITS issues; (2) Follow-up Peer Review on the ETF Guidelines; and (3) CSA on costs and fees. In this context, ESMA is interested in also gathering evidence and views on how to best address the uneven market practices with respect to securities lending fees described in the aforementioned ESMA reports with a view to better protect investors from being overcharged.
<ESMA_QUESTION_EADC_16>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_EADC_16>

1. Would you see merit in linking or replacing the notion of EPM techniques set out in the UCITS Directive and UCITS EAD with the notion of securities financing transaction (SFT) set out in the SFTR? Beyond the notions of EPM and SFT, are there any other notions or issues raising concerns in terms of transversal consistency between the UCITS and SFTR frameworks?
<ESMA_QUESTION_EADC_17>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_EADC_17>

1. Apart from the definitions and concepts covered above, are there any other definitions, notions or concepts used in the UCITS EAD that may require updates, further clarification or better consistency with definitions and concepts used in other pieces of EU financial legislation, e.g. MiFID II, EMIR, Benchmark Regulation and MMFR? If so, please provide details on the issues you have observed and how you would propose to clarify or link the relevant definitions or concepts.
<ESMA_QUESTION_EADC_18>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_EADC_18>

1. Are there any national rules, guidance, definitions or concepts in national regulatory frameworks that go beyond (‘gold-plating’), diverge or are more detailed than what is set out in the UCITS EAD? If so, please elaborate whether these are causing any recurring or significant practical issues or challenges.
<ESMA_QUESTION_EADC_19>
We have encountered difficulties and delays in gaining fund approvals from the Central Bank of Ireland, related to the inclusion of certain securitised asset classes that we have been using for many years and to a significant extent in existing UCITS Funds and our Separately Managed Accounts more broadly. 
Please refer to Appendix II for a description of the securitised asset classes we use, and how many of them have grown substantially over the last decade or so. Our recent use of these instruments in our current UCITS range is further detailed in Appendix I in excel format. Securitisations represented 37% (US$1.1bn) of these six Funds’ assets at end 2022, and 32% (US$880mn) at end 2023. Even excluding US Mortgage Agency Passthroughs, these securitised holdings amounted to 32% (end 2022) and 27% (end 2023) of Fund assets. 
One new fund application has been with the CBI for a full year now, and we are still no closer to knowing when and if approval will be given. 
There currently appears to be a divergence in harmonisation between EU regulators in the introduction of unwritten guidance seeking to introduce  limitations on certain exposures without transparent published guidance to this effect and without industry engagement.  We fear that this risks creating a 2-tier UCITS structure- older funds with greater flexibility than newer funds, as well as being inconsistent with the cross-European harmonisation principle.  It is also impeding product innovation. 
<ESMA_QUESTION_EADC_19>

1. Please fill in the table in the Annex to this document on the merits of allowing direct or indirect UCITS exposures to the asset classes listed therein, taking into account the instructions provided in the same Annex. Please assess and provide evidence on the merits of such exposures in light of their risks and benefits taking into account the characteristics of the underlying markets (e.g. availability of reliable valuation information, liquidity, safekeeping). To substantiate your position, please fill the table with any available data and evidence (e.g. on liquidity or valuation of the relevant asset classes and underlying markets). ESMA acknowledges that the availability of data on direct/indirect exposures to some of the asset classes listed in this table is limited and would welcome receiving any available data (whether on individual market participants and products or market-wide) and even rough estimates that help to understand the practical relevance of the relevant asset class for UCITS and the possible impact of any future policy measures.
<ESMA_QUESTION_EADC_20>
Please see attached Annex (ESMA_Q20_Payden).  Curtailment of access to securitised instruments would severely impact several of our current UCITS sub-funds and preclude the launch of further sub-funds that have been delayed in regulatory approval processes pending this consultation.
<ESMA_QUESTION_EADC_20>

1. Please elaborate and provide evidence on how indirect exposures to the aforementioned asset classes (e.g. through delta-one instruments, ETNs, derivatives) increase or decrease costs and/or risks borne by UCITS and their investors compared to direct investments.
<ESMA_QUESTION_EADC_21>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_EADC_21>

1. Under the EAD, should a look-through approach be required to determine the eligibility of assets? Please explain your position taking into account the aforementioned risks and benefits of UCITS gaining exposures to asset classes that are not directly investible as well as the increased/decreased costs associated with such indirect investments. A look-through approach would aim to ensure that the list of eligible asset classes set out in the UCITS Level 1 Directive would be deemed exhaustive and reduce risk of circumvention by gaining indirect exposures to ineligible asset classes via instruments such as delta-one instruments, exchange-traded products or derivatives. Where possible, please provide views, data or estimates on the possible impact of such a possible policy measure.
<ESMA_QUESTION_EADC_22>
We are comfortable with a look-through approach to determine the eligibility of assets, but suggest a provision to allow a de-minimis exposure to ineligible assets, to ensure that a tiny exposure within a Fund or other asset does not completely prevent the use of an otherwise legitimate tool. For example, one could imagine a provision requiring no more than X% of the Fund’s assets can be exposed to otherwise ineligible assets within a collective investment scheme or derivative. X could be as small as 1%.
<ESMA_QUESTION_EADC_22>

1. What are the risks and benefits of UCITS investments in securities issued by securitisation vehicles? Please share evidence and experiences on current market practices and views on a possible need for legislative clarifications or amendments.
<ESMA_QUESTION_EADC_23>
We attach our “Enhanced Scrutiny” paper as filed with the Central Bank of Ireland in conjunction with two recent applications for the authorisation of sub-funds in our UCITS umbrella (Appendix III).  The Enhanced Scrutiny paper sets out (a) a description of covered bonds, consumer ABS, commercial ABS, whole business securitisations, collateralised loan obligations, agency MBS, credit risk transfer securities, non-agency residential MBS, non-agency commercial MBS and Contingent Convertible Bonds, (b) why these securities are used in the proposed fund, (c) how these securities function in normal course of events, (d) what happens when the issuer of these securities is in distress and whether secondary issues arise on these securities, (e) a description of the impact distress in the security would have the Fund, (f) how the investment manager manages any impact on the Fund, (g) how the investment manager balances the risk with the potential reward, (h) what types of issuers are considered for use by the investment manager and why, (i) a description of the security selection process, (j) additional important characteristics of the securities and their correlation with other assets, (k) market demands/expectations of these types of securities, (l) performance of the securities in various interest rate environments and how investors in the Fund are protected, (m) information on the performance of these securities in extreme market volatility and how these risks are managed and (n) the credentials of the team managing the instruments within the Fund.  
We understand it to be current Central Bank of Ireland practice to require completion of an Enhanced Scrutiny document where such instruments are considered for inclusion within the investment universe of a proposed Fund.  
Please note any instrument falling within the definition of a securitisation is subject to the EU Securitisation Regulation.  The Fund’s depositary requires upon trade confirmation of compliance with EU Securitisation Risk Retention and Due Diligence provisions.  The Fund’s UCITS management company requires monthly attestations of compliance with EU Securitisation Regulation.  The additional investor protections afforded by the EU Securitisation Regulation complement the UCITS regulatory framework.
<ESMA_QUESTION_EADC_23>

1. What are the risks and benefits of permitting UCITS to build up short positions through the use of (embedded) derivatives, delta-one instruments or other instruments/tools? Please share evidence and experiences on current market practice and views on a possible need for legislative clarifications or amendments.
<ESMA_QUESTION_EADC_24>
Our UCITS are predominantly fixed income funds, where the use of derivatives to create negative duration, currency and asset class exposures is a legitimate, integral and valuable part of the investment strategy. The risk contribution of, for example, a negative duration or asset class % position is the same as a positive duration or % position to the same market or asset class. Short positions are also needed to implement relative value positions where the Fund’s benchmark does not contain the exposure that the Investment Manager wishes to underweight.
<ESMA_QUESTION_EADC_24>

1. Apart from the topics covered in the above sections, have you observed any other issues with respect to the interpretation or consistent application of the UCITS EAD? If so, please describe the issues and how you would propose to revise the UCITS EAD or UCITS Directive with a view to improve investor protection, clarity and supervisory convergence.
<ESMA_QUESTION_EADC_25>
No other issues to raise here, save for our concern that making the investible universe for UCITS too restrictive is likely to harm both investors and the UCITS industry more broadly. An enhanced scrutiny approach is generally preferable to  one in which asset classes that are both sensible and substantial are prohibited or unnecessarily restricted.  In addition, recent trends towards the increased use of regulated external UCITS management companies and enhancements to the role of the depositary provide further layers of safeguards by way of monitoring and accountability that are conducive to investor protection without reduction in the investment universe permitted with the UCITS regulatory framework.
<ESMA_QUESTION_EADC_25>
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