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1. INTRODUCTION?

The financial crisis, and in particular the Madoff events, have put the spotlight on the duties
and the liability of the investment funds depositaries.

In order to address these issues, the European Commission, in July 2012, presented a proposal
to amend the Undertakings for Collective Investments in Transferable Securities (UCITS)
Directive. Following the adoption in co-decision, UCITS V? Directive was published in the
Official Journal of the European Union on 28 August 2014 and came into force on 17
September 2014. Member States must adopt and publish the laws and regulations necessary to
comply with the UCITS V Directive by 18 March 2016. The UCITS V Directive amends and
replaces certain provisions of Directive 2009/65/EC (UCITS IV)? therefore all references to
the amended provision will be further refereed as to UCITS.

The UCITS V Directive mirrors, to a large extent, the provisions on depositaries that were
introduced in the Alternative Investment Fund Managers Directive* (AIFMD), which were
further implemented through a Delegated Regulation 231/2013°.

This impact assessment focuses on two empowerments contained in the UCITS V Directive
that are not part of the existing rules on fund depositaries contained in the AIFM Delegated
Regulation, which are: (1) the insolvency protection of UCITS assets when the depositary
delegates safekeeping duties to a third party (Article 26b (e) UCITS) and (2) the requirement
that the UCITS management/investment company and the UCITS depositary act
independently (Article 26b (h) UCITS).

1.1 The UCITS Directive

UCITS V new depositary requirements are meant to broadly align the UCITS Directive with
the AIFM Directive in terms of rules on depositaries’ duties, delegation arrangements, and the
liability regime for custodial assets. These rules aim at addressing non-market risks related to
the depositaries activities. As a consequence, the empowerments for the Commission to adopt
delegated acts on depositaries under UCITS V, with the exception of the two empowerments
mentioned above, are identical to the ones that were foreseen by the AIFM Directive. The
European Securities and Markets Authority (ESMA) provided its technical advice on these
empowerments in 2011°.

1 In producing this impact assessment, data has been collected from a variety of different sources. Therefore all
conclusions drawn should be treated with an appropriate degree of caution.

? Directive 2014/91/EU
® Directive 2009/65/EC
* Directive 2011/61/EU
® Commission Delegated Regulation (EU) No 231/2013

® http://www.esma.europa.eu/system/files/2011 379.pdf
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1.2 UCITS investment funds and management companies

All investment funds in the EU fall into one of the following two categories: undertakings for
collective investment in transferable securities (UCITS) or alternative investment funds
(AIFs). UCITS funds are those that comply with harmonised rules (in particular product rules)
as laid down in the UCITS Directive thereby permitting their sale to the retail investors. AlFs
are all investment funds other than UCITS and their managers are required to comply with
rules laid down in the AIFM Directive. The latter are not subject to this impact assessment.

Institutional investors represent the largest client category of the European asset management
industry — they account for 76% of total assets under management ("AuM") in Europe’. To
note: the institutional investor base for UCITS does not only comprise the usual institutional
client base (banks, treasurers or corporates) but includes pension funds and insurance
companies. Retail investors represent 24 % of total UCITS assets under management in
Europe.

UCITS funds have been successful within Europe as well as in Asia and South America,
resulting in a steady rise in UCITS assets under management over the years: from € 5,694
billion as of the end of 2010° to € 6,455 billion as of the end of 2013° to € 7,514 billion as of
the end of 2014, Annex 3 provides additional information in the UCITS sectors especially
the breakdown of UCITS investment asset classes and geographical allocation of funds.

1.3 UCITS depositaries

The UCITS Directive requires each UCITS to appoint a depositary which is entrusted with a
duty of safekeeping compassing: controlling of the title of any assets received by the fund and
keeping assets in custody or, where this is not possible, keeping records of ownership. UCITS
depositaries also monitor cash flows and exercise additional oversight functions described
below. The largest UCITS depositaries are large international banks™' or their subsidiaries.
Depositaries provide custody (safekeeping) services™ to investment funds (UCITS and AIFs)
but also to other investors, e.g. pension funds, insurance companies, or individual investors.
Depositaries also provide additional (ancillary) services such as securities lending, brokerage
and execution of foreign exchange trades.

" EFAMA: Asset Management in Europe, Facts and Figures, December 2014

8Source (without taking into account AuM in Lichtenstein, Norway, Switzerland and Turkey):
http://www.efama.org/Publications/Statistics/Quarterly/Quarterly%20Statistical%020Reports/Quarterly%20Statist
ical%20Report%2004%202011.pdf

® Net sales of UCITS reached €437 billion in 2014 and €221 billion in 2013. Demand for UCITS reached its
highest level since 2006 and surpassed the net sales of € 191 billion registered in 2012 (source EFAMA-
http://www.efama.org/Publications/Statistics/Quarterly/Quarterly%20Statistical%20Reports/150311_Quarterly%
20Statistical%20Release%200Q4%202014.pdf (without taking into account AuM in Lichtenstein, Norway,
Switzerland and Turkey).

1% Source: EFAMA INVESTMENT FUND INDUSTRY FACT SHEET, December 2013 and December 2014
Data (without taking into account AuM in Lichtenstein, Norway, Switzerland and Turkey).

1 While the largest depositaries are typically banks, other types of institutions (e.g. Mifid firms) also exist in
some Member States.

12 The custody service would also include additional services such as clearing and settlement.
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From a UCITS depositary perspective, keeping custody®® of the fund's assets is one integral
part of their overall function. However, the notion of "depositary"” is wider than the notion of
pure "custodian”, in that the UCITS Directive requires a depositary to exercise specific
oversight functions®*, such as:

e Monitoring compliance with the UCITS rules and fund's investment limits;

e Monitoring cash flows, i.e. ensuring that investor money and cash belonging to the
UCITS is booked correctly in the fund's accounts (cash reconciliation);

e Reconciling the depositary's holding register with the one provided by the fund
administrator (holding reconciliation);

e Ensuring that the net asset value (NAV) of the UCITS is calculated in accordance with
applicable rules;

e Ensuring that the sale, issue, repurchase, redemption and cancellation of shares of the
UCITS takes place in accordance with national laws and the fund's rules.

Unlike safekeeping, the above functions cannot be delegated by the UCITS depositary to a
third party; therefore some refer to these as the "core™ depositary functions.

While custody originated with physical safekeeping of securities that existed only in paper
form, custody nowadays comprises the processing and reconciling customers’ securities
holdings and transactions involving these securities. Modern custody is computer-based and
requires large investments in information technology.

In addition, the custodian is often the only entity that can ensure the link between the central
securities depositary (CSD) and a UCITS. This is because a UCITS is not eligible to become
a member of the CSD. For most securities listed in regulated markets CSDs perform so-called
‘notary function’ by keeping a central register of a particular issue of securities for the
purpose of enabling the settlement of transaction. Often the CSDs will only accept members
that are regulated, financially sound, have robust operational capabilities, and have the ability
to continuously invest in technology that ensures "straight-through™ processing. Membership
criteria, stipulated to minimise disruption to the functioning of a CSD, are a key driver for the
investments a custodian has to expend in maintaining its information technology.

Depositary services are nowadays primarily offered by banks and occasionally by brokers.
These providers have developed specialised services that cater to different customer
segments. Section 1.4 of this impact assessment will identify the main providers of UCITS
custody services in greater detail.

As a depositary can provide a variety of services (See annex 4), clients are generally charged
on a per segment basis. This entails a fee for custody, transaction fees or depositary fees (fees
related to the oversight function, the “supervisory” fees). In addition, a depositary who

13 Custody has its roots in physical safekeeping. In the era when securities existed only in paper form, investors
needed a safe place to store the certificates that represented their ownership of a security. The immobilisation or
dematerialisation of physical securities resulted in development of central securities depositaries (CSDs). CSDs
maintain accounts for the participating banks or intermediaries (custodians), to whose accounts the relevant
number of securities is credited. These intermediaries maintain accounts for the client- investors and for the
client-intermediaries. The actual length of such a holding chain of intermediaries depends on the circumstances
that prevail in the relevant jurisdictions.

14 See Annex 4 — Depositary’s function.
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provides other services to a UCITS fund, such as fund accounting, fund administration,
transfer agency, or foreign exchange management, will charge separate fees for these services.

According to data submitted to the European Commission's services custody fees (calculated
in basis points) are significantly lower than the fees a depositary charges for its depositary
services or the transactions fees. As a rough guide, custody fees are a fraction of depositary
fees while depositary fees are a fraction of transaction fees.

It results that the provision of custody can only thrive on the basis of economies of scale and
scope.

Taking into account the above considerations, this impact assessment will also analyse
potential risk of concentration that could result from certain regulatory requirements of these
delegated acts.

According to the data collected from Morningstar, 271 depositaries are active in the UCITS
market in Europe. The list provided in Annex 5 classifies the 50 largest depositaries according
to assets held in custody. Many of the larger depositaries are active in different Member
States, often establishing local subsidiaries. All subsidiaries belonging to the same group have
been consolidated to express the figures per group and at a European level. For example J.P.
Morgan, including various subsidiaries, has €794 billion under custody spread over seven
different Member States™. Smaller depositaries, on the other hand, tend to focus on one
national market.

As mentioned in Annex 5, the degree of concentration in the UCITS depositary market varies
between national markets. This impact assessment considers the geographic market for
custody services nationally because (1) securities that are held in custody are issued nationally
and (2) depositaries have to be located in the same Member State as the UCITS fund.

15 Source Morningstar as of 31 December 2014.
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Chart 1: Market share (in term of assets hold in custody) by the 20 largest depositaries for
UCITS at the EU level

m 1 State Street m 2 IP Morgan = 3 BNY Mellon

® 4 CACEIS W 5 BNP Paribas ® 6 Brown Brothers Harriman

W 7 RBC Investor ® 8 Société Générale = 9 Citibank

m 10 Northern Trust Fiduciary Services (Ireland) Limited m 11 National Westminster Bank PLC = 12 HSBC

m 13 DZ Group ® 14 UBS 15 5E8

® 16 Nordea Bank S.A. 17 DEKA 18 Pictet & Cie (Europe) S.A.
19 Banque Fédérative du Crédit Mutuel 20 Fideuram Bank (Luxembourg) S.A. 21 Others

Source: Morningstar, EC staff calculations as of December 2014

The top five depositaries in the major fund domiciles usually comprise the same providers
(State Street Bank, J.P. Morgan, Bank of New York Mellon, CACEIS Bank and BNP Paribas
Securities Services) The predominance of the same providers in all major markets, as well as
their global coverage, is an indicator that economies of scale result when a network of custody
spans several national markets. In addition, the predominance of these five players can be
explained by the entry barriers that characterise custody services: strict liability for the loss of
financial instruments, capital requirements and the need to establish electronic custody
networks.®

1.4 The link between the fund manager and the depositary

The UCITS management company is responsible for appointing a depositary for each fund in
its portfolio. To be eligible, the depositaries must comply with all the requirements set out in
the UCITS Directive. Depositaries need to be established in the same country as the UCITS
fund. The UCITS rules do not prevent the fund manager to appoint a depositary that belongs
to the same corporate group. Table 6 in Annex 5 contains a non-exhaustive list of examples of
asset managers that appointed a depositary that belongs to the same corporate group.

Table 6 in Annex 5 reveals that asset managers that belong to a banking group tend to place a
high percentage of their assets in custody with the depositary that belongs to the same
banking group.

Asset managers that do not belong to a banking group must place assets in custody with a
depositary outside the group. For example Blackrock, which is not a bank, manages
approximately € 220 bn of UCITS assets in Europe. These assets are placed in custody with

16 See Annex 5
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JP Morgan in Ireland (€ 62 bn), with Bank of New York Mellon in the United Kingdom and
Luxembourg (€ 146 bn) as well as with State Street (€ 12bn). Aberdeen, which is managing
UCITS assets in France, Luxembourg, the United Kingdom and Ireland, has appointed BNP
Paribas Securities Services and State Street to safe-keep € 53 bn and € 36 bn of assets
respectively. These figures show that asset managers that do not form part of a banking group
entrust custody to the big internationally focused depositaries that are all ranked as part of the
"top 5" in the depositary rankings reproduced in Annex 5.

Indeed most asset managers favor internationally focused depository service providers
because of their global custody network. This is due to the fact that management/investment
companies not only invest in their national market, but also in the EU Members States and
outside the EU. Another reason is that UCITS management/investment companies manage
several UCITS that are not domiciled in the same Member State. For example, a French
management company can manage a UCITS domiciled in Luxembourg without having an
office in Luxembourg. In consequence, when a management company will select a
depositary, coverage of all relevant fund domiciles will be an important criterion in selecting
the depositary (which has to establish a branch in each fund jurisdiction) and thus avoiding
appointing different depositaries in each Member State.

For example, only the top nine depositaries listed in Annex 5 have a geographic coverage
ranging from 3 to 9 Member States; all other operators are confined to the territory of one, at
maximum two, Member States.

Table 1- Custody network of the top nine custodians®’

. . AuM (in Mio Countr
Ranking Custodian EU(R 0) coverag)é
1 State Street Bank 959,361 9
2 JPM 794,321 7
3 Bank of New York 620228 5
Mellon
4 CACEIS Bank 408,888 4
5 BNP Paribas 405,431 9
Securities Services
6 BBH 340,189 3
7 RBC 223,485 6
8 Société Générale 198,674 6
9 Citi 195,357 3

Source: Morningstar, Commission's own calculation as of December 2014.

By entrusting custody to the "big nine™ operators, the asset manager has a higher level of
assurance that, irrespective of the place of investment, the chosen depository will be able to
delegate custody to a network of sub-custodians that belong to the same group. This allows
maintaining certain business standards and a high level of protection against asset losses that
could result from operational failures. Moreover, due to the considerable economies of scale
that derive from operating a global network, custody rates may be negotiated at a lower level

7 See Annex 5 for more details figures.
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when compared to those charged by specialist operators whose lack of a custody network
obliges them to work with third-party delegates.

2 PROCEDURAL ISSUES AND CONSULTATION OF INTERESTED PARTIES

2.1 Procedural issues

The UCITS Directive does not contain specific deadlines for the delivery of delegated acts
concerning depositaries, it is however good practice to adopt implementing legislation
sufficiently in advance before the end of the transition period in March 2016, in order to allow
sufficient time for transposition and implementation by Member States and the relevant
sector.

On 26 June 2014, the European Commission sent a request for technical advice on the level 2
measures in the UCITS Directive to ESMA. ESMA transmitted its technical advice to the
European Commission on 28 November 2014.*

2.2 External expertise and consultation of interested parties

Throughout the process of drafting its advice, ESMA was in close contact with the relevant
sector, through bilateral meetings, a stakeholder roundtable and a formal public consultation.

The first written consultations on ESMA’s advice covering in particular depositary rules took
place on during the preparation of the delegated regulation resulting from the AIFM
Directive. ESMA organised three open hearings covering the Call for Evidence and the two
parts of the draft technical advice, the first in January and the second two in September 2011.
Summaries of these hearings as prepared by ESMA are attached to the impact assessment
report regarding Delegated Regulation 231/2013. Furthermore, ESMA organised a series of
targeted workshops on the different parts of the AIFM Directive technical advice between
March and May 2011. These workshops were not open to the public but only upon invitation.
They brought together some fifteen to twenty industry experts on the respective subjects as
selected by ESMA.*®

The second written consultation on ESMA'’s advice took place in September 2014 specifically
on the two empowerments contained in the UCITS V that were not part of the AIFM
Directive?.

18 http://www.esma.europa.eu/system/files/2014-1417.pdf

19 As it was the case in earlier consultations and hearings on asset management organised by the European
Commission or ESMA in previous years, it was primarily the ‘supply side’, i.e. fund managers and, in parts,
depositaries, that participated. The few responses from the ‘buy side’, i.e. investors, came from big players in
the market like pension funds. Smaller and mid-size investors were represented through the Stakeholder
Groups of ESMA which responded to the consultations or hearings. These representatives took also potential
adverse impacts on retail investors into account but did not voice any major concerns.

20 The summary consultation is provided in Annex 12
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In addition to its written consultations ESMA organised a roundtable in order to gather
comments from market participants on 29 July 2014. ESMA has invited experts from among
UCITS managers, depositaries, prime brokers and consumer representatives.

Table 2- ESMA consultations

Consultation Consultation period Number of
responses

Call for evidence on the
European Commission’s | 3 December 2010 — 14 January
request for advice on AIFMD | 2011

level 2 measures

51

Draft technical advice on

AIEMD level 2 measures?: 13 July — 13 September 2011 around 100

Draft technical advice on |26 September — 24 October

UCITS V level 2 measures® | 2014 60

2.3 Consultation with the Member States

On 23 April 2015, the Commission services consulted the Member States in the expert group
of the European Securities Committee. The Commission's consultation focused on the two
main issues to be resolved in the Level 2 measures, independent action and the safeguards that
apply when a UCITS depositary delegates custody of UCITS assets to a third party.

Topic 1: Independent boards and independent board members.

With respect to the requirement that group entities should have at least two or one-third of
board members that are not affiliated to the group, the following concerns have been raised by
Members States:

- One Member State argues that the definition of independent board members was too
strict. The Commission's services respond that a personal link (spouse on the group
board) or a contractual link (consulting contract) would result in a presumption of
conflicts of interest which it would be incumbent on the persons involved to rebut.

- One Member State argues that employee board members should only be required to
have no personal or contractual links with the group if they have an executive function

2 The consultation documents and the responses that were cleared for publication can be found at the ESMA
website: http://www.esma.europa.eu/page/AIFMD; summaries prepared by ESMA can be found in Annex 14
of the impact assessment report accompanying AIFMD Level 2 measures:
http://ec.europa.eu/internal_market/investment/docs/20121219-directive/ia_en.pdf.

22 The consultation documents and the responses that were cleared for publication can be found at the ESMA
website:http://www.esma.europa.eu/consultation/Consultation-delegated-acts-required-UCITS-V-Directive ;
summaries can be found in Annex 12 of this impact Exs¢ assessment
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within the group. The Commission services respond that employees that are appointed
to group boards should, by virtue of this appointment alone, be deemed to exercise
executive functions.

- Three Members States argue that the strict board independence should not apply to the
custodian to whom custody is delegated. The Commission's services point out that the
co-legislators extended all requirements applicable to the depositary to a delegate.
Hence, it would be difficult to exonerate the custodian in receipt of a delegation from
some or all of the board independence requirements.

- One Member State speaks out in favour of the structural separation between asset
manager and the depositary (no ownership links) but not between asset manager and
custodian to whom custody is delegated. The Commission's services respond that it is
difficult to achieve this result as the UCITS V level 1 text applies all requirements
applicable to the depositary to the delegate custodian as well. The assumption of the
co-legislators was that conflicts of interest would not only arise with respect to the
depositary's oversight function but also with respect to custody of assets. These
potential conflicts of interest are further described in Section 3.3.2).

- One Member State points out that the Level 2 measures must be adopted before the
summer 2015 so that the national implementation of the entire UCITS V Level 1 and
Level 2 package can run smoothly. Delays in adopting the Level 2 acts would
invariably result in delays in adopting the overall UCITS V reforms.

Conclusion on topic 1: Member States agree with the proposed approach not to require
structural ~ separation  between  management/investment  company and  their
depositaries/custodians. They endorse the ESMA/Commission approach to seek independent
action of these entities by means of prohibiting personal overlap on both entities' boards. They
agree that - in case both entities' form part of the same group - at least two or one third of the
board members should not be affiliated with the group. Affiliation would be defined as the
existence of "business, family or any other links that give rise to potential conflicts of
interest".

Topic 2: Selection of delegates in third countries.

One Member State contests the necessity that legal advice on the insolvency laws of third
countries has to be provided by an independent entity. They argue that in-house lawyers can
achieve independent advice as well. The Commission's services respond that the
preponderance of stakeholders preferred independent advice to be provided by a third party
and not the legal department of the depositary. The Commission's services also point out that
cost implication of obtaining independent advice could be mitigated by allowing for the
sharing of this advice among members of the relevant industry associations.

Conclusion on Topic 2: Member States agree with the proposed selection criteria, including
the requirement that legal advice is provided by an independent third party.

2.4 Impact Assessment Steering Group and Impact Assessment Board (1AB)

Work on the Impact Assessment started in June 2014 with the first meeting of the Steering
group on 25 November 2014, followed by 3 further meetings, the last one taking place on 16
March 2015. The following Directorates General (DGs) and Commission services
participated in the meetings: Financial Services and Capital Markets Union (FISMA), Internal
Market, Industry, Entrepreneurship and SMEs (GROW); Justice (JUST); Legal Services (SJ);
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Secretariat General (SG); and Trade. The report with the minutes of the last steering group
was sent to the Impact Assessment Board on 19 May 2015.

The draft Impact Assessment (I1A) report has been examined by the Impact Assessment Board
(IAB) by normal procedure as of 17 June 2015. On the basis of the IAB's opinion of 19 June
2015 the 1A report has been revised in order to take into account the views of the IAB.

1. Protection against insolvency - intervention logic:

The problem of lack of protection against insolvency in third countries should be clarified in
terms of objectives, options and impacts. Further evidence, beyond the Madoff case, should
be provided to justify the need to act. This should include explaining why the option of
relying on in house lawyers is rejected and how the option of a requirement of independent
legal advice will only take effect for certain third countries. It should also be made clear that
the industry will be able to share the costs of independent legal advice, thus limiting the
additional costs for individual UCITS.

2. Clarification of independence options:

The role and effective powers of the independent board members should be clarified, in
particular with regard to their relationship with regulatory authorities and whistleblowing
capacities. The role of the regulatory authorities should also be further explained, including
their capacity to oversee boards and intervene on behalf of independent members to prevent
any systematic isolation of them.

3. Analysis of impacts:

The impact of the preferred option on the international competitiveness of the UCITS sector
should be spelled out more clearly, in particular by explaining how the regulation would
compare to that of other main trading partners. The objectives and expected impacts on the
structure of the sector, market concentration and systemic financial risks should be clarified.
Moreover, which balance is envisaged between exploiting economics of scale and scope and
risks of increasing systemic risks and market power? The report should explain if the
increased complexity of the preferred option could in itself be a factor adding to financial
risks? The report should also spell out the administrative burdens impact more clearly,
including by singling out and assessing those proposed rules and procedures, which will de
facto add new administrative burdens to UCITS, while explaining why the others will not
generate new burdens. This should include an assessment of whether smaller companies are
likely to be affected differently from larger ones. When assessing the costs for depositaries of
moving assets to independent custodians, the report should clearly spell out whether the costs
considered are one-off or repeated. Finally, the report should better describe the views of
different stakeholder groups collected in the consultation on the various options and their
impacts.

4. Monitoring:

28 http://ec.europa.eu/smart-regulation/impact/ia_carried_out/cia_2015 en.htm
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In the monitoring and evaluation part, the report should specify a number of concrete
monitoring indicators on the independent board members, such as whistleblowing incidences,
regulator interventions and number of board members removed.

3 .PROBLEM DESCRIPTION

3.1 Problems identified in the level 1 impact assessment

When considering the proposals on the duties and liability for depositaries in preparation of
the UCITS V reform in July 2012, the following problems were identified?*:

e Divergent criteria on eligibility to act as a depositary: The flexibility in choosing
which entities can perform the depositaries functions that the Member States have had
under Article 23(2) of the UCITS Directive has led to divergent national approaches
creating legal uncertainty leading to suboptimal levels of investor protection.

e Unclear rules on delegation of custody: The diversification and internationalisation of
UCITS investment portfolios have increased sub-delegation of custody to a wide
range of jurisdictions. Increased custody and insolvency risk for those international
assets made it necessary to define the conditions applicable in case a depositary
further delegates safe-keeping of assets (e.g., objective reason for delegation, level of
skill in selecting sub-custodian, intensity of ongoing monitoring of sub-custodian). As
explained in the Impact Assessment accompanying the UCITS V proposal®®, the
Madoff case highlights the risks associated with the use of local third country sub-
custody networks, especially when the latter do not structurally separate custody from
the management of assets.

e Unclear scope of liability in case of loss (including loss when custody has been
delegated): The interpretation of the depositary liability in the UCITS Directive has
not been uniform which led to differences in investor protection; most notably in the
case when a custodial instrument is lost after the delegation of custody. The
consequences of these divergences came to the fore with the Madoff fraud. In some
Member States the depositary was immediately liable to return assets in custody as a
consequence of fraud at the level of the sub-custodian, in other Member States liability
is based on fault and is still subject to litigation.

3.2 Scope of the relevant empowerments

The UCITS Directive provides several empowerments for the Commission to adopt delegated
acts covering rules on depositaries’ oversight duties, rules on delegation to a third party,
insolvency protection and the requirement for depositary and UCITS management/investment
company to act independently.

As a consequence, the empowerments for the Commission to adopt delegated acts on
depositaries under the UCITS Directive are largely the same as the ones that were foreseen by

24 Problems identified in the area of remuneration policies and sanctions are not discussed in this document as
there are no level 2 measures directly addressed to these issues.

25 http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52012SC0186.
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the AIFM Directive and for which a Delegated Regulation has been already adopted (see list
in Annex 2 and Annex 10 for the comparison of measures).

The delegated acts were drafted to take into account the lessons learned from the Madoff
events. Many of the upgrades mirroring the AIFM Directive have already been introduced in
the UCITS Directive, notably provisions on the entities eligible to act as depositaries and
regarding their liability vis-a-vis the UCITS and its investors. The list of entities that are
eligible as depositary function for a UCITS is more limited than those eligible in the AIFM
Directive (see Annex 9). Discharge of liability allowed in the AIFM Directive is not allowed
for depositaries appointed to safeguard assets belonging to a UCITS. These modifications
account for the fact that UCITS are highly regulated retail products.?

The only differences in the empowerments for delegated acts between the AIFMD and the
UCITS Directive concern the provisions of the UCITS Directive regarding (1) steps that a
depositary has to ensure that a third party takes to provide for insolvency protection of UCITS
assets and (2) the "independent action™ requirement. This impact assessment will focus on the
substantive provision which were not addressed in the AIFMD. The other provisions will be
cover in Annex 10 and will be based on the AIFMD impact assessment.

Table 3 — Substantive provisions to be discussed in this impact assessment

Article 22a(3) (d)

The functions referred to in Article 22(5) may be delegated by the depositary to a third party
only where that third party at all times during the performance of the tasks delegated to it:
(d) takes all necessary steps to ensure that in the event of insolvency of the third party, assets
of a UCITS held by the third party in custody are unavailable for distribution among, or
realisation for the benefit of, creditors of the third party;

Article 25(2)

In carrying out their respective functions, the management/investment company and the
depositary shall act honestly, fairly, professionally, independently and solely in the interest
of the UCITS and the investors of the UCITS.

Annex 10 provides an overview of the remaining UCITS empowerments that overlap with
those in the AIFM Directive.

3.3 Issues to be addressed with the two UCITS-specific empowerments

Issue 1: Steps that the depositary has to ensure that a third party delegate takes to protect
UCITS assets against insolvency®’

On the issue of insolvency protection, the Commission's mandate to ESMA provided that
ESMA should "specify those steps, in the form of a non-exhaustive list of the measures,
arrangements and tasks, that the third party to whom custody function has been delegated

2 For example, UCITS Directive sets the requirements for eligible assets, diversification ratios, counterparty
limits, etc.

2’ See Annex 6 for a description of the problem drivers and problem.
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should put in place and perform on on-going basis in order to ensure that the UCITS assets
are protected from distribution among or realisation for the benefit of creditors of the third
party". In addition, ESMA was requested to ensure that the required measures, arrangements
and tasks take into account the legal framework of the country in which the third party
operates, notably that country's insolvency laws and relevant jurisprudence.

Article 22(8) of UCITS V provides that: “Member States shall ensure that in the event of
insolvency of the depositary and/or any third party located in the Union to whom custody of
UCITS assets has been delegated, the assets of a UCITS held in custody are unavailable for
distribution among or realisation for the benefit of creditors of such depositary and/or such
third party”. Taking into account that the UCITS Directive requires national insolvency laws
to be aligned with the above-mentioned requirement, the Commission agrees with ESMA's
advice that obtaining a legal opinion on applicable insolvency laws in the EU Member States
is not required. In its advice, ESMA rightly confined the requirement of independent legal
advice on the applicable insolvency laws to situations where custody over UCITS assets is
delegated to third parties located outside the EU.

The insolvency laws and relevant jurisprudence in a jurisdiction outside the European Union
may or may not contain specific provisions that require segregation of UCITS’ assets, thus
helping to make them unavailable for distribution or realisation by creditors of an insolvent
custodian of UCITS assets. Consequently, the delegating depositary has to ensure that the
local custodian provides the delegating depositary with all necessary assurances so that the
UCITS’ assets that are held in local custody are considered as segregated and not available to
the creditors in case of an insolvency of the local custodian.

The ESMA advice includes a list of steps to be taken by the local custodian to ensure
insolvency protection of UCITS’s assets. The advice rightly focuses on a series of due
diligence requirements that apply both before the delegating depositary enters into delegation
arrangements with the local custodian and during the entire duration of these arrangements.

In light of the above, this impact assessment endorses the advice delivered by ESMA which
provides sufficient degree of details and analyses the impact of the options. The details of the
ESMA advice and the proposal of the Commission are described in Annex 11. The
Commission follows this advice subject to some adjustments of legal drafting because, the
ESMA advice on this issue:

1) is robust enough to rely on,
2) follows international standards on protection of client assets®.

3) does not raise significant market impacts and was not controversial in the
course of ESMA's stakeholder consultation.

Issue 2: The independence of action requirement

Several UCITS funds suffered several billions of euros in losses due to the Madoff fraud. This
fraud arose in a situation where the management of the portfolio as well as custody of the
portfolio was delegated to the same third party - Bernard L. Madoff Investment Securities

%% See |0SCO Recommendations Regarding the Protection of Client Assets of January 2014

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD436.pdf
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LLC?. This lack of separation between the asset manager and the depositary functions,
combined with a lack of transparency and due diligence, facilitated a fraudulent investment
strategy to go undetected for several years.

Moreover, a typical UCITS fund uses several service providers (external or internal) to
operate and execute its investment strategy. Normally, the fund relies on an investment
manager to manage the assets, one or several brokers to execute trades, a fund administrator
to calculate the value of the fund’s investments and a custodian to safe-keep financial
instruments held by the fund. While being obliged to work together, these service providers
must be independent of each other and the exercise of their respective tasks should be strictly
separate. In particular, the depositary which is entrusted with the central role of oversight over
all UCITS assets should be able to exercise its tasks in line with applicable rules and be able
to report cases of irregularities in full independence. To address this problem, Article 25 of
UCITS, already prior to the UCITS V reform, establishes the independence of both asset
management and depositary functions: Article 25 of UCITS IV states that (1) no company
shall act as management/investment company and depositary; and (2) in the context of their
respective roles, the management/investment company and the depositary shall act
independently and solely in the interest of the unit-holders.

UCITS V does not modify the above points mentioned in the Article 25. The basic rule
remains that (1) no company shall act as both management/investment company and
depositary; and (2) in carrying out their respective functions, the management/investment
company and the depositary shall act honestly, fairly, professionally, independently and solely
in the interest of the UCITS and the investors of the UCITS.

While the substantial requirement that management/investment companies and the depositary
act independently in performing their respective tasks has not been altered by the UCITS
Directive, the reform introduces a new empowerment whereby the European Commission
shall adopt a delegated act specifying the conditions for fulfilling the "independent action”
requirement.

In addition, paragraph 3(e) of Article 22a extends the general requirements applicable to
depositaries also to the third party to whom the depositary has delegated custody of the
UCITS assets.

Furthermore, the UCITS Directive addresses a specific case of the conflict of interest which
might arise in cases where depositaries offer services other*® than depositary or custody
services®.. It states that, the depository cannot carry out activities on behalf of the UCITS 'that
may create conflicts of interests between the UCITS, the investors in the UCITS, the
management company itself, unless the depositary has functionally and hierarchically
separated the performance of its depositary tasks from its other potentially conflicting tasks
and the potential conflicts of interest are properly identified, managed, monitored and
disclosed to the investors of the UCITS' (Article 25 (2) second subparagraph).

2% Annex 7 provides a background to the Madoff fraud.
* For example, prime brokerage, treasury and securities lending, collateral management, etc.

31 Annex 4 describes the list of all the services done by a depositary.
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The following chart explores the different elements that are relevant when analysing whether
depositaries on the one hand and management/investment companies on the other hand act
independently.

Chart 2 — Problem description — independence
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3.3.1Problem drivers

The independence of the UCITS management/investment company and the UCITS depositary
/ third party to whom the custody function has been delegated might be undermined by
existence of various links between the two entities®” as illustrated in the Madoff scandal.

This issue is identified in the consultation report of IOSCO on principles regarding the
Custody of Collective Investment Scheme’s Assets*®. IOSCO recommends, in its principle 4
that, “the custodian should be functionally independent from the responsible entity”. I0SCO
recognised that this functional independence may be achieved in a variety of ways. A
functional separation should necessarily imply a hierarchical separation, which will involve
assessing where key decisions are taken.

There are at least four relevant links between the relevant parties: (i) common directors; (ii)
affiliated directors®; (iii) group membership/cross-shareholdings; and (iv) contractual links.
The independence of the relevant parties is affected if one party can control action of the other
or if one party can control the action of the asset manager and the depositary concurrently (the
parent company of a group) by means of (i) executive power in the case of common
directors®; (ii) shareholders' vote in the case of group membership/cross-shareholdings; or
(iii) contractual commitments in the case of contractual links.

The independence of the depositary/third party (to whom the custody has been delegated) or
the management/investment company may also be affected by commercial links. The entity
which acts as a depositary/third party (to whom the custody has been delegated) might
provide additional/ancillary services to the management company such as securities lending
and collateral management or execution of foreign exchange transactions. The interest in the
revenue associated with providing additional services to the management company might
conflict with the depositary's duty to monitor the management/investment company and spot
irregularities in its activities (e.g., Article 22(3)(c) UCITS states the depositary has to: "carry
out the instructions of the management company, unless they conflict with the applicable
national law or the fund rules™ and according to Article 22(3)(e) the depositary has to "ensure
that a UCITS’s income is applied in accordance with the applicable national law and the fund
rules™).

National laws vary widely across the Member States both in terms of interpretation of
permissible links and in terms of the condition of corporate rule applicable to depositary

% To simplify the exposition, the problem description focuses on the independence of the UCITS management
company and the UCITS depositary but is applicable also with respect to their delegates.

33 http://www.iosco.org/library/pubdocs/pdf/IOSCOPD454.pdf

% As opposed to common directors, affiliated directors are individuals that are not employed by one of the
entities involved but that are bound to one or both of the entities by other links than employment.

* In addition to common directors, this might include provisions on quorum, simple majority or super majority
votes, and restrictions on decision-making capacity of certain directors, and directors having shareholdings in the
relevant party. Directors' remuneration will also have impact on their independence.
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business*®. A number of Member States limit the possibility of common directors and/or
senior managers (IT, DE, UK, FI, LU, RO, AT, MT, BE, IE, LT) or impose some form of
‘functional’ independence (CY, SE). Two Member States limit corporate cross-shareholdings
between the two entities (UK, SL). Two Member States prevent directors of the depositary
from managing/supervising certain activities provided by the depositary to the management
company (e.g. brokerage) — RO, SI. Several Member States do not have specific provisions in
their national law.

In terms of group structure, most Member States (except UK®’ and SL) permit the
management company and the depositary to be part of the same (usually banking) group.
However, most of these jurisdictions, including the UK and SL, have no structural separation
requirement that applies to the third party to whom the custody has been delegated. This
implies that the third party custodian can belong to the same corporate group as the
management company.

3.3.2 Problems

The above links between a depositary/third party to whom the custody has been delegated and
a management/investment company could give rise to the following conflict of interests:

e Risk of fraud if both depositary and asset manager belong to the same corporate
group; in this scenario irregularities in the accounts may not reported to the competent
authorities as this would affect the reputation of the banking group (fraud risk)®;

e Risk of investor detriment in case UCITS assets are lost in a group depositary's
custody; in this scenario the management company might prove reluctant (or even be
prevented by its rules of incorporation) to take legal steps against the depositary in
order to obtain restitution of the lost assets or compensation for the benefit of the
UCITS or the UCITS investors (legal recourse risk);

e Risk of investor detriment if the management company selects a depositary within the
same group: this choice might be influenced by factors other than quality and price
(selection bias);

e Privileging an intra-group depositary®® might lead to lower standards in asset
segregation and/or reduced vigilance or laxer safeguards against the insolvency of the
depositary or its delegates (insolvency risk);

e Appointing an intra-group depositary is often associated with UCITS that invest in
financial instruments* that are issued by the group; in this scenario there is a risk of

% Initial mapping of national implementing measures of independence principle is describe in the ESMA
consultation document: http://www.esma.europa.eu/system/files/2014-1183.pdf

* The United-Kingdom does not allow the depositary to be in-house but allow on case-by-case the delegation of
the asset’s safekeeping to the custodian who is part of the same group as the asset management company.

3 This risk materialised in the Madoff case.

% Section 1.4 shows where the management company is part of banking (depositary) group, it will appoint the
in-house depositary for its UCITS.
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excessive "single group” exposure as the manager, the depositary and the investment
assets are all reunited within one corporate group (single group exposure risk).

In addition, diverging rules on the permissible links between depositaries/third party to whom
the custody has been delegated and management/investment companies across Member States
may create legal uncertainty in many cross-border situations, e.g. when the management
company and the depositary are not in the same Member State or when management/custody
of UCITS assets is delegated to entities domiciled in other Member States.

3.3.3 Consequences

The persistence of the above-mentioned conflicts of interest could have adverse impacts on
consumer protection, financial stability** and the functioning of the capital markets. The lack
of clarity would leave UCITS management companies, depositaries/third party delegates and
national competent authorities with an unclear framework in which to assess whether the
UCITS management/investment company and depositary/third party delegate act
independently in carrying out their respective functions.

3.4 How would problems evolve without action?

The large scale of the Madoff fraud went undetected for a long period because the depositary
responsible for the safekeeping of the fund assets delegated custody over these assets to the
same entity run by Bernard Madoff to which the management of investments was delegated.
Moreover, information regarding the delegation has never been disclosed to investors. In this
case, the relationship between the asset manager and the depositary / third party (to whom the
custody has been delegated) has created the situation of clear conflict of interests and
increased the operational risk.

The UCITS Directive already provides for mitigation measures to address major risks related
to the safekeeping of assets (strict liability regime for the depositary, clarification of the
depositary duties, clear rules on sub-delegation of custody and the prohibition of the reuse of
assets for the depositary’s own account). If nothing were done to specify the requirement of
what constitutes independent action of the depositary/third party to whom the custody has
been delegated and the management/investment company, certain operational risk mentioned
in the problem description would still remain. In particular, the oversight functions of the
depositary could not be exercised in full independence in case of potential failures in the
trading, valuation or cash flows monitoring. On the other hand, if structural and personal links
that could give rise to the conflicts of interest mentioned above are not properly covered, this
will not ensure enough safeguard to investors.

3.5 Subsidiarity and proportionality

Due account was taken of the principles of subsidiarity and proportionality.

“0 Instances where the management company invests predominantly into financial instruments issued by the own
banking (depositary) group include MMF and derivative based ETFs (“total return swaps").

*L A large fraud might even lead to the insolvency of the depositary.
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The empowerments to adopt delegated acts in order to further specify several provisions
concerning depositary rules are contained in the UCITS Directive. By introducing these
empowerments, the co-legislator aims to increase the degree of harmonisation across the
Union. It was felt that the issues covered by the empowerments should not be left to
potentially divergent national approaches. The requirement that an asset manager and its
depositary act independently is a requirement where Member States took different approaches
(see Section 3.3.1). The mapping of national measures ensuring independent action of
depositaries and management/investment companies conducted by ESMA showed that
national measures enacting this principle are not homogeneous and in some cases no
measures were in place. There is therefore a clear indication that leaving the issue of defining
independent action to Member States will not achieve a common level of investor protection.
Therefore, exercising this empowerment respects the principle of subsidiarity.

In accordance with the principle of proportionality Union measures do not go beyond what is
necessary in order to achieve the stated objectives. The proposed measure respects deal with
both the issue of insolvency protection and independent action in a proportionate manner.
More incisive measures that bring little added value, such as the requirement of a strict
structural separation between asset manager and its depositary were discarded in favour of
less incisive, but equally efficient, requirements as to the independence of the management
boards of both entities. Equally, in relation to the "insolvency proofing" of assets in case of
delegation to a third party, the strict requirement of an independent legal opinion is mitigated
by allowing the sharing of such opinions between several members of an industry federation.

4  OBJECTIVES

Table 4- General, specific and operational objectives in the depositary rules

General objectives

e Increase the level of UCITS investor protection, aligning the UCITS and AIFMD
standards on the duties and responsibilities of fund depositaries.

e Design a framework on the duties and responsibilities of UCITS depositaries that
takes into account that UCITS is a retail investment scheme.

e Ensure financial stability and transparency of capital markets while avoiding negative
repercussions on the level of market concentration.

Specific objectives

e Ensure adequate protection for UCITS assets that are held in custody with a UCITS
depositary and its network of sub-custodians

e Ensure that UCITS asset manager and UCITS depositaries act independently: Avoid
conflicts of interests that arise when a UCITS asset manager and a UCITS depositary
are linked by cross-shareholdings or belong to the same corporate group, especially
when asset managers select a depositary for the safe-keeping of UCITS assets

e Achieve the above specific objectives whilst ensuring that the market for asset
management, depositary and custody services remains competitive

22

www.parlament.gv.at



Operational objectives

e Ensure that delegation arrangements provide for protection of UCITS assets in case
custody is delegated to third parties

e Ensure that goverance arrangements are in place, both at the level of the UCITS asset
manager and at the level of the UCITS depositary that ensure independent behaviour
of both entities, especially when these entities are linked by cross-shareholdings or
when both entities belong to the same corporate group.

e Achieve the above objectives operational objectives while ensuring the existence of a
diversified range of UCITS depositaries so that a UCITS asset manager always has a
choice of several competing depositaries (avoiding further concentration of the
markets for depositary and custody services).

5 ANALYSIS OF OPTIONS

The objective of Article 25 of the UCITS Directive is to ensure the protection of UCITS
investors' interest. In order to achieve this objective, Article 25(1) UCITS prohibits one entity
to act as both the management/investment company and the depositary/third party to whom
custody is delegated*®. The UCITS Directive, on the other hand, does not prohibit that the
separate entities can be linked by cross-shareholdings between themselves or that these
entities belong to the same group/

In order to address potential conflicts of interest that are always present in case both entities
have common management, but also arise in a scenario where both entities are linked by
cross-shareholdings or and membership of a corporate group, Article 25(2) UCITS requires
that, in carrying out their respective functions, the management/investment company and the
depositary/third party to whom the custody has been delegated, act honestly, fairly,
professionally, independently and solely in the interest of the UCITS and the investors of the
UCITS.

In preparing the exercise of the UCITS V empowerment (whereby the European Commission
shall adopt a delegated act specifying the conditions for fulfilling the "independent action™
requirement), this impact assessment will address the issue of independent action by
identifying all personal and corporate links between the management/investment company
and the depositary/third party to whom the custody function has been delegated.

With respect to personal links, this impact assessment will focus on conflicts that arise when
the persons involved in management or supervision of management/investment company and
the depositary/third party delegate are identical.

In addition, this impact assessment will analyse corporate links which are either those that
exist either by virtue of cross-shareholdings between these entities or links that are due to
both entities forming part of a single corporate group.

*2 The cross reference in Article 22a paragraph 3(e) to Article 25 UCITS imposes the independence of action
requirement also on a third party to whom the depositary has delegated all or part of its safekeeping functions.
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The table below identifies the relevant options to address both scenarios that could give rise to

conflicts of interest.

Policy options

Summary of policy options

Part I: Options to address common management

Option 1.1 Do nothing (baseline scenario)

The adoption of the delegated acts on independent behaviour of UCITS asset
managers and UCITS depositaries are mandatory. There is a policy choice as to the
execution of the empowerment (see options below), not whether to exercise the
delegated powers.

Apart from a failure to comply with secondary law, not exercising the
empowerment on "independent action" would result in the persistence of
divergent interpretation by Member States of what has to be understood by “acting
independently”.

The more general consequence of not clarifying the precise obligations ensuring
independent action would be a loss in trust in the UCITS "label" with investors in
Europe and in a variety of third countries where UCITS are bought.

Option 1.2 Prohibit "double membership" of
both  entities' (asset manager and
depositary) boards

No member of the management body or an employee of one entity shall be
appointed to the management body of the other entity. The rationale behind a
prohibition of "double membership" is: independent action of the management
boards of the asset manager and the depositary/third party custody delegate is
affected should one of these entities, by virtue of common directors, be in a
position to control the action of the other. This conflict is especially acute when it
comes to the selection of the depositary.

However, when the management board is different from the supervisory board
("dual board structure"), this option allows that one third of the members of the
supervisory board can be identical to those on the supervisory board or
management board of the other entity. This relaxation is due to the additional layer
of scrutiny provided by the dual board structure.

Option 1.3 Permit "double membership" but
limit the voting rights of members that are
on both boards

This option introduces a limitation of the voting rights in case the same person is a
member of both entities' boards. This option aims to avoid that a member sitting on
both boards partakes in decisions in which this member's "double membership"
would give rise to conflicts of interest.

Option 1.4 Permit "double membership" but
prohibit "double members" from having a
direct or indirect shareholding in both
entities

This option would allow persons to sit on the board of both entities (asset manager
and depositary) as long as these "double members" have no additional conflicts of
interest on account of their shareholdings on one or both entities.

Part | of the table identifies three options to address conflicts of interest that could result when
the asset manager and the depositary or third party to whom custody has been delegated have
common management. Part Il of the table addresses additional situation where these conflicts
could become equally acute, such as (1) cross-shareholdings / group companies (“'corporate
links™) or (2) the fact that both the asset manager and the depositary/third party delegate

belong to the same corporate group.
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Part Il: Options to address conflicts that arise when managers and depositaries have corporate links or belong to the same group

Option 2.1 Do nothing (baseline scenario)

Same as the baseline scenario described under Option 1.1.

If no additional safeguards where introduced, the specific conflicts that arise when
both the asset manager and the depositary belong to the same group or are linked
by cross shareholdings will remain unaddressed. National competent regulators
would, also in this delicate scenario, remain reliant on the general principle
enshrined in Article 25 (2) UCITS which requires that, in carrying out their respective
functions, the management/investment company and the depositary/third party to

whom the custody has been delegated, act honestly, fairly, professionally,
independently and solely in the interest of the UCITS and the investors of the UCITS.

Option 2.2 Require structural separation
between the management company and the
depositary

Management/investment company and depositary/third party to whom the
custody has been delegated cannot have cross-shareholdings between themselves
or belong to the same corporate group.

Option 2.3 Additional corporate governance
safeguards when asset managers and
depositaries/third party custody delegates
have cross shareholdings43 or when they
belong to the same group (for the purpose
of consolidated accounts).*.

A series of additional governance requirements aim to ensure that asset
managers/depositaries/third party custody delegate that have cross-shareholdings
amongst each other or that belong to the same group as a depositary (1) avoid
conflicts of interest and, when they cannot be avoided, manage and appropriately
monitor these conflicts of interest; (2) demonstrate, to the satisfaction of the
competent authority, that the appointment of the depositary/third party custody
delegate is in the sole interest of the UCITS and the investors of the UCITS; (3)
disclose corporate links between themselves; and (4) justify45 the choice of
depositary/third party custody delegate vis-a-vis UCITS investors. In addition, when
both entities when they belong to the same group, this option requires the
appointment at least one-third or two independent members®® to both entities'
management or supervisory boards.

6. ANALYSIS OF IMPACTS AND CHOICE OF PREFERRED OPTIONS

This section sets out in the form of summary tables the advantages and disadvantages of the
different policy options, measured against the criteria of their effectiveness in achieving the
related objectives (to be specified for each basket of options), and their efficiency in terms of
achieving these options for a given level of resources or at least cost. Impacts on relevant

stakeholders are also considered.

*® For the purpose of Option 2.3, cross-shareholdings are relevant once the direct or indirect holding of one entity
(asset manager/depositary/third party) in another entity (asset manager/depositary/third party) represents 10% or
more of the capital or of the voting rights or if the shareholding makes it possible to exercise a significant

influence over the other entity

* As defined in Directive 2013/34/EU or in accordance with international accounting rules

** An appropriate justification requires putting in place a robust and transparent selection process, which shall be
based on objective pre-defined criteria and meet the sole interest of the UCITS and the investors of the UCITS.

% According to ESMA, only members of an entity's board will be deemed independent if they have no business
(including shareholding links), family or other relationship with the members of the board of: (1) a management
company/investment company, (2) a depositary or (3) any of the other undertakings within the group that would

create a conflict of interest.
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The options are measured against the above-mentioned pre-defined criteria in the tables
below. Each scenario is rated between "---" (very negative), 0 (neutral) and "+++" (very

positive).

Comparison of options (the preferred options are highlighted in bold and underlined in light

grey)

Policy Option | Impact on stakeholders I Effectiveness | Efficiency

Part I: Options to address common management

1.2 (++) Provides the clearest | (++) Reinforces investor | (--) Additional cost of paying the
Prohibition of | safeguard to ensure | confidence by ensuring that | annual remuneration of additional

double
membership

independent behaviour of both
boards. Easiest to enforce by
competent national authorities.
(++) has the advantage of
addressing the core issue raised
in Madoff.

the management or
supervisory boards of all
relevant entities
(manager/depositary/custo
dy delegated) act in full
autonomy of each other. By
tackling obvious conflicts of
interest this option s
effective in restoring fund
investors' confidence.

board members as "double
membership" is being phased out.

(+) Neutralisation of additional cost
burden, as executive board directors

are rarely compensated for their
position on a board (executive
directors receive a global

compensation package which includes
compensation for board attendance)
(+) Neutralisation of cost burden as
academics often sit on boards without
remuneration.

(+) Additional mitigation for "dual
board" entities: these entities are not
obliged to staff both boards with
entirely separate directors. Significant
mitigation results from the 1/3 'dual
membership' privilege: the cost of a
board member varies between €
10.000 and 30.000."

1.3

"double
membership"
but limit the
voting  rights
of members
that are on
both boards

Permit

(+) Less costly implementation
for the two entities (potential
savings in terms of annual
remuneration and 'executive
search' cost in identifying board
members to replace double

members)
(-) Loss of investor trust when all
the members of the

management boards of both
entities are identical.

(-) Option is difficult to
enforce as supervisors will
have to make a case-by-
case assessment of
whether voting on a matter
would be tainted by a
conflict of interest.

(-) the option ensures only

a moderate level of
investor protection and
confidence as limits on

voting rights in cases of
conflict of interest are
already part of corporate

governance requirements
applicable to all board
members.

(-) Influence of "double members" is
not only present in voting. Other
channels  of influence remain
unaddressed.

(-) Difficult for competent authorities
to enforce as the identification of a
conflict of interest (with a subsequent
enforcement of a limitation in voting
rights) requires a 'case-by-case
analysis of the subject matter to be
decided by the board.

Option 1.4
Permit
"double
membership"
but  prohibit
"double
members"
from having a
direct or

(+) Less costly implementation
for the two entities (potential
savings in terms of annual
remuneration and 'executive
search' cost in identifying board
members to replace double
members)

(-) Loss of (institutional) investor
trust when all the members of

(-) Option does not solve
the problem of conflict of
interest when the member
of the management body
sits in both boards (double
membership) without
having shareholdings.

(-) The influence of those members
that are members of both boards can
be important whether they have a
shareholding in the other entity or not
(-) Conflict of interest of "double
members" is not confined to cases of
those members having shareholdings
in one or both entities. Mere "double
membership" an also give rise to

*" Data supplied by the competent national regulators in Luxembourg, Ireland, the United-Kingdom and France.
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indirect
shareholding
in both
entities

the management boards of both

entities are identical.

conflicts.

(-) Difficult for competent authorities
to enforce as the identification of a
conflict of interest requires a 'case-by-
case analysis involving verification of
the share portfolio that is held by
individual board members

Part Il: Options

to address conflicts that arise when managers and depositaries have corporate links or belong to the

same group

Option 2.2 | (-) large scale | (++) Limits the influence that | (--) Significant cost to achieve a 'partial'

Structural restructuring of custodial | one entity can take on | result as other channels of influence remain

separation assets in most Members | decisions taken by the other | unaddressed.

between the | States (at least € 2.5 | (e.g., on selecting a | (--) Partial approach to safeguarding

management trillion or 32% of EU | depositary) "independent behaviour" risks in increasing

company and | domiciled UCITS assets | (--) fails to capture "channels | already significant levels of market

the may  be affectedas) of influence" that do not rely | concentration in the area of

depositary/thi | without, however, | on cross-shareholdings or | depositary/custody services.

rd party | entailing an immediate | that arise outside of a | (--) Extremely negative impact on the

custody improvement of | corporate group (business or | international competitiveness of the EU

delegates competition in  the | personal relationships) asset management sector as all major
European depositary competitors do not require structural
markets separation between asset manager and
(--) One off cost depositary49. According to an 10SCO

transferring custody is
estimated at € 125
million for the EU.

(--) Transfer of custody
cost will directly impact
custody fees and, in turn,
fund management fees
paid by UCITS investors.

consultation paper regarding custody of
collective investment schemes’ assets
(published in October 2014) most important
asset management jurisdictions allow self-
custody in their jurisdiction: the US, the UK,
Jersey and Australia allow self-custody in
their jurisdictions (see footnotes 16 and 17
of the consultation paper:
http://www.iosco.org/library/pubdocs/pdf/I
0SCOPD454.pdf)

() Entails a large scale restructuring of
custodial assets in most Members States
without entailing an improvement of
competition in the European
depositary/custodial service markets

(--) Reinforces the risk that operational
failures or bankruptcy of a large
depositary/custodian could negatively
impact the functioning of financial markets
as a whole, especially if the failing entity
impedes the ability of other institutions to

meet their obligations; reinforces the
systemic risk of exposure to a single financial
counterparty50

(--) Loss of economies of scale in individual
national markets, especially in small
Member States and Member States with
small UCITS segments.

“8 See Table 6 in Annex 5.

9 See Annexes 13 and 15.

%0 See Annex 15
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Option 2.3
Corporate
governance
safeguards
when  asset
managers and
depositaries /
third party
custody
delegates
have cross
shareholdings
or when they
belong to the

(-) Limiting costs to
annual remuneration to
be paid to two
independent board
members. Across the EU,
these costs would not
exceed annual
remuneration payments
of approximately € 3.7
million.

(+) Maintains a
competitive market
structure both in asset
management and in the

(++) The presence of two
independent board members
takes a holistic approach in
tackling "channels of
influence" that can result
from corporate links, group
membership  and  other
personal or commercial links
of individual board members.

(++) In line with 10SCO
principles on the custody of
collective investment
schemes®!

(+) Annual remuneration of independent
board members could be compensated for
by reducing the overall number of board
members (cost neutrality).

(+) in order to introduce proportionality,
independent board members are not
required in the case of cross-shareholdings,
but only for 'group' companies.

(++) Addresses conflicts of interests in a
holistic manner allowing smaller managers
and depositaries to maintain economies of
scale allowing them to remain a source of
actual or potential competition in the
relevant  markets (safeguard against

same group provision of concentration risk).
depositary/custodial (+) Limiting costs for SMEs as it allows
services appointing only one third of independent
(+) Less risk of additional members when the board is composed of 2
concentration in the or 3 members.
depositary market (+) Keeps EU rules aligned with the
(systemic risk). consensus view prevalent in all major asset
(++) avoids a repeat of management jurisdictions: Some of the EU's
the Madoff scenario most important competitors in asset
where  entities  had management allow self-custody in their
mostly identical jurisdiction: the US, the UK, Jersey and
members/no  members Australia allow self-custody in their
that were entirely jurisdictions (see footnotes 16 and 17 of the
independent of the I0SCO consultation paper).
Madoff entities. In particular, Option 2.3 resembles Rule
206(4)-2 of the US 1940 Investment Advisers
Act. Rule 206(4)-2 which also does not
require use of independent custodians.
Rather, Rule 206(4)-2 imposes additional
requirements when client assets are
maintained by the adviser itself or by a
“related person” instead of an independent
qualified custodian. A “related person” is
defined in rule 206(4)-2 as any person,
directly or indirectly controlling the adviser,
controlled by the adviser or under common
control with the adviser ("group scenario")
6.1.  Choice of preferred option to address *‘common management"*

Effectiveness

For the reasons set out in the table above, a large majority of respondents (including
management companies, depositaries, banks and investors representatives) to the ESMA
consultation agreed that common staff on the management/supervisory boards of the asset
manager and the depositary might indeed prevent independent behaviour of the two entities.
This large majority of respondents of the ESMA consultation agreed that Option 1.2 would
be most effective in addressing these conflicts.

Efficiency

%1 See Annex 15
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Several respondents of the ESMA consultation mentioned the difficulty of providing precise
data and additional costs associated with the phase-out of overlapping memberships in both
entities' management bodies. Other respondents mentioned that costs would be incurred and
would be linked, inter alia, to the need to — at a minimum — appoint new personnel and
remove existing personnel.

However, a number of respondents (including, banks, management companies and
depositaries) also mention that the rule against "double membership™ is likely to lead to only
limited additional costs, especially if the alleviations proposed in the case of "dual board"”
entities would apply. In addition some Member’s States such as Spain have already a
prohibition of double membership. This prohibition of double membership in Spain has not
resulted in management companies or depositaries facing substantial additional cost burdens.

Certain depositaries which are part of the same group as the UCITS management/investment
company would have to make, sometimes significant, changes to their board. They will, for
example in some cases, have to replace half of the members of the management body of the
depositary or management company. On the other hand, avoiding overlapping membership
provides a non-tangible reward as investors' confidence in the group entity is strengthened.

The appointment of additional board members would, as mentioned above be confined to the
annual cost of remunerating a director. The remuneration of a director (whether independent
or not) amounts to between €10,000 and €30,000. Taking into account the worst case scenario
mentioned above (half of the members of both entities' board have to be replaced), the
additional cost for small boards (comprising three of four members) or large boards
(comprising five to seven members) would, on average, not exceed:

e € 80,000 annually for small boards which need to appoint a maximum two
replacements for each board

e € 120,000 for large boards which need to appoint a maximum average of three
replacements on each board.

In addition, Option 1.2 takes into account the special situation of "dual board" entities where
two boards (a management and a supervisory board) would need to be staffed with entirely
different directors. In extreme cases, Option 1.2 could cause costs of up to € 420,000 per year
(assuming that each entity has to staff two boards comprising seven members and that hitherto
both boards where staffed with identical persons). Option 1.2 will mitigate the potentially
high cost inherent in such a requirement by stating that the supervisory board of one entity
(e.g., the asset manager or the depositary) would only need to comprise at least five directors
which are not represented on the board of the other entity (e.g., the depositary or the
management company). Therefore, if management and supervisory boards are distinct in both
the asset manager and the depositary, additional cost at supervisory board level should be at
maximum € 150,000 (= five new directors).

In addition, the "dual board" alleviation is not conducive to reducing investor protection
because in a two tier system the supervisory board carries out an independent control over the
management board. The supervisory board effectively introduces an additional layer of
scrutiny as it nominates and selects or dismisses the members of the management board and
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approves the latters' strategic plan®2. The supervisory board is a serious layer of control as its
members are separately liable vis-a-vis the company for any breach of their supervisory
duties.

The Commission's services therefore deem that the above mentioned cost estimates provide a
comprehensive picture of additional costs inherent in Option 1.2.

Options 1.3 and 1.4, while providing more flexibility to the industry, would not provide an
enforceable level of safeguards against potential conflicts of interests. Under the two other
options, it would be difficult to determine the limits imposed to the decision-making capacity
of the members of the management body and, therefore, it may be difficult for supervisors to
enforce the rule. Finally, as the application of these options will be contingent on a case-by-
case assessment, the rule risks not being transparent to both investors and supervisors.
Options 1.3 and 1.4. will not, therefore, provide sufficient safeguards as to the absence of
conflicts of interest to UCITS investors.

Options 1.3. and 1.4. also do not provide the same degree of investor protection as to the
absence of potential conflicts of interest. Especially the fact that members of both entities'
boards would still overlap would entail a heightened risk that the entities would not act
independently of each other and disregard the interests of UCITS investors in favour of
corporate interests. These options would therefore not provide a requisite level of certainty
that the boards of the management company and that of the depositary act independently.

Moreover, Option 1.4 seems especially ineffective in preventing conflicts of interests as the
as personal shareholdings held by individual board members are difficult to apprehend and
subject to frequent change.

In light of these considerations Option 1.2 is the preferred option.

Table 5 - Independence requirement — common management- comparison of options

Effectiveness Efficiency
Investor Limiting
protection | administrative burden

Option 1.2: strict prohibition ++ --
Option 1.3: limits on members + -
Option 1.4: prohibit any member from having + -
shareholding linked
Magnitude of impact as compared with the baseline scenario: ++strongly positive; + positive; - - strongly

negative;- negative, ~marginal, ? uncertain, n.a. not applicable.

6.2. Choice of preferred option to address conflicts that arise when managers and
depositaries have corporate links or belong to the same group

Effectiveness

While Option 2.2 might be conducive toward fostering independent behaviour between a
management/investment company and its depositary/third party to whom the custody has

%2 The two tier system is mainly found in Germany. The functioning of the two tier system is defined in
Corporate Governance law and Corporate Governance Codes (German Aktiengesetz and the German Corporate
Governance Kodex).
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been delegated, structural separation by itself falls short of addressing other more relevant
"channels of influence”, such as: (1) identity of individuals sitting on both entities' governing
boards or (2) personal links that exist when board members in one entity have personal or
contractual links to the other entity or the group company. Option 2.2 .would therefore has to
be complemented to measures akin to those that constitute Option 1.2 (dual membership) and
Option 2.3 (corporate governance safeguards).

Option 2.2 does not prevent the possibility of one entity or the group to exert decisive
influence by virtue of the ability to appoint affiliated directors or members™ to the board of
the other entity. In light of these shortfalls, addressing potential conflicts of interest by means
of structural separation alone is deemed insufficient.

Option 2.3 will provide the additional safeguards aimed at avoiding conflicts of interest,
increasing transparency to investors and strengthening the independence of the governing
bodies of the two entities that display corporate links or belong to a corporate group. Option
2.3 will address the above mentioned conflicts of interests/risks that might result out of cross-
shareholdings and group membership in the following manner:

Risk/ Conflict of | Description How the preferred Option will Additional safeguards

interest cover this risk?

Fraud Risk Avoid irregularities in | Option 2.3 requires management | According to  national  corporate
the accounts to be | body to have one-third or at least two | governance rules, the views of

unreported to the
competent authorities

independent members sitting on both
boards in the case belong to the same
group. Independent members, on
account of their duties and liability in
case of failure to execute these
duties®, are a safeguard against
irregularities going unreported.

Option 1.2 is complementary to
Option 2.2 as it will ensure that
members who will take the decision
in one board are not the same as those

independent board members cannot be
ignored due to the fact that minutes of
board meeting are recorded. National
regulators can request access to these
board minutes as part of their general
supervisory powers®®,

A board member may also use also the
whistleblowing procedure introduced by
UCITS V.

The effectiveness of independent board
members as a voice independent from
either the (1) asset management company,

%% Affiliated members are defined as members of the other entity's management body, the other entity's employees as well as
members of the group management body or as employees of the group or as having a contractual agreement with the group or
an entity of the group.

% See, for example, Section 18 par. 4 (Kapitalanlagegesetzbuch - KAGB) which requires that "The personality and
expertise of the members of the supervisory board or of an advisory board shall be such as to guarantee the protection of the
investors' interests. ..." In practice, this implies that, should the competent regulator (BaFin) discover that a majority of board
members persistently ignore legitimate concerns of one or two members, it may take the view that all or some of the majority
members are no longer suitable for their board position and request their dismissal. In Ireland, acting as a director is a “pre-
approval controlled function” which requires approval by the Irish Central Bank under the Fitness and Probity regime. The
Irish Central Bank has a range of powers available to it to investigate, suspend, remove or prohibit individuals from
controlled functions where concerns arise about their fitness and probity.

%5 See, for example Section 5 par. 6 of the German Capital Investment Act (Kapitalanlagegesetzbuch - KAGB) which
equips the supervisory authority, BaFin, with comprehensive investigation and intervention powers. Based on this
empowerment, BaFin may, e.g., request the minutes of meetings of the supervisory board from a fund management company
or a fund depository should there be any indication of a breach of law or non-compliance with the fund rules. If a member of
the supervisory board expresses concerns in this regard, BaFin will have to further investigate whether these concerns are
based on facts. If BaFIN concludes that there is any breach of law or non-compliance with the fund rules, it will issue the
orders necessary to remove the breach and avoid further breaches.
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sitting on the other entity's board.

Legal  recourse | In cases of double
risk membership of
boards, joint
membership of
manager and

depositary in a group
or cross-shareholdings
between both entities,

reluctance of
management to take
legal action when
UCITS assets are lost
in custody.

Selection bias Selection  bias to

favour appointing a
depositary within the
group, a company
which is linked by
cross-shareholdings or
dual membership of
company boards.

Option 2.3 establishes a quorum of
1/3 or 2 members which must have no
links to the other entity or the
corporate group to minimise the risk
that adequate legal recourse is not
taken.

Furthermore, Option 1.2 will
minimise conflicts resulting from dual
membership.

(2) the depositary or (3) the group entity
to which both entities belong results from
the fact that the views of independent
board members are recorded in the
minutes of the board meeting. Depending
on the gravity of the situation, the
competent regulator would expect the
board member whose views are being
ignored to inform the regulator of any
concerns in compliance the new
whistleblowing procedure introduced by
UCITS V*,

In addition to the appointment of
independent members, Option 2.3
establishes procedures to ensure that
the selection of depositary/third party
to whom the custody has been
delegated is based on quality and
price: this is an additional safeguard
against selection bias. In order to

Additional safeguards result from the fact
that records on all contacts relevant in
selecting the depositary/third party must
be kept after signature of the
appointment® particulars and must be
made available to competent national
authorities at any stage while the
appointment remains in place®.

make the selection process objective
and transparent, the management
company will have to document the
ex-ante selection criteria, the steps
taken in conducting the process,
including all meetings, contacts and
other interventions that took place in
the course of this process.

Lower standards in
asset segregation if

Group risk Options 1.2 and 23 rely on

avoidance of double membership and | that national rules on

asset manager and | a quorum of independent board | governance ensure that the views of an
depositary have | members plus accompanying | independent board member cannot be
corporate  links or | corporate governance requirements to | ignored. Under applicable corporate

minimise the risk that lower standards

belong to the same governance provisions,

%6 All members of the Board of an FCA regulated firm in the UK will have to be approved to carry out controlled functions
and will be subject to the FCA’s Statements of Principle and Code of Practice for Approved Persons (APER). APER
Statement of Principle 4 requires approved persons to “disclose appropriately any information of which the FCA or the PRA
would reasonably expect notice”. A recent French law regarding the fight against tax fraud and financial and economic
delinquency (dated of December 6, 2013), grants the whistleblowers’ status to any employee or civil servant who “reported
or testified in good faith, facts constituting an offense or a crime of which he was aware in the exercise of its functions”. In
implementing UCITS V (Recital 40 and Art. 99d) France intends to provide for an additional and specific framework adapted
to the UCITS context.

> See, for example, Section 5.2.1.2 of the Luxembourg CSSF's circular 12/546 (regarding the internal organisation of UCITS
management companies and self-managed SICAVs) obliging every management company to maintain in an orderly manner
records of its activities and its internal organisation. To this end, every management company must put in place "management
information™ permitting the follow-up of its activity and that of its delegates. This management information must, amongst
others, cover risk management, incidents linked to the activity of portfolio management (significant and non-significant NAV
errors, breaches of limits, valuation problems, problems of reconciliation, situations giving rise to conflicts of interest and to
other problems), execution policy, complaints, minutes of meetings, etc.

%8 See, for example, the UK FCA's general information gathering and investigation powers under Part XI of FSMA 2000
which include the power to require the provision of information (s5.165) or to require reports from skilled persons (s.166).
Under the FCA Principles for Businesses (PRIN) a firm is required to “deal with its regulators in an open and cooperative
way, and to disclose to the appropriate regulator (ie. the FCA) appropriately anything relating to the firm of which that
regulator would reasonably expect notice” (Principle 11). To comply with this Principle, firms are expected to: give
representatives or appointees of the appropriate regulator reasonable access to any records, files, tapes or computer systems,
which are within the firm's possession or control, and provide any facilities which the representatives or appointees may
reasonably request; and produce to representatives or appointees of the appropriate regulator specified documents, files,
tapes, computer data or other material in the firm's possession or control as reasonably requested (see SUP 2.3.3G (2) and

(©)X
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Additional safeguards result from the fact
corporate

the views of




group.  Risk  that
UCITS investment
strategy is not driven
by investor interest
but by corporate
interest of the group
to which both the
manager and  the
depositary belong®®

apply in the group scenario.
Governance aims to minimise the risk
that the appointment of the depositary
is driven by "corporate interest" or
that this interest prevails over the
interests of UCITS investors
(independent oversight that the choice
of the UCITS depositary but also the
choice of the UCITS investment
strategy are taken in the interests of
those investors alone).

independent board members have to be
recorded in the minutes of the board
meeting. The dissenting board member
also has the option, and is often obliged,
to inform the national competent
regulator of his/her concerns (see, e.g.,
APER principle no 4, cited above).

Conflict of | Board members
interest due to | without any cross-
contractual shareholding or

commitments employees links may
be still in situation of
conflict of interest in
case of business link

with one of the entity

Option 2.3 will not only address the
problem of conflict of interest within
the group inclusion structures but also
address the conflict of interest
triggered by individual  board
members' contractual links with the
other entity or the group to which
both entities belong. .

Option 2.3 is complementary to the new
rules of Article 25.of the UCITS
Directive (i.e. to act honestly, fairly and
professionally)

or both of them.

In addition, the analysis in this impact assessment reveals that structural separation by itself
risks falling short of addressing other, often more relevant, "channels of influence™ in which a
group entity or an entity linked by a cross-shareholding can influence the level of investor
protection. This impact assessment therefore argues that rules on persons that occupy both
entities’ governing boards or personal links that exist when board members in one entity have
links to the other entity are a more cost effective factor in assessing independent behaviour.

For example, Option 2.2 does not prevent the possibility of one entity or the group to exert
decisive influence by virtue of contracts or by virtue of the ability to appoint affiliated
directors or members® to the board of the other entity. In light of these shortfalls, addressing
potential conflicts of interest by means of structural separation alone is deemed insufficient.

Furthermore, Option 2.3 focuses on tightening the behavioral standards that govern
depositaries/third party to whom the custody has been delegated and management/investment
companies that belong to the same group or that are linked by the above-mentioned levels of
cross-shareholdings. This option should be considered in conjunction with:

e Article 5 of the UCITS Directive® which requires that Member States' competent
authorities have to approve the choice of depositary/third party to whom the custody
has been delegated.

e Article 18 of the UCITS Directive®® which requires that management companies to
establish implement and maintain an effective conflicts of interest policy®.

5 Avoiding that UCITS managers are compelled to invest in financial instruments issued by its parent group, e.g., the
example of “in-house" total return swaps.

80 Affiliated members are defined as members of the other entity's management body, the other entity's employees as well as
members of the group management body or as employees of the group.

81 Directive 2009/65/EU

%2 Directive 2010/43/EU
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e Article 99 of the UCITS Directive® which provides supervisory powers to NCA and
the right of Member States to provide for and impose criminal sanctions
(administrative sanctions and other administrative measures).

e Article 99 of the UCITS Directive® which provides a harmonization on the penalties
and the situation when the Member State shall sanction.

e Article 99d of the UCITS Directive®which requires that Member State to establish
effective and reliable mechanisms to encourage the reporting of potential or actual
infringements of national provisions transposing the Directive to NCA.

The behavioral standards as mentioned will provide additional safeguards to ensure investors
protection without undue costs of restructuring.

Efficiency

Although it is difficult to assess how many depositaries and or third parties that hold custody
of UCITS assets in the European Union will be impacted (see Annex 5 and Table 6), this
impact assessment estimates that those management/investment companies and
depositaries/third party delegates that belong to a banking group would be required to transfer
a very high percentage (the range is between 94 and 100% in most of the cases) of their assets
to a depositary/third party to whom the custody has been delegated, that is not part of the
same banking group. Having to "outsource"” their entire depositary/custody operations will
have immediate repercussions on their ability to continue as depositary or custodian for
UCITS assets. Many do not expect to survive as independent depositaries/custodians without
the UCITS assets of the 'group' management/investment company.

According to figures provided by ESMA, in terms of assets under management, the necessary
reallocation of custodial UCITS assets in the European Union would affect at least €2.5
trillion, which accounts for at least 32% of European UCITS assets.

Moreover, structural separation will have a large impact in individual national markets,
especially in small Member States or Member States with smaller UCITS markets, as, on
average, 56% of the UCITS assets are held in custody “in-house" across the EU®’. Operators
in smaller Member States face challenges to reallocate assets because of the UCITS
requirement that the depositary must be domiciled in the same country of the UCITS: some
Member States have only one or two depositaries in their country.

Table 6 Asset held in custody impacted by structural separation

% This article covers also the specific case where the management company is a member of a group. In that case, the policy
shall also take into account any circumstances of which the company is or should be aware which may give rise to a conflict
of interest resulting from the structure and business activities of other members of the group.

% Directive 2014/91/EU
% Directive 2014/91/EU
% Directive 2014/91/EU

57 See table 6 in Annex 5.
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Asset held in Weighted
. - . AVG of the
Member States AuMiin € Million custody in € Million european
31/12/2014 house market
31/12/2014 Tl
Austria 83,553 89% 74,362 1%
Belgium 104,694 71% 74,333 1%
Bulgaria 411 0% 0 0%
Croatia 1,695 86% 1,463 0%
Cyprus - - - -
Czech Republic 5,984 75% 4,488 0%
Denmark 99,947 32% 31,983 0%
Estonia - - - -
Finland 71,346 25% 17,837 0%
France 1,145,928 62% 710,475 9%
Germany 296,406 41% 121,526 2%
Greece 4,781 55% 2,630 0%
Hungary 11,416 72% 8,220 0%
Ireland 1,274,477 9% 114,703 1%
Italy 196,299 9% 17,667 0%
Latvia* 171,894 99% 169,659 2%
Lithuania** 2,903 - - -
Luxembourg 2,642,504 31% 819,176 11%
Malta 2,903 100% 2,903 0%
Netherland*** 62,393 96% 59,897 1%
Poland™*** 21,708 100% 21,708 0%
Portugal 8,226 98% 8,061 0%
Romania 4,079 79% 3,222 0%
Slovakia 3,445 - - -
Slovenia 2,143 0% 0 0%
Spain 225,722 65% 146,719 2%
Sweden 248,930 51% 126,954 2%
United Kingdom 995,340 3% 26,643 0%
Total 7,781,520 56% | 2,522,617 32%
.' een added ner ure discl e, Fac

M Al Eh%l?%ssetqgl%%gsgrtnlennlt:}jnr

E and
urope, Facts and
in omp ete information

:;’ S ﬁ S'héen adde ure
I Asse in clistc ch lFhouse

***ﬁgurree Por Assets held In"cus ouse or en &)i’
Source: ESMA and EFAMA (information 31/12/2014)

For example, in Luxembourg, which represents more than €2.6 trillion of UCITS asset under
management, 31% of these assets are held in custody in house. This represents more than
€819 billion (i.e. 11% of the overall UCITS market). On the other hand, Germany, 41% of the
assets are held in custody in-house, but this represents only €121 billion (i.e. 2% of the overall
UCITS market). In Latvia, 99% of the assets are held by an in-house custodian; this
represents more than €169 billion (i.e. 2% of the overall UCITS market).
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The consequences of structural separation will result in the loss of economies of scale for
smaller depositaries. As shown in table 6 of Annex 5, a high proportion of the smaller
depositaries rely entirely or significantly on their "group™ management company to generate
the requisite level of economies of scale to maintain viable operations. In consequence,
reallocation of assets in the wake of a structural separation will force some of these
depositaries to exit the market altogether as small depositaries/third party to whom the
custody has been delegated will not be viable without the custody of their “group”
management company.

One respondent (a trade association) of the public consultation provided cost estimates of
such an asset reallocation as between € 80,000 (for a small member) to € 2,100,000 (for a
large member). In case UCITS assets need to be reallocated to an alternative depositary
outside the corporate group, one respondent mentioned that the costs linked to that transfer
would range between € 150,000 (for a small member) to tens of millions of € (for a large
member).

Another depositary estimated that the loss of assets as part of this reallocation due to the
structural separation will result in lost synergies amounting to € 30,000,000 without being
able to specify how much new business this depositary could generate as a result of the asset
reallocation. In addition to the figures provided by ESMA, the Commission received
confidential information from management/investment company and depositaries/third party
to whom the custody has been delegated. The cost of transferring assets to another custodian
would be at least comprised €8 million and €13 million for significant players. A smaller
player estimated the cost at €2.1 million.

Stakeholders estimate, that a small in-house depositary (< 2 billion in AuM) will have costs of
€ 150,000 to transfer these assets to an independent custodian — assuming that these costs are
linear, this results in a cost of roughly € 75,000 per € 1 billion in assets that have to be
transferred. As the asset under custody that will have to be reallocated represent more than €
2.5 trillion, the minimum cost of structural separation can be estimated at € 187,500 million®®,

Furthermore, some economies of scale that smaller depositaries currently enjoy on account of
their group membership, such as the use of common "group™ IT infrastructure, access and
operating of IT systems would be lost. This might have an impact on the fees paid by the
investors but also on the efficiency of the management/investment company. Under this
option, the depositary/third party (to whom the custody has been delegated) but also the
management/investment company may not have the same financial capacity underpinning
their operation. Without the legal support of the parent company, smaller operators might find
it more difficult to comply with increasing regulatory requirements. Consequently, a radical
change of depositary/third party (to whom the custody has been delegated) arrangements
might have fee implications for UCITS and, indirectly, trigger higher costs for UCITS
investors.

All restructuring costs entailed by Option 2.1 are expected to have an impact in particular on
the custody fees that a UCITS management company would need to pay post restructuring.
While it is difficult to obtain a clear picture of the different custody and depositary fees
structures in each Member State, depositaries that have to restructure their activities in the
way described above will certainly wish to pass on these costs to the UCITS management
company which, in turn, will pass them onto the UCITS’s investors.

% This figure is based on conservative estimate
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In these circumstances, and as the industry in many Member States is already highly
concentrated, a large scale reallocation of custody assets risks increasing or at least
perpetuating the considerable spreads between the minimum and maximum rates for custody
services. As it can be seen in table 10 in Annex 5, the depositary fees are, on average, lower
in the Member States where the *“group” depositary is prevalent. In the same vein, the
standard deviation of fees is narrower in those Member States. It seems that having a “group”
depositary provide an advantage to investors as the depositary service is cheaper, on account
of, E.g., the automation of process that are simpler to implement when depositary and
management company rely on the same group IT infrastructure.

In addition to the restructuring costs, management companies and depositaries estimate that
implementing structural separation would require between 18 and 24 months. During this
time, business focus would be diverted; resulting in missed commercial opportunities for EU
domiciled asset managers and depositaries. This would result in a competitive disadvantage of
EU operators vis-a-vis their international competitors who would not face this challenge.

On the other hand, it can be noted that 'stand-alone’ management companies that do not
belong to a banking group would not be affected as they already tend to place their assets into
custody with structurally separate international custodians®.

Option 2.2, on the other hand, would avoid large restructuring cost and leave in place existing
economies of scale. It is therefore expected that this option would have less or no impact on
fees that a UCITS management company has to pay to investors.

In order to further limit the costs of Option 2.2 in the 'group’ scenario, this option does not
require that all member of either the asset managers' or the depositary's board are independent
of their joint 'group' company but establishes a quorum of independent board members. In a
'group’ scenario, where the members of the management company's and the depositaries'
board are also members of the 'group’ board or employed by the group company, Option 2.2
would only require that at least one-third of the management board of the management
company (depositary) has no employment, business or personal links with the group
company. Chart 3 provides an example for two boards comprising three members:

8 As mentioned above, Blackrock places its UCITS assets in custody with JP Morgan in Ireland (EUR 62 bn), with Bank of
New-York Mellon in the United Kingdom and Luxembourg (EUR 146 bn) as well as with State Street (EUR 12bn).
Aberdeen, which is managing UCITS assets in France, Luxembourg, the UK and Ireland has custody relations with BNP
Paribas Securities Services and State Street to safe-keep EUR 53 bn and EUR 36 bn of assets respectively.
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Chart 3- Example of a group structure with different members in the management body of
the depositary and management company but without an independent member.

Group Company

The management body of the Group comprises 4 members: Member A; Member B; Member C, Member D.

Two employees are employed by the group (but not by the management company and the depositary): Employee X
and Employee Y

The boards of the management company and the depositary have three members each, therefore one-third of the
member of each board needs to be independent.

__________________ 1 [_______—___________|
Management Company Depositary
Management board Management board

composed of 3 Members: composed of 3 members:

- Member B; and - and Member D; and

- Employee X.
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In consequence, on the assumption that the annual cost of employing an independent board
members amounts, on an EU average, to €21,052"° (without taking into account the cost of
the recruitment process), the overall costs of requiring one-third or two independent board
members for the entire EU is estimated to be approximately 3,765 € million"".

Despite the efforts to limit cost, this impact assessment concludes that the proposed quorum
of one-third or two independent board members is an efficient and effective tool to safeguard
independent behavior of both entities' boards. The following considerations are relevant in
this respect’*:

e Most Member States have procedures and rules in place that avoid that the views of an
independent board member are ignored. Under applicable corporate governance
provisions (see Annex 14 for a detailed overview), the views of independent board
member has to be recorded in the minutes of the board meeting. The dissenting board
member can require that his/her dissenting views are documented. The dissenting
board member also has the option of informing the national competent regulator of
his/her concerns. In some instances, there is even a duty to inform the competent
regulator of information which the regulator would expect to be apprised of.

70 See Table 7.Commission service's own calculations on the basis of data submitted by the regulatory authorities of
Luxembourg, France, Ireland and the United-Kingdom.

™ See Table 7, Commission service's own calculations on the basis of data submitted by the regulatory authorities of
Luxembourg, France, Ireland and the United-Kingdom which represents more than 80% of the UCITS markets

2 See Annex 14.
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e In addition, documentation and record keeping requirements govern the operation of
most company's boards.

e National competent authorities have general information gathering and investigation
powers which would comprise the power to require the provision of information or to
require reports from company and its officers as well as provide the regulator with
access to any records, files, tapes or computer systems, which are within the
company's possession or control .

e Depending on the specific circumstances, competent regulators have a variety of
intervention powers against asset managers, depositaries or third party custodians that
do not comply with the above corporate governance principles. These powers can go
up to revocation of a company's authorization, public censure or financial penalties’.

The Commission's services have carefully considered ESMA's reasoning and conclude that
the proposed rule safeguards that the board of entities that belong to a corporate group
contains a sufficient level of independent representation that acts as a counterweight to the
"group” members that are represented on both entities' boards. It should be underlined that the
non-group representatives' role is to express the interests of UCITS shareholder. An
independent voice on the group entities' board appears necessary to counterbalance the
corporate interest that is represented by the "group™ members on both entities boards. The
Commission's services also agree that it is preferable that the non-group representative is not a
lone voice on a board whose views will therefore rarely be taken into consideration.
Therefore, the rule that there should be at least two independent members on both group
entities' boards is also endorsed. It should be point out that this rule entails a risk that, in
practice, this rule will be interpreted as stating that two members per board are sufficient,
irrespective of the size of a board. To counteract this minimalist interpretation, the
Commission's services stress that the rule seeks to have a sufficient quorum of independent
members and that group companies should be encouraged to appoint more than two
independent board members. Such a choice would express their willingness to listen to and
respect a maximum of voices on their respective boards that are not swayed by group
interests.

On the other hand, the special situation of small boards should be acknowledged. Should a
board comprise less than the average of five to seven members, requiring two independent
members might cause additional cost for smaller entities, which usually coincides with having
smaller boards. Therefore, the ESMA rule of only requiring one-third of members to be
independent from the group appears as a proportionate response. In this context the

7 See, for example, Article 147 of the Luxembourg law of 17 December 2010 on undertakings for collective investment
which allows the competent regulator (the CSSF) to access documents, require any person to provide information and, if
necessary, to summon and question any person with a view to obtaining information; carry out on-site inspections or
investigations, require communication of the telephone exchanges.

™ See, for example, Sections 55J and 55L of the UK Financial Services and Markets Act 2000 (FSMA 2000) according
to which the FCA can vary or cancel the firm’s permissions (in the most serious cases) or to impose a requirement on the
firm to take, or refrain from taking, a specified action. If appropriate, the requirement could also be published on the FCA’s
register. Other remedies include: (1) public censure (publication of a statement to inform the public of such contravention)
(s.205 FSMA 2000); (2) Financial penalties (s.206 FSMA 2000); (3) Suspension/limitations of the permissions to carry out
regulated activities (s.206A FSMA 2000). Article 147 of the Luxembourg law of 17 December 2010 on undertakings for
collective investment vests the CSSF with powers to withdraw the authorisation granted to an undertaking for collective
investment, a management company or a depositary and to transmit information to the Public Prosecutor for criminal
proceedings
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Commission's services point to the additional cost of having to appoint independent directors
- mentioned in particular in Table 7 - that amounts on average to between €10,000 and 30,000
annually. For smaller entities whose boards are limited to three or four members, this would
engender additional costs of between € 20,000 and € 60,000 annually. In light of this burden,
the Commission's services agree with ESMA that small boards should only be obliged to have
at least one-third of independent directors. Due to downward rounding, this implies that
boards of three and four member in total would only need to appoint one independent
member.

Table 7 summarizes the research on the cost of independent directors that would need to be
appointed in the main fund jurisdictions which represent more than 80% of the UCITS
market, as displays in Option 2.3. It then compares this cost with an estimate of the cost that
Option 2.2 would entail in these jurisdictions.

The table is based on a series of assumptions”:

- National authorities of the relevant fund domiciles delivered estimates of the amount
of operators concerned by the rules on additional independent directorships and
provided estimates on the overall amount of independent directors that would be
required to comply with Option 2.3 (third column) as well as the expected salary cost
(fourth column).

- Stakeholders estimate that a small in-house depositary (< 2 billion in AuM) will have
costs of € 150,000 to transfer these assets to an independent custodian — assuming that
these costs are linear, this result in a cost of € 75,000/1 billion asset under
management.

® This is a conservative estimate.
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Table 7 —Comparison of the costs of appointing independent members with the costs of a

structural separation

Option Option Qgtzlw
Option 2.3: 5;]!\'0' Option 2.3: %dlzgf;' custodial —p—i dg?t?oiﬁf
Number of ... | Average Annual assets to
Country addition . | annual cost per
operators al cost/independen cost per be country (in
affected . t director (in €) b transferre y
director country d (in £)
S (0 € | pillion ¢)
30
depositaries o —
Luxembourg 47 104 € 30,000 3,120,000 31/0b;1 819 61,425,000
management
companies
0p =
France 25 50 10,000 500,000 2% =710 | 53 550,000
depositaries bn
7
depositaries 76 o —
Ireland 7 None €20000)  None| 7~ | 8550000
management
companies
United 3
Ki management 6 € 24,208 145,000|3% =26 bn 1,950
ingdom .
companies
Total € 21,052 3,765,000 125,175,000

Source: Commission service's own calculations on the basis of data submitted by the regulatory authorities of
Luxembourg, France, Ireland and the United-Kingdom.

The cost of appointing independent members of the management body of the depositary/third
party to whom the custody has been delegated and management company will cost €3,765
million. Structural separation, on the other hand, will generate costs of around €125,175
million. The appointment of independent members is, therefore, significantly less costly than
requiring the structural separation. Although the cost of appointing independent members is
an annual cost, this option is still less costly when compared to Option 2.2: it will take at least
33 years of remunerating independent directors before the one-off cost of structural separation
is reached. In the same vein, the cost of appointing independent members can be mitigated by
reducing the number of board members. In consequence, this overall cost of board salaries
may actually remain stable.

Option 2.3 will provide a high standard of investor protection without the significant cost
involved in Option 2.2. The costs of Option 2.3 are limited to the annual salaries of
independent board members. Option 2.3 will not create additional administrative costs as the
justification of the choice of the depositary, the policy of conflict of interest should already be
in place.

™ The Irish UCITS regulatory regime currently prohibits UCITS management companies from having any directors in
common with their depositaries
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Option 2.3 will provide safeguards not only in the case of conflict of interest arising from the
ownership or group inclusion but also in case where the conflict of interest arising from
commercial links. For example, whatever the choice of the depositary is, the
management/investment company will have to justify its choice. But also Option 2.3 entails
some additional cost, as most of the largest depositary/third party to whom the custody has
been delegated, will have to restructure their management body to provide for at least two or
one third of independent members. These requirements have not always been met in the past.
On the other hand, the requirement to have a minimum of independent members on the
management body of the management company/investment company and the depositary/third
party to whom the custody has been delegated will provide important safeguards against
potential conflicts of interest.

Option 2.3 emerges as the most effective in protecting investors. Option 2.3 is also the most
efficient in minimising restructuring costs without undermining investor’s protection.

Table 8 - Independence requirement — Corporate links - comparison of options

Effectiveness Efficiency
Investor Limiting
protection | administrative burden
Option 2.2: structural separation ++ --
Option 2.3: corporate governance safeguards ++ -
for entities that belong to the same group or
have cross-shareholdings

Magnitude of impact as compared with the baseline scenario: ++strongly positive; + positive; - - strongly
negative;- negative, ~marginal, ? uncertain, n.a. not applicable.

Table 9 — Summary of the overall proposal on the independence action.

In order to differentiate between the situation where management/investment company and
depositaries/third party to whom the custody has been delegated, are not in the same group
and those that are in the same group, the final policy choice would adopt a three-fold
structure:

Situation A: Management/investment company and depositaries/third party to whom
the custody has been delegated are not linked by cross-shareholdings of more than 10%
and do not belong to the same group:

1) No dual membership of the relevant boards of both entities (management and/or
supervisory board, as applicable).”’

Situation B: Management/investment companies and depositaries/third party to whom
custody has been delegated are linked by cross-shareholdings of more than 10% and
asset managers and depositaries/third party to whom the custody has been delegated
belong to the same group:

1) No dual membership of the relevant boards of both entities (management and/or
supervisory board, as applicable);

" An exception is the situation mentioned in Option 1.2 above (e.g. where the management body is not in charge of the
supervisory functions). In that case no more than one third of the members of the body in charge of the supervision shall be a
member of the management body or supervisory or an employee of the other entity.
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2) Processes for the selection of a depositary shall be documented and be made available to
competent authorities to demonstrate that selection of the "group™ member is based on

objective grounds;

3) Processes to manage the conflicts of interest that may arise out of joint membership of a
group or from cross-shareholdings shall be documented and shall be made available to

competent authorities.

Situation C: Special safeguard only for management/investment companies and
depositaries/third party to whom the custody has been delegated belong to the same

group:

4) At least one-third or two, whichever is the lesser, of the persons that are appointed to the
supervisory board (or the management body where the management board is in charge of
supervisory function) of each of the entities shall have no material or personal affiliation with

the other entity.

Table 10 - Overall impact of the preferred options

Impacts on investors Impacts on Asset | Impacts on SMEs Impacts on | Impacts on the EU
Managers and Financial competitiveness78
depositaries Stability
Option (++) Provide the clearest | (-)  Restructuring | (+) Reduction of | N.A (+) Neutralisation of
1.2 safeguard to  ensure | costs due to the | board members additional cost burden,
independent behaviour of | appointment  of | can decrease the as executive board
both boards. new board | restructuring costs. directors are rarely
(++) Reinforce the | members compensated for their
investor confidence (+) Limitation of position on a board.
the costs in case of
dual structure (+) Reduction of board
members can decrease
the restructuring costs.
Option (++) The appointment of | (-)  Restructuring | (+) Maintains | (+)The (+) Reflects
23 independent board | costs due to the | competition in the | depositary international
members improves | appointment  of | depositary/custody | market can be | standards, no negative
overall level of | independent markets seen as being | impact on the EU
governance and thus | board members (+) The costs of | already competitiveness.
investor protection appointing concentrated. In
(++) The documentation independent board | consequence,
process on the selection member are | the preferred
of the depositary is adding limited when the | option

more responsibility to the
asset managers when it
selects its
depositary/custodian

board comprises
three or less
members.

(+)Restructuring
costs due to the
appointment of
independent board
members is limited
to group scenario
(+) Many of the
governance
procedures
inherent in this
option are already

maintained the
statuo-quo and
does not
contribute to

reinforce the
concentration
level of this
sector

78 See Annex 13
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in place and will
not create
additional
administrative
burdens for SMEs

Magnitude of impact as compared with the baseline scenario: ++strongly positive; + positive; - - strongly
negative;- negative;, ~marginal, ? uncertain; n.a. not applicable.

7. CHOICE OF A LEGAL INSTRUMENT

The Union's right to act is discussed in the impact assessment which accompanied the UCITS
V Directive. In sum, the UCITS V aims at providing a clear and consistent framework for the
regulation and supervision of UCITS in the EU and at further contributing to the creation of a
single European market for UCITS in line with the legal base underpinning EU legislation in
this area (Article 53(1) TFEU).

Drawing guidance from these overarching objectives there is a clearly perceived need to have
a uniform set of rules binding depositories, which delegate custody of UCITS assets to third
parties or which operate in a setting liable to undermine their independence. This is why
instead of relying on a co-existence of different national regulations the Commission was
tasked with the adoption of common rules covering all regulatory aspects listed in Annex 10,
which are not discussed in this impact assessment.

Most of the UCITS V empowerments, except for Article 25(2) UCITS, to a large extent
mirror the provisions on depositaries provided in the AIFMD. Owning to the fact that the
delegated act adopted to supplement the AIFMD is a Regulation (Delegated Regulation
231/2013), the rules imposed on UCITS depositaries should be presented in the same legal
form in order to ensure the same level of investor protection. There are a number of other
good reasons why the Commission should discharge this duty by adopting a Regulation.

First and foremost, a directly applicable legal act would provide all those concerned with a
clear set of uniform rules and ensure an effective and comparable level of UCITS investor
protection across the Union. This is due to an important advantage of Regulations that they do
not require transposition. Directly applicable rules bring an immediate clarity on the legal
requirements and substantially contribute to legal certainty.

Secondly, since a Regulation does not require transposition, any future modifications of the
regulation would be brought about more quickly than having to wait for transposition of the
EU law by national legislators.

It would be effective to discharge the empowerment concerning the 'independent action' laid
down in Article 25(2) UCITS in the same legal text. Having all rules applicable to
depositaries in the same legal act would contribute to legal clarity for market participants,

Therefore a Regulation seems to be the best instrument for avoiding any possible conflicts of
interest between asset managers and their depositaries.

Against these considerations, and taking into account that all other empowerments under
UCITS V will be adopted in the form of a Regulation, the Commission services consider a
Regulation rather than a Directive to be the most appropriate instrument for defining the
meaning of the term “acting independently”.
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The legal basis for action at level 2 is provided (and delineated) by the power of the
Commission to adopt delegated acts in Article 112a of the UCITS Directive (as amended by
UCITS V).

6 MONITORING AND EVALUATION

In its role as the guardian of the Treaties, the Commission's services shall duly monitor
Member States’ application of the delegated acts adopted under the UCITS Directive. Failing
this, the Commission shall pursue Article 258 TFEU against those Member States that fail to
fulfil their obligations under the Treaties. The monitoring shall rely on a constant dialogue
with Member States through ESMA and with a vast stakeholder network including market
participants (i.e. fund management companies, depositaries, and their relative industry
associations) and investors via their representative bodies.

It will be necessary to monitor permanently the effects of the Delegated Regulation from its
entry into application in order to ensure that everything works smoothly without adverse
impacts on specific stakeholders.

Several indicators should be taken into account during the monitoring and evaluation of the
level 2 measures such as:
- The number of claims received via the whistleblowing channel or via other channels
from board members.
- The number of enforcement procedures and sanctions.
- The number of board members removed.
- The number of time that the national competent authority has used its interventions
powers on the specific issues relating to this impact assessment.

In particular achieving of the following objectives is to be monitored:

e ensuring insolvency protection of UCITS assets;

e protecting UCITS investors interest by ensuring that management/investment
company and the depositary/ custodian act independently of management/investment
UCITS company from the depository;

e ensuring cross-sectoral consistency.

The evaluation shall be carried out by the Commission's services, in cooperation with ESMA
and/or with the aid of external consultants for the purpose of measuring those more specific
aspects tied to the application of the regulation. The evaluation shall concentrate its attention
on the following aspects in particular:

e Estimate of a depositary’s operating costs resulting from the conditions on custody
delegation and assess whether the obligations set sufficiently provide consumer
protection;

e Estimate of the costs due to the organizational and functional changes of the
depositories and management/investment companies carried out in order to ensure that
they act independently and whether the set of rules imposed achieve the objective of
consumer protection.
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ANNEXES
Annex 1: Glossary

Alternative Investment Fund (AIF): is a legal structure to pool assets and hold investments.
It usually has no economic life on its own; the key decisions in relation to the management
and marketing of AIF are taken by the AIFM. AIF span a wide range of legal structures,
including closed and open-end funds and partnerships.

Alternative Investment Fund Manager (AIFM): is responsible for the management of
investment portfolios of AIF. Typical tasks include, for example, the provision of internal
governance structures, risk management, the delegation of functions to third parties and
relations with investors.

Assets under management: value of assets that an investment company manages on behalf
of investors.

Centralized securities depository: an entity that

1) enables securities transactions to be processed and settled by book entry

2) provides custodial services (e.g. the administration of corporate actions and redemptions)
3) plays an active role in ensuring the integrity of securities issues

Securities can be held in a physical (but immobilised) form or in a dematerialised form
(whereby they exist only as electronic records)

Competent authority: Any organization that has the legally delegated or invested authority,
capacity, or power to perform a designated function. In the context of AIFMD, it refers to the
body which is in charge of supervising securities markets.

Custodian: an entity, often a credit institution, which acts as "account provider" and provides
securities custody services to its customers, i.e. holding and administration of securities
owned by a third party.

Depositary: a credit institution that keeps assets or securities on behalf of a client, e.g. an
AIF. The depositary has two primary functions: to safe-keep the AIF's assets and to oversee
its compliance with the AIF rules and with applicable law and regulation.

ESMA: The European Securities and Markets Authority is the successor body to CESR,
continuing work in the securities and markets area as an independent agency and also with the
other two former level three committees. http://www.esma.europa.eu

Liability: an entity's legal debts or obligations that arise during the course of business
operations. Recorded like asset and equity on the balance sheet, liabilities include loans,
mortgages or any duty that entails settlement by future transfer.

Management body: a body with ultimate decision-making authority in a
management/investment company or depositary, comprising the supervisory and the
managerial functions, or only the managerial function if the two functions are separated.
Where, according to national law, the management company, investment company or
depositary has in place different bodies with specific functions, the requirements laid down in
this Directive directed at the management body or at the management body in its supervisory
function shall also, or shall instead, apply to those members of other bodies of the
management company, investment company or depositary to whom the applicable national
law assigns the respective responsibility.

Net Asset Value: value of a fund's total assets, minus its liabilities. The NAV per share is
used to determine prices available to investors for redemptions and subscriptions.
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Safekeeping: the keeping of assets by a financial institution; the act of holding client's
securities or other assets on its behalf.

Segregation: a method of protecting a client's assets by holding them separately from those of
the custodian (or other clients, as the case may be).

Settlement: the completion of a transaction or of processing with the aim of discharging
participants' obligations through the transfer of funds and/or securities. A settlement may be
final or provisional.

Sub-custodian: any company/institution providing custody administration services on behalf
of other custodians who may not have an operation in the country concerned.

Systemic risk: the risk that the inability of one participant to meet its obligations in a system
will cause other participants to be unable to meet their obligations when they become due,
potentially with spill over effects (e.g. significant liquidity or credit problems) threatening the
stability of or confidence in the financial system. That inability to meet obligations can be
caused by operational or financial problems.

Transferable security: means classes of securities which are negotiable on the capital market
with the exception of instruments of payment.

UCITS: Undertakings for Collective Investment in Transferable Securities Directives, a
standardised and regulated type of asset pooling.

Underlying asset: is a term used in derivatives trading, such as with options. A derivative is a
financial instrument whose price is based (derived) from a different asset. The underlying
asset is the financial instrument (e.g., stock, futures, commaodity, currency or index) on which
a derivative's price is based.
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Annex 2: Short description of the UCITS Directives and scope and timetable of the
level 2 work

1. The UCITS Directives

The UCITS Directive provides for harmonised requirements for entities engaged in the
management and marketing of UCITS to investors in the EU. UCITS and their management
companies have to be authorised, and in order to obtain this authorisation they have to comply
with the requirements of the Directive. Authorisation of a UCITS is granted once the home
Member State of a UCITS is satisfied that the requirements on own capital, risk management,
investment policies, redemptions, obligation regarding the depositary are satisfied.

The UCITS Directive has amended the UCITS Directive in the areas of depositaries,
remuneration policies and sanctions.

Depositaries play a key role in the protection of UCITS investors. They safe-keep the
investment assets held by a UCITS, thereby ensuring protection from insolvency or fraud.
Depositaries also exercise oversight of the fund operations, including monitoring of a UCITS'
cash flows. The UCITS V Directive has clarified and harmonised the depositary functions, the
conditions under which delegation can take place, the eligible entities allowed to act as
depositaries, and the depositary's liability.

UCITS V contains a variety of empowerments to the Commission pertaining to the
strengthened role and liability of depositaries. These empowerments concern the particulars
that need to be included in the written contract appointing the third party to whom the safe-
keeping functions have been delegated by the depositary, the depositary's oversight duties, its
cash monitoring duties, safe-keeping duties, the scope of financial instruments that are to be
included within the scope of the depositary's custody duties, due diligence requirements,
obligations pertaining to asset segregation, the conditions subject to which and circumstances
in which financial instruments held in custody are to be considered to be lost, the definition of
an external events beyond reasonable control, the consequences of which would have been
unavoidable despite all reasonable efforts to the contrary related to the liability regime.

All of these issues have already been assessed in the corresponding impact assessment on the
depositaries duties and liability that preceded the above-mentioned Delegated Regulation
231/2013. Since the changes related to those issues which will appear in the delegated act
adopted to specify certain provisions of UCITS V are rather technical and do not bring about
any significant changes they are not discussed in this impact assessment. In addition, these
provisions have already been implemented for depositories in Delegated Regulation
231/2013. As there were no changes afterwards and those measures seem to be efficient at
this stage they could be also extended on the UCITS regulation as well with some adjustments
where needed. This would ensure consistency between the European regulation regimes by
providing a sufficient level of investor protection which is crucial for ensuring safety and trust
in the EU funds for retail investors. Taking into account the above, the correlated measures
with respect to these empowerment and, where applicable the modifications thereto, are
mentioned in Annex 9.

In these circumstances, the present impact assessment can be concentrated on the two
additional empowerments contained in UCITS V related to depositary:

— The steps to be taken by the third party to ensure insolvency protection of UCITS

assets referred to in point (d) of Article 22a (3) UCITS;
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— The conditions for fulfilling the independence requirement referred to in Article 25 (2)

UCITS.

2. List of delegated acts

Article

Description

Article 22(2)

The particulars that need to be included in the written contract

Article 22(3), (4), (5) [The conditions for performing the depositary functions

Acrticle 22a(2)

The due diligence duties of depositaries

Article 22a(3)

The segregation obligation

Avrticle 22a(3)

The steps to be taken by the third party

o OB WIN] -

Article 24

The conditions subject to which and circumstances in which financial
instruments held in custody are to be considered to be lost

7 |Article 24(1)

What is to be understood by external events beyond reasonable control, the
consequences of which would have been unavoidable despite all reasonable
efforts to the contrary

8 [Article 25(2)

The conditions for fulfilling the independence requirement

3. (Indicative) Timetable for UCITS V Level 2 work

Date Milestones
26 June 2014 Commission request for advice to ESMA
29 July 2014 ESMA roundtable of external stakeholders
28 August
2014 UCITS V published in Official Journal, entry into force 17 September 2014
26 September
till 24 October
2014 ESMA consultation on draft technical advice (
28 November
2014 Submission of ESMA advice to European Commission
23 April 2015 Consultation of EGESC (Expert Group European Securities Committee)
25 November
2014 till 16 European Commission Steering Group
March 2015
19 May 2015 Submission of 1A report to IAB
17 June 2015 1AB meeting
foIbe Launch 1SC
completed
e Translation
completed
s Adoption of L2 measures by the College
completed
to be End of period for EP and Council to object to Level 2 measures,
completed MS start implementation of Level 2 Directives

18 March 2016

UCITS V Level 1 and 2 taking effect
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Annex 3: Overview of UCITS sector

Table 1 - AuM by UCITS Type (September 2014)

AuM by UCITS Type (31/12/2014)

B Equity and balanced ®Bond = Monet Market B Funds of Funds ® Other

1%

Source:EFAMA: Asset Management in Europe, Facts and Figures, December 2014

The breakdown of investment asset classes has remained relatively constant: equity and
balanced funds account for almost 53% of the entire UCITS universe, the remaining funds
either fall into the category of bond funds (29%), money market funds (12%) or others.

In terms of number of fund vehicles, the figures translate into 36,148 individual funds at the
end of 2014 compared to 35,618 at end December 2013”°. At the end of 2014, about 80% of
UCITS assets are invested by funds domiciled in four jurisdictions: Luxembourg (35.2%),
Ireland (17%), France (15.2%), and United Kingdom (13.2%).

UCITS, upon establishment in one Member State, can be marketed to professional and retail
investors throughout the EU. Institutional investors, notably pension funds and investment
companies, represent the largest client category of the European asset management industry —
they account for 76% of total AuM in Europe®.

UCITS are managed by management companies®™. The management companies charge a
management fee® which is paid out of UCITS assets (i.e. born by UCITS investors). There
are about 1200 UCITS management groups in the EU.

Source  EFAMA  Quarterly  Statistical Release No 60 (Fourth Quarter of 2014)
http://www.efama.org/Publications/Statistics/Quarterly/Quarterly%20Statistical%20Reports/150311 Quarterly%
20Statistical%20Release%2004%202014.pdf

8 Source: EFAMA: Asset Management in Europe, Facts and Figures, June 2014.

8 Certain legal forms of UCITS, called investment companies, can be self-managed, i.e. do not have a separate
management company.

8 The management fee is usually fixed percentage of the market value of the assets under management. Some
management companies also charge so-called performance fee which is a percentage of profits.
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Some management companies are self-standing asset managers while others are part of a
banking or insurance group. A management company can be established in one Member State
and manage UCITS established in other Member States using the so-called management
passport.

Chart 1 - UCITS Net Assets by Country of Domiciliation Q4 2014

UCITS Net Assets per domiciliation s
31/12/2014
Slovenia Austria @é‘lﬂgﬁ?rus

1%
Finlanu0 %
1%

United Kingdom
Romania 13%

Poland
0%

Netherlands
1%

Malta
0%

Source: EFAMA Quarterly Statistical Release No 60 (Fourth Quarter of 2014)

Table 2 - UCITS Net Assets by Country of Domiciliation Q4 2014

Net Assets of the European UCITS
Industry
31/12/2014
Members Eurm share

Austria 83,553 1.1%
Belgium 104,694 1.4%
Bulgaria 411 0.0%
Croatia 1,695 0.0%
Cyprus - -
Czech Republic 5,984 0.1%
Denmark 99,947 1.3%
Estonia - -
Finland 71,346 0.9%
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France 1,145,928 15.2%
Germany 296,406 3.9%
Greece 4,781 0.1%
Hungary 11,416 0.2%
Ireland 1,274,477  17.0%
Italy 196,299 2.6%
Latvia - -

Lithuania - -

Luxembourg 2,642,504  35.2%
Malta 2,903 0.0%
Netherlands 62,393 0.8%
Poland 21,708 0.3%
Portugal 8,226 0.1%
Romania 4,079 0.1%
Slovakia 3,445 0,0%
Slovenia 2,143 0,0%
Spain 225,722 3.0%
Sweden 248,930 3.3%
United Kingdom 995,340 13.2%
TOTAL 7,514,330 100.0%

Source: EFAMA: Asset Management in Europe, Facts and Figures, December 2014

Table 3 - UCITS funds per investment area

Fund
Size
Investment Area EUR bn
Grand Total 5,714
1 | Global 1,952
2 | Euroland 1,010
3 | United Kingdom 683
4 | United States of America 593
5 | Europe 434
6 | Global Emerging MKkts 348
7 | Sweden 96
8 | Asia Pacific ex Japan 71
9 | Europe ex UK 63
10 | Japan 61
Asia Pacific ex Japan ex
11 | Australia 50
12 | Germany 35
13 | France 31
14 | Asia Pacific 29
15 | China 28
16 | Denmark 25
17 | India 16
18 | Italy 16
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19 | (blank) 16
20 | Europe (North) 14
21 | Latin America 14
22 | Europe Emerging Mkts 14
23 | Switzerland 14
24 | China (Greater) 13
25 | Spain 9
26 | Hong Kong 7
27 | North America 6
28 | Russia & CIS 5
BRIC (Brazil, Russia, India and
29 | China) 5
30 | Other 55

Source: Morningstar, EC staff calculations (June 2014)
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Annex 4 — Depositary’s functions

Services offered by depositary's and the independence requirement

Custody
Art. 22(5)

« Core » depositary
functions
Art. 22(3) (4)

Other activities/services

Can be delegated

Can’t be delegated

Not considered as depositary
functions under UCITS

Independence requirements of Independence functional and hierarchical
Article 25 requirements of Article separation from depositary
25 activities ( Article 25 (2)
Meeting independence requirements of subpar. 2)
Article 25 is the condition for the
delegation of the custody to the third
party (Article 22a (3) (e))
SAFEKEEPING DUTIES OVERSIGHT e fund accounting,
- registration of instruments FUNCTIONS e fund administration,
- segregation of accounts and records | General:

keeping
- reconciliation between the

depositary’s _internal accounts and
records and those of any third party to
whom custody functions have been
delegated.

- due care in relation to the financial
instruments held in custody

- monitoring of the custody risk

- notification of any risk to ManCo

- arrangement to minimise the custody
risks

- verification of the ownership rights
of assets

Even in case of delegation of the
custody, the depositary remains
subject to above mentioned
obligations (as underlined) and has to
ensure that the third party complies
with all above requirements

Depositary has to setup an escalation
procedure for situations where an
anomaly is detected including
notification to the UCITS and the
competent authorities.

- assessment of the risk
associated with the UCITS
investment strategy and
organisation

- ex-post control of
processes and procedures
(verification and
reconciliation procedures)
- put in place an escalation
procedure (for detected
irregularities)

- access to books and
performance of on-site
visits

subscription and
redemptions:

- oversight of UCITS’s
reconciliation procedures

- monitoring of compliance
of those rules with national
laws and UCITS rules and
instruments o incorporation
valuation of units

- verification of compliance
with laws and rules

- notification of
irregularities to UCITS
ManCo

carrying out of the

e transfer agency,

o foreign exchange
management

e prime brokerage,

e treasury and
securities lending,

e collateral
management,

e banking services

investments services under
MIFID and ancillary
services
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UCITS’s instructions

- monitoring of compliance
with investment restrictions
and leverage limits

- set up an escalation
procedure where those
rules are breached

timely settlement of
transactions

- setting up procedures to
detect delays in settlements
of transactions - request the
restitutions of assets from
the counterparty

UCITS’s income
distribution

- - ensure that the income
calculation is in line with
laws and rules

-ensure a follow-up to the
reserves expressed by the
auditor

- check the completeness
and accuracy of dividend
payments

-notify irregularities to
ManCo and ensure
remedial action

Cash monitoring

- monitoring of all UCITS
cash accounts and cash
flows

- reconciliation

- monitoring of significant
cash flows (in particular
those which could be
inconsistent with the
UCITS’s operations

- review of reconciliation
procedures

- monitor the outcome of
reconciliations and follow-
up actions

- notify to ManCo all
delays in rectifications and
to the competent authorities
when the situation is not
clarified or corrected

- check consistency of its
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own records with those of
the UCITS

Payment upon the
subscriptions

- booking of payments
upon subscription

DUE DILIGENCE

Due diligence duties when
selecting a third party to
whom a safekeeping
functions are delegated
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Annex 5: Overview of depositary sector®
The EU market of UCITS depositaries

For each fund recorded by Morningstar, it is possible to identify the depositary. The following
table discloses the depositary market structure in each Member State according to their
concentration level. The market shares (taking into account the AuM) of each depositary have
been computed to get two indicators, the HHI and the top 4 concentration level. Those two
indicators are used to measure the degree of competitiveness in a market.

HHI (Herfindahl-Hirschman Index) measures the size of depositaries in relation to the overall
industry. It is defined as the sum of the squares of the market shares of the 50 largest
depositaries in each market and ranges from 0 to 1. The interpretation is as follows:

Table 1: Interpretation of HHI ratio

Range Concentration
HHI < 0,01 hlghly_competltlve
index
HHI < 0,15 unconcentrated index

0,15< HHI < 0,25 | moderate concentration

HHI > 0,25 high concentration

The top 4 firm concentration ratio measures the total market share of the four largest
depositaries in the market. .

Table 2 - Concentration ratios of depositary market

EU Asset held in | Number | Number of HHI Top 4
Member | custody in € |of funds | depositaries concentration
Luxembourg |2,384,985,000| 8280 53 0,112 56.84%
Austria 74,634,190 994 25 0,159 68.15%
Spain 139,168,910 1555 37 0,135 65.64%
Germany 225,459,650 1123 52 0,151 73.50%
Italy 189,931,890| 695 15 0,205 76.05%
pnlted 1,000,735,550| 2046 11 0,163 74.60%
Kingdom
Portugal 7,210,910 138 15 0,172 74.64%
Ireland 896,593,520 2028 22 0,171 75.84%

® In producing this impact assessment, data has been collected from a variety of different sources. Therefore all
conclusions drawn should be treated with an appropriate degree of caution.
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Finland 76,549,490( 412 11 0,222 79.97%
Belgium 27,068,000 282 16 0,243 84.76%
Denmark 94,855,000 526 17 0,227 80.91%
Slovenia 516,040 124 4 0,299 100.00%

France 645,692,000 2825 31 0,293 85.24%

Poland 3,812,070 33 3 0,351 100.00%

Netherlands 15,980,350 41 5 0,295 95.05%
Malta 1,253,340 24 3 0,521 100.00%

Greece 2,704,540 97 4 0,388 100.00%
Lithuania 153,500 14 3 0,591 100,00%
Sweden 203,603,810 502 3 0,474 100.00%

Estonia 320,630 19 1 1 100.00%

Latvia 44,430 15 2 0,862 100.00%

Source: Morningstar, Commission own calculation as of December 2014

It results from the above that, in terms of concentration measured according to the HHI
index®*, the depositary market in EU Member States is relatively concentrated, with the top 4
depositaries accounting for more than 50% in all Member States. In several Member States
the top 4 depositaries serve the whole market.

Moreover, the top four depositaries in the major fund domiciles usually comprise the same
providers (J.P. Morgan, State Street Bank, Bank of New York Mellon, CACEIS Bank). The
predominance of the same providers in all major markets, as well as their global coverage, is
an indicator that economies of scale that result from a network of custody spanning several
national markets. In addition, the predominance of these four players can be explained by the
entry barriers that characterise custody services: strict liability for the loss of financial
instruments, capital requirements and the need to establish electronic custody networks. The
ECB, in its occasional paper No 68 of August 2007 describes the need to perpetually update
custodial infrastructure in the following terms:

"Custodian banks must continuously adapt their technology because market practice, industry
standards, legal requirements, fiscal processes and infrastructures’ procedures and technology
are constantly changing. Once the technology investment has been made for a capability,
processing additional volumes usually adds limited marginal costs. High fixed costs mean that
custodian banks require economies of scale to be profitable”.

To remain viable and competitive, depositaries require economies of scale. It is highly likely
that a small or medium sized depositary (bank or non-bank depositary) that relies on an asset
manager that operates within the same group to achieve the requisite economies of scale could
not survive in the marketplace for custody without the economies of scale that the often large
percentage of "group™ assets provide (cf. table 4 below).

8 Herfindahl-Hirschman Index - a measure of the size of firms in relation to the industry and an indicator of the
amount of competition among them.

8 https://www.ech.europa.eu/pub/pdf/scpops/echocp68.pdf
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Another feature of the depositary market is its long-term trend towards concentration. Already
the 2007 ECB Occasional Paper identified this trend towards consolidation which is
characterised by two drivers: (1) almost no new entrants to the custody business within the
decade preceding 2007 and (2) the exit of a number of single-market and global custodian
banks from the provision of depositary and/or custody services. As the ECB states in its
occasional paper:

"This trend is expected to continue worldwide; custodian banks with insufficient scale
economies will find it increasingly difficult to compete. Global custodians compete in a
concentrated market segment. In 2005 the top 10 global custodians held 77% of the securities
in this market segment, reflecting consolidation which started in the 1990s and is expected to
continue. The recently announced merger between Bank of New York Mellon is an
illustration of the high level of concentration in the US market, which is dominated by four
players. In 2005, half of the securities held at global custodians were with US providers,
reflecting mostly the size of their home market but also their increasing market share in the
rest of the world. The largest European global custodian is ranked in fifth place.
Consolidation of the global custody industry in Europe, encouraged by conditions created
after the introduction of the euro and the single passport for financial services, and by
competitive pressure from US providers, is expected to continue."”

The accuracy of the ECB prognosis is borne out by developments in the different Member
States. For example, the developments in Germany between 2000 and 2013 brought a wave of
consolidation in the depositary sector:

e 2002: State Street takes control of Deutsche Bank's custody activities

e 2002: BNY takes control of BHF Bank and WestLB's custody branches

e 2007: CACEIS takes control of the custody operations of HypoVereinsBank (HVB)
e 2013-14: BayernLB and NordLB are expected to divest their custody operations

e 2013: Commerzbank announces the sale of its custody operations to BNP Paribas
Securities Services®

As a result the top 4 custody providers in Germany (State Street, BNP Paribas Securities
Services, DZ Bank and Deka Bank) control over 73% of the assets held in custody in that
jurisdiction, a concentration level comparable to the US market described by the ECB
Occasional Paper.

Luxembourg appears the only national market where the top four providers do not yet control
60% of the assets, but even in Luxembourg their consolidated market share is 56.84%.

As a general rule, the tables above also reveal that the Member States with the highest number
of AuM tend to display lower levels of concentration in their depositary markets. One
exception to this is France, the fourth largest market in terms of assets hold in custody.
Despite its large amount AuM, France ranks among the highly concentrated depositary
markets. The overall trend across Europe is toward an increase in concentration.

% Reported in AGEFI HEBDO of 12 September 2013.
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These is reflecting in the Table 3, that shows that in average top 4 concentration is relatively
high in Europe.

Table 3 - Average HHI and Average top 4 concentration ratio for all national depositary

markets in the Union

Average HHI Average top 4 per country
g concentration ratio
Non weighted 0,334 85.29%
Weighted according to the 0
AUM per country 01715 69.75%

Source: Commission own calculations as of December 2014.

The difference between the two average measures is explained by the weight of Luxembourg
which has the highest number of AuM as well as the lowest degree of concentration. However
both figures indicate that the European market as a whole is fairly concentrated.

Table 4 - List of largest UCITS custodians and Country coverage by custodian (as of

December 2014)
Countr
RELI Custodian AuM in €bn U T2 y
g share covera
ge
1 State Street 959,361 | 16.01% 8
2 JPM 794,321 | 13.26% 7
3 Bank of New York Mellon 620,228 | 10.35% 5
4 CACEIS 408,888 | 6.83% 4
5 BNP Pariba§ Securities 405431 | 6.77% 9
Services
6 BBH 340,189 5.68% 3
7 RBC 223,485 3.73% 6
8 Societe Generale 198,674 3.32% 6
9 Citi 195,357 3.26% 3
10 Northern Trust 164,458 2.75% 3
11 National Westminster 138,615 2.31% 2
12 HSBC 130,760 2.18% 5
13 DZ Bank 109,540 1.83% 2
14 UBS 93,792 1.57% 4
15 SEB 69,219 1.16% 8
16 Nordea 59,376 0.99% 3
17 DekaBank 58,842 0.98% 2
18 Pictet 54,152 0.90% 1
19 Banque Fédérative du Crédit 43198 | 0.72% 1
Mutuel
20 Fideuram 37,682 0.63% 1
21 Santander 34,059 0.57% 1

60

www.parlament.gv.at




22 Credit Suisse 32,906 0.55% 3
23 Cecabank S.A. 30,040 | 0.50% 1
24 Svenska Handelsbanken 28,266 0.47% 2
25 Raiffeisen Bank 22,359 0.37% 1
26 Danske Andelskassers Bank AS 20,677 0.35% 1
27 Banque de Luxembourg 19,480 | 0.33% 1
28 Banca Popolare Italiana Soc. 17.227 0.29% 1
Coop.
29 Erste Group Bank AG 15,882 0.27% 1
30 Banco Depositario BBVA S.A. 15,689 0.26% 1
31 CM-CIC Securities 14,754 |  0.25% 1
32 Banque Degroof 13,221 0.22% 1
33 KBL 12,977 0.22% 1
34 Edmond de Rothschild (France) 12,412 0.21% 1
35 Banque et Ca:islzs,ttea?'Epargne de 11000 | 0.18% 1
36 KBC 10,950 | 0.18% 1
BANCA POP DELL'EMILIA
37 ROMAGNA Soc. Coop. 10,816 0.18% 1
38 Oddo & Cie 9,956 | 0.17% 1
Banque Privée Edmond de
39 O thetrld 9,667 | 0.16% 1
40 Bankinter S.A. 7,796 0.13% 1
41 Union Bancaire Privée 7,560 0.13% 1
42 Lazard Fréres Banque 7,447 0.12% 1
43 Hauck & Aufhduser 7,439 0.12% 3
44 UniCredit Bank Austria AG 7,047 0.12% 1
45 Sal. Oppenheim 6,974 0.12% 2
46 KAS 6,920 | 0.12% 2
47 Nykredit Bank A/S 6,841 0.11% 1
48 M.M. Warburg 6,477 0.11% 2
BANCA POPOLARE DI
49 SONDRIQO s.c.p.a. 6,153 0.10% .
50 SwissLife Banque Privée 6,013 | 0.10% 1
5,990,755 | 92.22%

Source: Morningstar, Commission own calculation as of December 2014.
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Table 5 — Explanation of the difference in term of AuM

Total UCITS AuM in

Total UCITS AuM in

. € million ot Statistical
In Mio EUR (Morningstar € ml:llhz(;;éizl)'\MA difference
12/2014)
Austria 74,634 83,553 -10.67%
Belgium 27,068 104,694 -74.15%
Bulgaria - 411 n/a
Croatia - 1,695 n/a
Cyprus - - n/a
Czech

Republic i 5,984 n/a
Denmark 94,855 99,947 -5.09%
Finland 76,549 71,346 7.29%
France 645,692 1,145,928 -43.65%
Germany 225,460 296,406 -23.94%
Greece 2,705 4,781 -43.42%
Hungary n/a 11,416 n/a
Ireland 896,594 1,274,477 -29.65%
Italy 189,932 196,299 -3.24%
Latvia 171,894 - n/a
Lithuania 2,903 - n/a
Luxembourg 2,384,986 2,642,504 -9.75%
Malta 1,253 2,903 -56.84%
Netherlands 15,980 62,393 -74.39%
Poland 3,812 21,708 -82.44%
Portugal 7,211 8,226 -12.34%
Romania - 4,079 n/a
Slovakia - 3,445 n/a
Slovenia 516 2,143 -75.92%
Spain 139,169 225,722 -38.34%
Sweden 203,604 248,930 -18.21%
Kli"n"g';i‘:n 1,000,736 995,340 0.54%
TOTAL 6,165,553 7,514,330 -19.53%

According to figures provided by ESMA, in terms of assets under management, the necessary
reallocation of custodial UCITS assets in the European Union would affect at least €2.5

trillion, which accounts for at least 32% of European UCITS assets.

Moreover, structural separation will have a large impact in individual national markets,
especially in small Member States or Member States with smaller UCITS markets, as, on
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average, 56% of the UCITS assets are held in custody "in-house" across the EU®’. Operators
in smaller Member States face challenges to reallocate assets because of the UCITS

requirement that the depositary must be domiciled in the same country of the UCITS: some
Member States have only one or two depositaries in their country.

87 See table 6 in Annex 5.

63

www.parlament.gv.at



89

s0393)nbay

%00T 990°€L  |990'€L | %00T |990°€. ap efeny DS sopaNnbiy 8p efed D119s 1s8binbay
%00T 89¢'1¢ 892'T¢ %00T 892'T¢ SYueg ueljel| 1492l
JO winpJaosuo) d9S VOudVv
%9€ 888'80% |629'8YT | %S6 9T9'9ST 810016y HpaID SI1I30VO Ipunwy
%ovl gLl vSL'eT %096 982'€l aJejodod ooueg 'doo) '00S aJejodod ooueg HOS 9]1811S99 M|V
VN VN VN | %0 76G'6¢ VN VN JusWabeue | 19SSV BUWIUY
J01saAu] Jejndod zuel| v
SI01S9AUI [BCO|D ZUBI||Y
. . . adoJn3 S101SaAUI [BQO|D) ZUel||Y
%98 0.5°€ G80€ %€ 848 ¢0T dnoig zuel||y queqiualilsanu|] zuel||v
How ueyas|jesababejueleiidey] 1SeAuU| Zuel|)Y
VN VN VN | %0 16L'vY VN VN ulsisulagaduel||v
VN VN VN | %0 900'68 VN VN 1uswWabeue | 19SSV UsapIagY
Ja8euep
19ssy
J98euew A
asnoy | seysodap dnous
uruiyum A | ayrAgq | dnousayy S p—
Jeysodap | Apoisnd ulyum ”o - :_."\_,._:< dnoup Aieyisodaqg asnoy ug J98euep 19SSy
Aq pjay uiplay wav | ’
1odoud
Apoisnd sjasse :
ursiasse | S1PIN
ayijou
onuodoud

710z Joquiadaq) dnoJb bubjueq e 07 buIbuo[aq salUBdwod JUalUabeUewW ay) Aq SalTelsodap asnoy-ur JO asn ay] JO MaIAIBAQ - 9 J]qeL

www.parlament.gv.at



69

[I3peqes

%95 996'0 650 %00T |6€5°0 ap 0oueg V'S |I9peges sp odueq OI19S V'S UoIsisAul [[spegesued
; ; ) Banoquwiaxn|
048E 0817'6T (oY 9%00T |9zg'. ap anbueg Banoquwiexn ap sanbueg sjuawisaAu| Banoquwaxn ap snbueg
%6/ 9LV’ 8/8'S %00T |8.8'S Jslunjueg V'S Jaupjueg | O119DS V'S 'SOAINY 8p UolISeD Jajuijueg
ov OV Huegisqo
ruual BuipjoH
%089 GES'9 0SZ'e %00T |0S¢'€ l[eJauso ovueg syg| HAW JeYIS||sSaD-"AU| l[edsus-usiued €
7 addnuo
usMueg ¢ ov
Baaq|aea0 pue |041] Jnj Mueg
%00T €9G'G €96'g %00T |€9S'G epjued V'S ebjueg V'S D119S ‘sopuoH epjueg
%00T 6€T°0 6€T0 %00T |6ET0 jlueg | VS ‘0JUBWIISAAU| 3P 0dueg-jiueg SOAIDY 9p 0elSe9) jlued
%00T 1190 119'0 %G€ GE6'T VS ‘eliopuy.d V'S ‘PLPEN 8Q 0dueg JI19S SOAIDY 8p uolse pLIpe odueq
epeAlld BOURY
VN VN VN | %0 2L2'08 VN VN Slabeuel JUBWISBAU| WXV
VN VN VN | %0 TYT'1S VN VN SI0ISaAU| BAINY

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RMA&code2=&gruppen=Link:AG%203;Code:AG;Nr:3&comp=AG%7C3%7C
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RMA&code2=&gruppen=Link:AG%203;Code:AG;Nr:3&comp=AG%7C3%7C
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RMA&code2=&gruppen=Link:AG%203;Code:AG;Nr:3&comp=AG%7C3%7C
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RMA&code2=&gruppen=Link:AG%203;Code:AG;Nr:3&comp=AG%7C3%7C

0L

%0 G6G'LY (puejal) wswabeuew 1asse Moo1oe|g
-VN VN VN %0 28€'C VN VN (MN) siosiApe x201x9e|g
%0 9G62'80T (Banoquiaxn) Mo01oe|g
1599 vA4gd

%06 069'ST 08T'¥T %00T |08T'¥T vAgd V'S ‘vAgd
DI119S V'S swabeueN 18ssv VALY
%0Y /0T'0 £70'0 %Z 6ST'C uassexeds Muegsapue ayosuakeg 1SaAUIUIBARg
%86 2Ge'e v62'c 9%00T v62'c OvVMVd OV OVMVd 1S9AUL MSd DOVMMVd
spuny JaBeuewnnw sAejoseg
%.6 902 T00°C %¢CT 9/9'9T yueg sAejoleg V'S dueg sAejoseg Alosiape % puny) sAejoleg

[ebnliod
/aduelH / eueds3 siabeueiy UYijeapn SAejoleg

www.parlament.gv.at



w
3
5
5
g
:

Juswabeuew punyyo0ixde|g




cL

lsmniA

%00T 86T €Y 280'cy %00T |VET'EY [aMNIA 1P31D 1paJ2 Np 8ANeJaPa- enbueg Juswabeuen 18ssY J1D-IND
VN VN VN | %0 089'LY VN VN uonses seubiwie)
9 _ ‘ 0 ‘ seliccd OUPSD ‘uonsab [eaoqe] ele
Y6007 8¢c0 8cc0 76007 8¢cO |edoge] eled 3Qa°dood aejndod eaoqe| eled OIS "LIoRsab [edoge) eleg
L€2'0 L€2'0 %00T |.€2'0 soJalusbul dooo'g ‘sousiusbul
9600T S07] 8@ SoUpalD S0 ap oupai) ap eled D119S ‘uonsab soasiuabul eled
aqgeled
V'S ‘ooueg eleaiun
p— 1sabiun
%00T 81T T8T'T  |9%00T |18T'T ooueg eaefiun V'S EBUOS ﬁH%HM.%
aQ eueds3 eled mc. oJueg O119s 'sopuoy eueds3 efed
96007 1T2°C 1122 %00T |TT2'C aso VS ‘sonisoda ap [edaD exied 1sabexie)
%0007 8T0'T 8T0'T %001 8T0'T 1d9 V'S 1dg odueg SOAINDY 8p 0¥1SeD) |dg

www.parlament.gv.at



€L

USI{IBWALIAIS 79 81s13

JusWabeueR|A 19SSy 91543

‘ ‘ ¢ Cm
%T6 ?88'ST  |SLY'YT | %00T | 88v'vT s W_Hm __w
OV Jueg dnoio s1su3 OV 1s8AULIedS 81543
VN VN VN | %0 Gi76'26 VN VN [eyded uozun3
vN vN VN | %0 ¥S9'TT VN vN SI0SIAPY pund [euolsuswiQ
SJUBWISaAUl SMA
%S5 212's ¥88°C %< 6LT VYT Jueg sysinag Aueg sayosinad
WaWabeuew 18sse yueg aydsinadg
fanoquwaxn Jjooibaqg anbueg
] ] ] m
%00T  |TSV'ET  |TSP'ET  [9%00T | TISY'ET jooubaq Jooubaq anbueg $0018ed>ied
Auedwo) jJuswabeue puny jJooabag
[euoneuaalu|] exag
%96 Zv8'8s T19'9S %96 0.6'8S Mueg exsd 9eqjuszodl9 ayasinag exed
yquio 1uswisaAu] Bxad
%¥8 119'02 AN %SE c6v'6Y 1SaAUI Ysueq
spuny Jo puny axsue
Mueg axsueq Mueg axsueq PENY 39 Ui} &tEd
[ende) aysueq
1uswiabeuRA 1S9AU| aYsueq
%.. 906'2¢ 88T'GC %.6 196'GZ 9SsINS 1P3ID 3S'OV 8ssINs MPauD D119S uonsab assins UpaId
aubooses)
S8aualAd [aMNA
%007 620 620 %00T |6€20 / 3100116y V'Seoyuegd D119S ‘uonsabeals| 8jodLibe 1paID
1paJlD 8p
ajeuolbiay assre)d
‘ ‘ ‘ [4D ‘omniA ejoo1uby
%00T 0.€0 0.£0 %00T |0.E0 Avielee 1599 ©|001IBY 0}IpaLD

0MPaLD 8p [eJIUBD BXIeD

www.parlament.gv.at



122

dnouo OgsH

O71d Xueg OdSH

JaBeuew JUaWISaAUL SNeXULI) DESH

%TE 09L'0ST |902'0F |%€ES | 098'GL
dno1o DgsH 2 JuswaBeuB [eqo]D DFSH
1pJeypIng 7 snexul L OgsH
VN VN VN | %0 690'6Y VN vN V'S Juswabeue|\ uosiapusH
‘P17 SPUNS JusWwiSaAu| uoSispusH
%00T  |062'C  |062'C  |9%00T | 0622 usssexJeds SfeiLIBzolIS 153AU] BR[O
0 0 usBuLINY_L -U3sSaH Mueqgsapue]
%9/ 698'C LIT'C %00T | LLT'C uuewlns yueg 9V UuBWIND Mueg 9V abejueenidey) uuewing
VN VN VN | %0 985'€6 VN VN [euoneuIaU|
chgmmmcm_\/_ 19SSy SYdes uewpjo9
] ] 13 .<.w . . ] 1
%Sh 9950 5620 %00T |SSZ'0 SIS S V'S'soulwe ooueg D119S ‘BSUONSID
: . . oAne.aadoo) - ,
%00T Tv9'T Tv9'T %00T | T¥9'T ooueg| V'S ‘loueds3 onneladoos ooueg D119S ‘0Ae18d002seD)
VN VN VN | %0 11802 VN VN 2doJn3 SjuswSaAU| 1[RIBURS)
VN VN VN | %0 Sv6°'9€T VN VN SJUSWISBAU] U0l dwa L ulpjueld
%L6 6T2'T S8T'T %0E 0v6'S s\ueg 14 s\ueg 14 Ao onoyureren N4
%89 28926 |€19'ST  |%v6  |€6T'LC yueg weinapi XN yueg weinapi VS SU0NSeD) Wweinapid
VN VN VN | %0 192'8TT VN VN sjuawisanu| Anjapld

qued 40d

31s3 |VS

www.parlament.gv.at



<72

V'S Yaae\ ooueg V'S D119S SOpUOS 8p UO0NSAD) YIIB|A
2098 709°€ 060°€ %0.6 8/T'E yaJe\ edueg

V'S ‘SIS1aAUl 0oueg D11DS ‘UoNsSas) SISIaAU|

VN VN VN | %0 L16'20T VN VN 092SaAU|

9%00T LEV7'0 170 9%00T LEV'0 soanBesianul] V'S ‘AS s0anBasaanu] DI19S ‘uonsas) soanbasianuj

VN VN VN | %0 099°6€ VN VN uBwWISaAU| ybisul

0LV'T %00T 0LV'T V'S 141 9NI

%EB 818'T 000'0 %0 00v'Z€ MNVE ONI MNVE ONI | (BInoguiexnT) Juswabeuew juswisaaul ONI

8120 %09 Gev'o (wn1B}aq) Juawabeuew JuswisaAul ON|

%T/. 0.0'0 0S0'0 %T v6'y eledalaq) V'S ‘0dueg eleasaq) D119S ‘uonsas) elealsq|

dnous DgsH O71d Mued O9SH spuny JuswiseAul DGSH

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RMA&code2=&gruppen=Link:A%201;Code:A;Nr:1&comp=1%7C%7CA

9L

_ _ _ VeOM
%00T 160'C 160'C %16 T0€'C 181218\ 00 %9 UY0S (935 J|ZION G JUBWIISAAU] JB|ZIBIN

Ule|\ We unpuel
%TE'S 129'0 €€0'0 %TT 60€'0 AT ‘|48paIN ‘BuIdInIBS 18SSY ‘AN/VS JuswabeuRA JUSWISAAU] USILBIA

0 0 MaN JO Sjueg ayL ! Il !

UOJ[3IN YOA M3N JO Mueg ayl
%GS5 vov'TT €92'9 %00T |€92'9 wnuejoIpsiN V'S ‘wnue|oips|A 0dueg D119S ‘uonse wnue|oIpaiA
%00T G8/'T G8/'T 9%00T |S8L'T adydeln V'S ‘AS Uoisianu| aaydein D119S ‘soQ uoistanu| aaydeln
VN VN VN | %0 €/1'8T VN VN uosey\ bba
VN VN VN | %0 89/'95 VN VN| 1uswabeuely JuswissAU| [eI18UID) 79 [eba]

OV uegq 104UsISNAA
%E6 28'c T95'€ %€EB 628'€ usssexJeds Baaquienan n mgaga

-Uapeg ueqgsspue]

‘ ‘ ‘ uipeg
%00T 62.'0 620 %8¢ v15'C UBSIPUET uijJag ueqsspue] JUBWISBAU| UllIag MuegsapueT]
-VN VN VN VN €LE'T VN VN NV 8stedueld e
%00T 056'0T 0S6'0T %T9 2.l1'8T dnous OgM AN ueg OgM AN luswabeue 18ssyY OgM
%00T 0v6'S 0v6'S %00T | 0¥6'S Suegexinyy V'S Yueqgexiny V'S D119DS U0 Muegexiny
Mueg asey) uebIo dr (>1N) 1Wb A 19SSy URBIOIAN dr
%82 T2E'V6L |66G'72C |%00T |66G'7Ce uebaoN dr

XN Yueg ueblioN dr (edoan3) Jwb N 19SSy UebIOIN dr

www.parlament.gv.at



Ll

%66 L¥0'L 2v6'9 %9 L0/'STT | Wpaidilun oddnio eLISNY Yueg Jpaldiun HQWD BLISNY SIUBWISAAU| 133uold
VN VN VN | %0 GEG'LL VN VN OONId
%9/ 2STYS  |6LT'TV | %L.6 v0e'2y 18101 81D 72 18101d spun4 18101
%S T¥8'9 G/9'E %00T [G/9'C

HpaAN HpaAN uonessiuiwpe aljgjeriod HpaIyAN
%00T ¥2.'0 ¥2.'0 %00T |¥2L'0 ooueg OAON 3S"V'S ‘ooueg OAON D119S ‘uonsas odueq 0AON
Auedwod spuny eapaoN

%66 000'6S  |€89'85 | %0L £€8'es >ueg eapIoN >ueq eapIoN
1S9AU| Bap.IoN

. . . 9|eJ1uazoulo) yuegsspue]
%88 920'T L06'0 %00T | 2060 uassexeds 34ISINAPPION S1/ANON g71/a40ON
%9T G88'e 079'0 %T £00'%9 30d9 altejndod anbueg paig JusWabeuR|A 19SS SIXIIEN
VN VN VN | %0 0€2'SS VN vN luswabeuey Juswisanu| Asjuels uebiop
%00T  |€€2°0  |€€2°0 | %S6 | 9v20 oidauoi €499 SOAIDY 8p 0BISIS) OIdeIUO

0 0 . 0103]UOAl BIILLIOUODT BXIeD . .

%00T LS0'T /S0'T %00T |/S0'T dOg wniuusjiw | VS ‘'senbniiod [e1oaswo) odueg SOAIIOY 8P 0B1S9D) dOg WNIUUB||IA
VN vN VN | %0 15/'98 vN vN SJUBWISBAU| DRI
vN vN VN | %0 20v'2e vN VN JuaLwabeue|A JuswISaAUl SHIN

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RMA&code2=&gruppen=Link:BCP%201;Code:BCP;Nr:1&comp=BCP%7C1%7C

8L

_ _ _ Jspuelues

%09 6¢€ GE ¢ec e %9/, ¥¢6 L¢ ooueg VS ENO] Jsjuelues odueqg 1uswabeue|A 18ssy Japuelues
VN VN VN | %0 9/6'T¢ VN VN dnou9 ade|d s,sawer 1S
VN VN VN | %0 LIT'2E VN VN SJusWISaAU| s||assny
%00T 0TE'T 0TE'T %t 8v.'2¢ uoirelodiod X1HO 02970y Japseemag bunyans V'S binoquiaxn 038goy
%066 viv'c Ly’ %00T |LZv'C odueg 7 elusy V'S ‘0oueg ¢ elusy D119DS "eli01se9) ¥ BIUSY
NV ussiajjley

%89 6GECC 0¢e'aT %1.6 02L'ST uasiojjiey [euolyeusiu] Yuequssiajjiey
H'q'w Yeyos|jesababejueelided] uasiayjley
VN VN VN | %0 6vT'vT VN VN JusWiabeUR|A JUSWISAAU| BILIBWEI
Jejndod ooueg SOANDY 9p 0e1SaD) Jejndod

%9 6¢6'T 7210 %c¢'TT [080'T V'S ‘Joueds3 Jejndod ooueg

Jejndod ooueg

D119S ‘epeAlid uonsas) Jejndod

JusLWwaBeueW JUSWISAAUL 183UOId

www.parlament.gv.at



VN

6L

%009

67569

VN VN

2L6'TY

%0

1€.'18

VN

VN

eXueg g3S SV

SJUBLLISAAU| a41T pJepurlIS

juswabeue\ Yleapn 93

%00T |2.6'TY oV 93S av g3s $301AJ8S spun4 g3S

av g3s aV juswabeue|y JUBWISeAU| g3S

VN VN VN | %0 £68'€CT VN VN $18p0IYdS
V'S 1UBWISAAU| Japueiues 2119

V'S uonse9) Buiyueg s1eAlld Japueiues

V'S JUSWISaAU| J3puelues

D119S “V'S luswabeue|A 19SSy Japuelues

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RMA&code2=&gruppen=Link:AG%2041;Code:AG;Nr:41&comp=AG%7C41%7C

08

$T0Z 19qWiadaq JO Se suole|nafes Jels O3 ‘e1sbululol :824nos

%VE Ove'vov'y |0LY'96Y'T | %VS T88'CET'Y V101l
VN VN VN | %0 /SO'TT VN VN Auedwo? juswabeuepy uoibulf|an
%€E¢C L1V'9 26v'T %00T |26V'T Bangurepn NN VeOM 0D % banquepy ‘NN 1s9AU| Bungaepn
VN VN VN | %0 €/8'TY VN VN pJenbueA
VN VN VN | %0 €8¢'9T VN VN JUSWISBAU-esIsAIuUN
; : _ 39ALI

%¥8 09G°',L Gee'o %96 6659 aareoueg Lol m 99AL1d al1edurg uolun 99AL1d a41edueg uolun
€/9'cy %¢6 Y02’ LY BanoquwiaxnT spunjieAlid JuswisSaAul UoIuN

%6. 0vS'60T dnoio »ueg zQ dMued zd
TLY'CY %00T |T.V'CY BanoguiaxnT JUBWISAAU] UoIUN
J119S ‘uonses sdn
VS 1uswabeue\ pun4 san
uonses Sdn

%€E6 26.'€6 28.'98 %86 296'88 sdan sdan
HQWo ANV [eqo|9 sdn
JWBN Arred paiyL san
VN VN VN | %0 L¥6'2€ VN vN SIESENTEEENEEI
% T9E'6G6 |868'LE %00T |868°LE 199.1S 9)e1s 199.1S @)e1s SI0SIADY [eqO|D 18311S 8)elS

www.parlament.gv.at



- Bank and non-bank depositaries

Table 7- Non exhaustive list of non-Bank depositaries

Non-bank depositaries Countries AuM in Eur million

SEI Trustee & Custodial Services El 9,720
Stichting Bewaarder Robeco NL, LU 5,999
St,Bewaarder Fortis Beleggingsfondsen NL. | NL 2,222
Universal-Investment Luxembourg S,A, LU 2,109
Mapfre Inversion Sociedad de valores, S, A |ES 1,785
Stichting Bewaarder T1Gfund NL 1,702
Inverseguros, SVB, S A, ES 0,438
Financiére Meeschaert FR 0,397
Interfi FR 0,283
Oudart SA FR 0,239
Portigon Financial Services DE 0,178
NLB Skladi SL 0,126
COGEFI FR 0,116
Stichting Bewaarbedrijf Ohpen NL 0,089
Financiére d'Uzes FR 0,052
Seligson & Co Rahastoyhti6 Oyj Fl 0,051
ALIZEE Investment AG AT 0,045
ACA Sociedad de Valores ES 0,036
Internationale KAG mbH LU 0,022
Leleux Associated Brokers S,A, BE 0,022
TOTAL 25,631

Source: Morningstar, Commission own calculation 31 December 2014,

Most depositaries operating in Europe are authorised as a credit institution. They are therefore
subject to all prudential and regulatory requirements applying to banks. Non-bank
depositaries (table above) do, however, account for a small portion of the market. In
comparison to the banks, those depositaries tend to have significantly fewer assets in custody
and, with a single exception, operate in a single Member State only. The ECB's analysis of the
future business strategies to be adopted by such "single market" depositaries points out that
these operators, in order to remain viable, have to either extent their custody networks or,
should their market position weaken, "decide whether to continue investing and competing for
external clients to at least break even on the fixed costs, or to exit the custody business and
find a service provider to support their affiliates’ needs

8 ECB, Occasional Paper No 68, p. 21
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Indeed most of the asset managers favor the biggest depository service providers because of
their global network of custodians. This is because irrespective of the place of investment the
asset manager is assured that the depository will delegate custody of assets to sub-custodians
that belong to the same group. Custodian services provided within the global network may
come at a more attractive price than it could be negotiated by the depository with an
independent custodian domiciled in the jurisdiction of investment.

Table 8 - Overall markets (UCITS & AlFs) where global custodians offer direct custody

Custodian | Europe LYE] ‘ Americas Africa ‘ Middle East Total
BNP
Paribas 17 4 N/D 2 N/D 23
Securities
Services
BNY
Mellon 5 0 3 0 0 8
Citi N/D N/D N/D N/D N/D 61
HSBC
Securities 7 18 4 1 10 40
Services
JP Morgan N/D N/D N/D N/D N/D 0
Northern 2 0 2 0 0 4
Trust
RBC
Investor & 5 0 1 0 0 3
Treasury
Services
SGSS 18 1 N/D 3 N/D 22
Sl N/D N/D N/D N/D N/D N/D
Street

Source: Global custody survey — September 2014

Table 9 - Overall markets (UCITS & AIFs) where global custodians offer custody via sub-
custodians

Middle

Custodian Europe Americas Africa East Total
BNP Paribas
Securities 19 15 11 19 11 75
Services
BNY Mellon 30 20 13 24 8 95
Citi N/D N/D N/D N/D N/D 33
HSBC
Securities 29 1 5 13 2 50
Services
eI e 38 16 10 25 12 101
Trust
RBC Investor
& Treasury 37 18 9 11 9 84
Services
SGSS 17 15 8 6 6 52
State Street N/D N/D N/D N/D N/D 103
Source: Global custody survey- September 2014
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- Cost of custody in different Member States

Spreads in depositary rates (especially the spreads between the minimum and maximum rates)
between Member States are often considerable.

In an effort to shed some light into the depositary fee structures, the Directorate General for
the Internal Market and Services, in 2006, commissioned a study on cost structures that
prevail in the asset management sector.

The cost of custody services depends on how these services are remunerated. Typically, their
payment schedule is set out in a ‘rate-card’ negotiated with the fund manager which includes
a holding fee based on the value of the assets being ‘held’ in custody, as well as a transaction
fee. Additional elements affecting the cost of such services are the categories of the assets
held by and the size of the fund. Research demonstrates that costs are highest for small funds
that specialize in equity, followed by those with a focus in bonds. Custody costs are lowest for
money market funds.

The costs all tend to converge once funds reach a “critical’ size (i,e, > €100-150 million of
assets hold in custody), suggesting that economies of scale maybe reaped above certain
thresholds.

A regression analysis revealed that there are sizeable differences across countries on the costs
of custody, even after accounting for fund size. For example, compared to Belgium, custody
fees are lower in France, the UK, and Sweden (although the coefficient for Sweden is not
significant) and higher in Germany, Spain and Italy,

These differences translate into significant differentials in overall average costs (in terms of
basis points) paid by funds for custody services across relevant sample of EU countries as
depicted by the graph below.

Chart 1 — Overall average costs paid by funds for custody services across relevant sample of
EU countries

[D Beélgium B France O Germany Olreland M Italy B Luxembourg B Poland D Spain MSweden MUK
30 -

25

I

s

Cost of custody (bps)
-
«a

o«

|

Equity Bond Money market Capital Protected Index Tracker

Source: Potential cost savings in a fully integrated European investment fund market, CRA International
(September 2006),
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The above trend of pricing heterogeneity in cost of custody between Member States as could
be also observed in the overall costs of the depositary services which typically comprise
custody and oversight costs (see: Table 10).

Table 10- Spreads in depositary rates (%)

in bps Average Min Max | Standard Deviation
Germany 1,29 0,90 1,93 0,42
Belgium 1,62 0,82 2,81 0,90
UK 2,69 0,90 3,83 0,98
Netherlands 1,25 0,62 2,59 0,78
Italy 1,34 0,90 2,02 0,47
Spain 1,28 0,90 1,78 0,38
France 1,1 0,74 1,49 0,31
Total 1,51 0,83 2,35 0,61

Source: PWC figures submitted to the EC by Union Investment

The depositary charges fees® for the safe-keeping services which is paid from the UCITS
assets (i,e, borne by UCITS investors). Management companies that do not belong to a
banking group typically use several of different depositaries (for different funds they manage)
while the management companies that belong to a banking group with an in-house depositary
capacity tend to appoint an in-house depositary for the entire range of their funds.

The selection of a depositary or a custodian is based on costs, the quality of services rendered
and security of assets. However, in recent years, transparency and security requirements for
the depositaries have grown because of regulatory changes (mainly the introduction of the
AIFMD) as well as increased awareness of custody risk by customers. In addition, the UCITS
V Directive reinforces the liability and duties of the UCITS’s depositary/third party and
prohibits the reuse of assets on its own account.

% The custody fee is calculated as a percentage of the market value of the assets that are held in custody.
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Annex 6: Steps to ensure insolvency protection of UCITS assets

Problem drivers

UCITS funds are allowed to invest in any third country of the asset managers' choice.
Investments in a large range of countries all over the world are reflective of many UCITS and
their investment strategies. However in some of jurisdictions either practical considerations or
local legal requirements may impose the necessity to have recourse to the services of a local
custodian to safe-keep financial assets that are issued in these jurisdictions. In such cases a
depositary may choose to delegate its safe-keeping functions to this third party domiciled
outside the EU.

Problem

Lack of clarity on what happens to UCITS assets held in custody by a third party can lead to
the following issues:

— Investors are not protected against the insolvency of a local custodian who has
received a delegation to safe-keep UCITS assets;

— Investors may not be sufficiently apprised of custody risk associated with investments
in third countries;

— The sharing of responsibility in regards of the steps to be taken to ensure that UCITS
assets are not distributed to the benefit of a local custodian are not always sufficiently
Clear.

Consequence

The above situations could have adverse impacts on consumer protection, financial stability
and transparency of the functioning of the capital markets. The lack of clarity would leave
discretion to UCITS management companies, depositaries and National Competent
Authorities to assess whether UCITS management/investment companies and depositaries
ensure that third party takes all necessary steps to ensure that in the event of insolvency of the
third party, assets of a UCITS held by the third party in custody are unavailable for
distribution among, or realisation for the benefit of, creditors of the third party. This could
definitely result in a lack of harmonisation in the application of the provisions of the UCITS
Directive across different Member States and also to diminish the confidence of the investors
in the UCITS regulation. This is an action that should be done ex-ante in order to prevent any
kind of unexpected consequence in case of insolvency of the third party or any other third
party to whom the custody has been delegated.

This is why, article 26b (e) empowers the Commission to adopt delegated acts specifying the
steps to be taken by the third party pursuant to point (d) of Article 22a (3) UCITS. This
provision constitutes an adds-on in comparison to rules applicable to the depositaries under
AIFMD. It foresees that one of the strict conditions for the safekeeping functions to be
delegated to the third party is that the depositary can ensure that that third party, at all times
during the performance of the tasks delegated to it “takes all necessary steps to ensure that in
the event of insolvency of the third party, assets of a UCITS held by the third party in custody
are unavailable for distribution among, or realisation for the benefit of, creditors of the third

party'.
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In fact, two requirements in UCITS are important when assessing whether custodial assets are
protected against insolvency of a custodian: (1) the requirement to ensure that UCITS’s assets
are protected against the creditors' claims in case of the custodian's insolvency as laid down in
Article 22a (3)(d) UCITS and, (2) the requirement to segregate the UCITS’ assets as required
under Article 22a(3)(c)%.

The objective of this empowerment is to protect UCITS assets in case of a third party's
insolvency. Therefore this requires that depositaries exercise due diligence in selecting and
appointing the third party to whom safekeeping is delegated. This is the rationale
underpinning Article 22a(2)(c) UCITS. This means that all necessary efforts should be made
to verify that insolvency laws and relevant jurisprudence in the jurisdiction of the delegate
recognise the segregation of the UCITS’ assets and that assets of UCITS are unavailable for
distribution among, or realisation for the benefit of, creditors of the third party in case of its
insolvency. There is a case for this requirement to be as close as possible to the corresponding
provision in Delegated Regulation n° 231/2013, which, in its Article 98 (2) (a) states that the
depositary has to, at least, asses the regulatory and legal framework, including country risk,
custody risk and the enforceability of the third party's contract to enable it to determine the
potential implication if an insolvency of the third party for the assets and rights of the fund.
Furthermore, the depositary is obliged to periodically review and monitor the custody risks, In
accordance with Article 98 (3) (c). That assessment shall be based on information provided by
the third party and other data and information where available®™. ESMA's advice however
suggests that the depositary should make all reasonable effort, including the receipt of legal
advice from a natural or legal person not affiliated to the depositary, to understand the
material effect of the contractual provisions governing the arrangement with the third party on
the UCITS' rights in respect of its assets, including how those contractual provisions would
operate in the jurisdiction where UCITS assets are held, including in the event of insolvency
of the third party to which the depositary has delegated safekeeping duties. This additional
requirement complements the due diligence duties which are already established in Article 98
(2) (a) of Regulation n° 231/2013,

With respect to the empowerment under Article 26b (e) UCITS, ESMA recommends on a
series of steps that should be taken by the local custodian, to ensure protection of UCITS
assets in case of insolvency of the third party in order to specify Article 22a (3) (d). These
steps include: information to the depositary on applicable insolvency laws, maintenance of the
updated records and accounts of UCITS assets and their regular disclosure to the depositary,
management of custody and operational risks, advice on legal effects and enforcement of
pledges any other operations on assets in the third country. The drafting of this duties will
aligned with UCITS Directive and fit to provisions which will be adopted along the lines of
the Regulation n°® 231/2013 (see Annex 9).

% For the sake of consistency it is important to note that level 2 provisions supplementing these requirements
need to be aligned with Article 99(1)(a) of the Delegated Regulation n° 231/2013 provides for an explicit
requirement for the third parties to whom the safekeeping functions have been delegated to segregate assets of
the depositary’s AIF clients from its own assets, assets of its other clients, assets held by the depositary for its
own account and assets held for clients of the depositary which are not AlFs.

° This requirement will be therefore specified with respect to the due diligence requirement incumbent on the
delegating depositary in accordance with Article 22a (2) (c) and in application of the empowerment in Article
26b (c) UCITS.
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Furthermore, ESMA’s advice proposes a solution on how the delegating depositary can obtain
a clear and up-to-date view on the insolvency laws and jurisprudence that govern insolvency
in the jurisdiction of the third party in order to ensure compliance with Article 22(a)(3)(d).
This will introduce legal clarity on how the depositary is able to meet its due diligence and
monitoring obligations.

In specifying the steps to be taken by the third party in accordance with Article 22(a)(3) (d),
which a delegating depositary has to check and monitor. ESMA identifies a core issue: who is
best placed to provide the legal advice on the insolvency laws applicable in the third country's
jurisdiction?

ESMA suggests that the third party, located outside of the EU, obtains a legal advice on
country risk and custody risk to UCITS assets in case of insolvency of a third party from a
person not affiliated to the third party to whom safe-keeping functions are to be delegated.
This option rests on the premise that only a third party that is independent of both the
depositary and the custodian in receipt of delegation can be relied on to provide an objective
and unbiased picture on the insolvency laws and jurisprudence in the country in which the
third party is located. The rationale is that only a non-affiliated/non commercially dependent
legal adviser can be trusted to make a fair and honest assessment of the key issue which is
whether segregation of assets is robust enough to withstand a custodian's insolvency.

The level 2 provisions have to impose a direct obligation on depositary to ensure that this
obligation is met. This can be done by means of its contractual arrangement with the third
party. The suggested solution has the advantage of clarity regarding the integrity of the legal
advice received by the depositary. Legal advice obtained from non-affiliated entity ensures
the best available safeguard that this advice is objective and unbiased and thus provides the
best available safeguards to UCITS investors, especially UCITS retail investors. This option
is also best in avoiding conflict of interests that could arise out of the fact that the provider of
the advice is in an employment relationship with the organisation or entity that has requested
the advice or the concerned third party which has an economic interest in providing the
delegated safe-keeping services. This option will boost the due diligence obligation of the
depositary in comparison to the analogical provisions of AIFMD level 2. It should not
however affect the liability regime laid down in UCITS which is imposed on depositary.

Impacts on stakeholders (e,g,, consumers, asset managers, depositaries, custodians)

The requirement to obtain legal advice from a non-affiliated person will provide additional
protection to investors and especially retail investors as they do not have the expertise and the
resources to appreciate the finer points of applicable insolvency regime in the countries where
investment assets are kept in custody.

However, even professional investors that participated in the ESMA stakeholder consultation
have mentioned that obtaining independent legal advice on custody risks in countries, in
which they have business partners, is reflective of current market practice. Indeed, it is
already a standard practice today for depositaries and global custodians to seek for legal
advice on insolvency rules applicable in third country jurisdictions where mutual fund assets
are held in custody with a view of obtaining comfort as to what reasonable steps need to be
taken in order to protect clients' assets. In consequence, this means that such legal advices
already exist for almost all jurisdictions where UCITS assets are invested and held in custody.
However, those existing legal advice may be obliged to be redrafted in order to respect the
requirement of the UCITS directive. In consequence, marginal costs may appear.
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Obtaining legal advice from non-affiliated entity is not expected to adversely impact small or
medium sized custodians. Smaller custody organisations would invariably have to have
recourse to external lawyers as they are unlikely to have these capacities in-house. In
consequence, a uniform requirement that stipulates that all legal advice on applicable
insolvency provisions has to be provided by an independent source is expected to level the
playing field between large and smaller custody providers.

In addition, in order to reduce the cost for the industry to have a legal advice from an
independent legal adviser, it should not be prohibiting to mutualise the costs of these advices.
For example, European association or national associations may play an active role in order to
mutualise the costs. These advices may be offered by the association in exchange of the
contribution of their members. According to the market practise the cost of a legal advice will
depend on many different factors such as:

- Jurisdiction for which such advice is being sought (Is there a clear rule of law,
available jurisprudence, etc.). The interest for this jurisdiction will also have in impact
on the costs®,

- Different categories of assets covered by the advice (equities, fixed income
instruments, other types of financial instruments).

- Reputation and credibility of the independent firm providing such legal advice.

Depending on those factors, the estimate cost of such legal advice could range from € 5,000 to
€15,000. So sharing these costs via depositary associations, custodian associations or banking
association will significantly decrease the costs per entity. Another alternative to pool the
legal advice will be to use the ISDA model. The ISDA model in another context has proven to
be a successful way of mutualising the costs, while, at the same time, ensuring a high level of
consistency and quality of the legal opinions made available and updated on a regular basis.

These possibilities will contribute to not increase the costs for industry but also the costs paid
at the end by the investors.

Unlike to receive the advice from non-affiliated party, the option consisting to receive the
advice from an 'in house' legal department of the asset managers, depositaries/third party or to
the parent company of both parties (the 'in-house’ option) should not be considered as
providing enough safeguards to investors. The 'in house' option suffers from the fact that the
advice is provided by a person who is in an employment relationship with the recipient of the
advice or the third party to whom the safe-keeping functions are to be delegated. Pressure to
render a more favourable view than the view objectively merited cannot, in these
circumstances, be entirely excluded. The conflict of interest inherent in relying on an in-house
legal opinion is prone to produce a more biased outcome. This could ultimately result in
investor detriment.

Other parts of the ESMA’s advice which go beyond the list of steps the third party has to take
during the performance of the safe-keeping tasks which have been delegated to it are
disregarded insofar they go beyond the empowerment in Article 26b(e) UCITS. Some parts of

%2 For example, a legal advice on the US could be cheaper as there is more potential client willing to buy this
legal advice rather than in a small country where the investment opportunities are narrows.
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advice are also already covered by the due diligence duties and will be adopted in
implementation of the empowerment in Article 26b(c).

This said other than changes required by legal drafting or consistency sake, we do not deviate
from the ESMA's advice regarding this issue and therefore there is no need for the further
impact assessment.

Table 1: Steps to ensure insolvency protection of UCITS assets - comparison of options — Legal
advice options.

Effectiveness Efficiency
Investor protection | Limiting administrative burden
Option 1: legal advice from a non-affiliated entity ++ +
Option 2:'in house' legal advice - =
Magnitude of impact as compared with the baseline scenario: ++strongly positive; + positive; - - strongly

negative;- negative, *marginal, ? uncertain, n.a. not applicable.
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Annex 7: How problems could evolve with regard to the various issues — Madoff case

In the LUXALPHA case®, the portfolio management was ensured by UBS Third Party M.C
from 08/01/2006 to 11/18/2008. However, this entity has delegated their portfolio
management to an entity named Bernard L, MADOFF Investment Securities LLC (BMIS).
Furthermore, the custodian activity has been ensured by UBS (Luxembourg) SA who has
entirely delegated to Bernard L, MADOFF Investment Securities LLC (BMIS) the custody of
some assets.

The large scale of the Madoff fraud essentially went undetected for a long period because the
depositary responsible for the safekeeping of the fund assets delegated custody over these
assets to the same entity run by Bernard Madoff to which the management of investments was
delegated. This has been reinforced by the fact that the information regarding the delegation
has not been disclosed to investors.

The chart below shows the structure of the delegation structure in the Luxalpha case:

% Source: UBS assignment of proceeds by the fund’s liquidators — 18 December 2009
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Promoteur

UBS AG (Suisse)

UBS SA (Luxembourg)
LUXALPHA «— Auditor
ERNST &
Custodian and : Portfolio Manager i Administrative Distributor
Main Paying | UBS Third Party M.C. ! Agent UBS
Agent I 08/01/2006 — : UBS Fund (Luxembourg)
UBS (Luxembourg) |! 11/18/2008 I Services SA
SA ! i | Luxembourg SA
Luxembourg SA I !

T <

Bernard L. |
MADOFF Bernard L. MADOFF | Portfolio advisor
In\_/e_stm. Investm. Securities LLC | Access Intern.
Securities LLC (BMIS) Adv.LLC
(BMIS) |
_ Contract of 03/18/2004 | (Nv) (0810112004
Sub-custodian | —11/17/2008)
Agreement of |
02/05/2004 |
----- New participant disclosed in the Prospectus

Undisclosed in the Prospectus

In the aim to avoid a large scandal as Madoff, the delegated act must clarify the level 1 to
ensure the depositary or the third party to which the custody has been delegated has
functionally and hierarchically separated the performance of its depositary tasks from its other
potentially conflicting tasks and the potential conflicts of interest are properly identified,
managed and monitored and disclosed to the investors of the UCITS. In addition, the due
diligence duties of depositaries when it selects and appoints a third party located inside or
outside the European should be specified as also the steps that the third party should put in
place to verify that the applicable insolvency laws and jurisprudence recognise the
segregation of the UCITS’ assets from the third party’s own assets and from the assets of the
depositary.

Without any specification, the requirements in the UCITS Directive, would leave discretion to
UCITS management companies, depositaries, third parties and national competent authorities
to determine the necessary steps that shall be taken to ensure that in the event of insolvency of
a third party, assets of a UCITS held by the third party in custody are unavailable for
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distribution among or realisation for the benefit of creditors of the third party. This could
clearly lead to a lack of harmonisation in the application of the provisions of the UCITS V
Directive across the UCITS investment industry on a very sensitive issue.

In the same vein, the same issue appears regarding the due diligence duties of depositaries in
the selection of a third party.

Undoubtedly, uncertainty on the due diligences duties in the selection of a third party and on
the steps considered as being necessary and on the measures to be taken by the depositary and
the third party could lead to a situation where some Member States would adopt stricter rules
than others on these two issues, leading to greater uncertainty for investors of UCITS in the
different Member States who would not know to what extent the assets of the UCITS they
invest in are protected, For instance, a depositary could be considered as failing to meet the
above-mentioned requirements in one Member State and therefore be allowed to safeguard
the assets of a UCITS. This would be particularly problematic in the context of the EU
passport of the UCITS Directive but also to ensure the robustness of the UCITS model.

Consequently, without action a Madoff scenario will still remain possible.
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Annex 8: A practical example outlining the independence requirement between the
depositary and the fund's management company as applicable in the UK

Primary legislation in the UK requires the fund's depositary and its management company to
be independent of each other,® This rule applies to each type of UCITS, i.e. irrespectively of
its chosen legal form.

To note: UCITS may be constituted in accordance with contract law (as common funds
managed by management companies), trust law (as unit trusts), or statute (as investment
companies). In the UK, UCITS may be established as unit trusts (AUTS), investment
companies with variable capital (ICVCs) or authorised contractual schemes (ACS). For
ICVCs, the independence requirements are set out in the OEIC Regulations®™, for ACS they
are contained in section 261D (4) and for AUTS in section 243(4) of the Financial Services
and Markets Act®™%. To take the specifics of each legal fund structure into account, the
requirements are all phrased slightly differently. However, in substance they all mean the
same thing: the UCITS management company and its depositary have to be independent of
each other.

The UK FCA is providing Guidance to further qualify their understanding of the notion of
"independence”. They have identified at least three different kinds of possible links between a
UCITS management company and its depositary: these relate to common directors, cross-
shareholdings and contractual arrangements. In detail:

a) Influence by directors:

In the FCA's view, independence is likely to be lost if, by means of executive power, either
party could control the action of the other one. This means that the board of one party should
not be able to exercise effective control over the other board. Such arrangements could relate
to quorum provisions and reservations of decision-making capacity of certain directors.

The concept of common directors relates to an employee holding simultaneously directorships
on both boards. In addition and due to its corporate structure, the director of an ICVC is
deemed to be dependent if he has a direct or indirect shareholding for investment purposes of
more than 0,5% of the votes at a general meeting of the ICVCs depositary. Any other
relationship with the depositary which exposes the director to a potential conflict of interest
questions his independence even further.

b) Influence by shareholdings:

Independence is likely to be lost if either of the relevant parties could control the actions of
the other one by means of shareholders' votes, The FCA considers this would happen if any

% http://www.legislation.gov.uk/uksi/2001/1228/pdfs/uksi_20011228_en.pdf

% Regulation 15(8)(f) of the OEIC Regulations requires: " The person appointed as the depositary of the company must be
independent of the company and of the persons appointed as directors of the company."

% "The operator and the depositary must be persons who are independent of each other.".

% "The manager and the trustee must be persons who are independent of each other."
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shareholding by one party and their respective associates in the other exceeds 15% of the
voting share capital. However, the FCA is willing to look at cross-shareholdings exceeding
15% on a case-by-case basis to consider if there were exceptional grounds for concluding that
independence was safeguarded by other means.

c¢) Contractual commitments:

The ECA encourages relevant parties to consult it in advance about its view on the
consequences of any intended contractual commitment or relationship which could affect
independence, whether directly or indirectly.

Independence of depositaries and scheme operators

COLL6,9,2G

(1) Regulation 15(8)(f) of the OEIC Regulations (Requirements for authorisation) requires
independence between the depositary, the ICVC and the ICVC's directors, as does section
243(4) of the Act (Authorisation orders) for the trustee and manager of an AUT, and section
261D(4) of the Act (Authorisation orders) for the depositary and authorised fund manager of
an ACS2, COLL 6,93 G to COLL 6,9,5 G give the FCA's view of the meaning of
independence of these relationships, An ICVC, its directors and depositary or a manager and a

trustee of an AUT or an authorised fund manager and depositary of an ACS2 are referred to as
"relevant parties” in this guidance.

(2) There are at least three possible kinds of links between the relevant parties:
(a) directors in common;

(b) cross-shareholdings; and

(c) contractual commitments.

(3) If any of these links exist between the relevant parties, the FCA will have regard to COLL
6,9,3 G to COLL 6,9,5 G in determining whether there is independence.

Independence: influence by directors
COLL6,9,3G

(1) Independence is likely to be lost if, by means of executive power, either relevant party
could control the action of the other.

(2) The board of one relevant party should not be able to exercise effective control of the
board of another relevant party. Arrangements which might indicate this situation include
quorum provisions and reservations of decision-making capacity of certain directors.

(3) For an AUT or ACS2, the FCA would interpret the concept of directors in common to
include any directors of associates of one relevant party who are simultaneously directors of
the other relevant party.

(4) For an ICVC, independence would not be met if:
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(a) a director of the ICVC or any associate of the director is a director, an employee, or
both of the depositary; or

(b) a director of an ICVC:

(1) has a direct or indirect shareholding for investment purposes of more than 0,5% of
the votes at a general meeting or a meeting of holders of the class of share concerned
of the depositary of that ICVC; or

(i) has any other relationship with the depositary which might reasonably be
expected to give rise to a potential conflict of interest.

Independence: influence by shareholding
COLL6,94G

Independence is likely to be lost if either of the relevant parties could control the actions of
the other by means of shareholders' votes. The FCA considers this would happen if any
shareholding by one relevant party and their respective associates in the other exceeds 15% of
the voting share capital, either in a single share class or several share classes. The FCA would
be willing, however, to look at cross-shareholdings exceeding 15% on a case-by-case basis to
consider if there were exceptional grounds for concluding that independence was safeguarded
by other means.

Independence: contractual commitments
COLL6,95G

The FCA would encourage relevant parties to consult it in advance about its view on the
consequences of any intended contractual commitment or relationship which could affect
independence, whether directly or indirectly.
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Annex 9: Comparison of the UCITS Directive and AIFM Directive on Depositary
rules (Eligible Entities and discharge of liabilities)

UCITS Directive

AIFMD

Eligible Entities

Article 23

Article 21,3

The depositary shall be:
a) a national central bank

b) a credit institution
authorised in accordance
with Directive 2013/36/EU;
or

c) another legal entity,
authorised by the competent
authority under the law of
the Member State to carry
out depositary activities
under this Directive, which
is subject to capital
adequacy requirements not
less than the requirements
calculated depending on the
selected approach in
accordance with Article 315
or 317 of Regulation (EU)
No 575/2013 of the
European Parliament and of
the Council (**) and which
has own funds not less than
the amount of initial capital
under Article 28(2) of
Directive 2013/36/EU.

A legal entity as referred to
in point (c) of the first
subparagraph  shall  be
subject  to prudential
regulation and ongoing
supervision and shall satisfy
the following minimum
requirements:

(@it shall  have the
infrastructure necessary
to keep in custody
financial instruments that
can be registered in a
financial instruments
account opened in the
depositary’s books;

(b)it shall establish

The depositary shall be:

(a)a credit institution having
its registered office in the
Union and authorised in
accordance with
Directive 2006/48/EC;

(b)an  investment  firm
having its registered
office in the Union,
subject to capital
adequacy requirements in
accordance with Article
20(1) of Directive
2006/49/EC including
capital requirements for
operational risks and
authorised in accordance
with Directive
2004/39/EC and which
also provides the
ancillary service of safe-
keeping and
administration of
financial instruments for
the account of clients in
accordance with point (1)
of Section B of Annex I
to Directive 2004/39/EC;
such investment firms
shall in any case have
own funds not less than
the amount of initial
capital referred to in
Article 9 of Directive
2006/49/EC; or

(c)another category of
institution  that s
subject to prudential
regulation and ongoing
supervision and which,
on 21 July 2011, falls
within the categories of
institution determined
by Member States to be
eligible to be a
depositary under
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http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RIL&code2=&gruppen=Link:2013/36/EU;Year:2013;Nr:36&comp=
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=VER&code2=&gruppen=Link:575/2013;Nr:575;Year:2013&comp=
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RIL&code2=&gruppen=Link:2013/36/EU;Year:2013;Nr:36&comp=
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RIL&code2=&gruppen=Link:2006/48/EC;Year:2006;Nr:48&comp=
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RIL&code2=&gruppen=Link:2006/49/EC;Year:2006;Nr:49&comp=
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RIL&code2=&gruppen=Link:2004/39/EC;Year:2004;Nr:39&comp=
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RIL&code2=&gruppen=Link:2004/39/EC;Year:2004;Nr:39&comp=
http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=88744&code1=RIL&code2=&gruppen=Link:2006/49/EC;Year:2006;Nr:49&comp=

adequate policies and
procedures sufficient to
ensure compliance of the

entity, including its
managers and
employees, with its
obligations under this
Directive;

(c)it shall have sound
administrative and

accounting  procedures,

internal control
mechanisms,  effective
procedures  for  risk
assessment and effective
control and safeguard
arrangements for
information  processing
systems;

(d)it shall maintain and
operate effective
organisational and
administrative
arrangements with a
view to taking all
reasonable steps
designed to  prevent

conflicts of interest;

(e)it shall arrange for
records to be kept of all
services, activities and
transactions  that it
undertakes, which shall
be sufficient to enable
the competent authority
to fulfil its supervisory
tasks and to perform the
enforcement actions
provided for in this
Directive;

(f)it shall take reasonable
steps to ensure continuity
and regularity in the
performance  of its
depositary functions by
employing  appropriate
and proportionate
systems, resources and
procedures including to

perform its depositary
activities;
(all members of its

Avrticle 23(3) of
Directive 2009/65/EC,

For non-EU AIFs only, and
without prejudice to point
(b) of paragraph 5, the
depositary may also be a
credit institution or any
other entity of the same
nature as the entities
referred to in points (a) and
(b) of the first subparagraph
of this paragraph provided
that the conditions in point
(b) of paragraph 6 are met.
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management body and
senior management,
shall, at all times, be of
sufficiently good repute,

possess sufficient
knowledge, skills and
experience;

(h)its management body
shall possess adequate
collective ~ knowledge,

skills and experience to
be able to understand the
depositary’s  activities,
including the main risks;

(i)each member of its
management body and
senior management shall
act with honesty and
integrity,

3, Member States shall
determine which of the
categories of institutions
referred to in the first
subparagraph of paragraph
2 shall be eligible to be
depositaries,

4, Investment companies or
management companies
acting on behalf of the
UCITS that they manage,
which, before 18 March
2016, appointed as a
depositary an institution
that does not meet the
requirements laid down in
paragraph 2, shall appoint a
depositary that meets those

requirements before 18
March 2018,
Discharge of responsibility | Article 24 Article 21,13
1, Member States shall | The depositary’s liability

ensure that the depositary is
liable to the UCITS and to
the unit-holders of the
UCITS for the loss by the
depositary or a third party
to whom the custody of
financial instruments held
in custody in accordance

shall not be affected by any
delegation referred to in
paragraph 11,

Notwithstanding the first
subparagraph  of  this
paragraph, in case of a
loss of financial
instruments held in
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with point (a) of Article
22(5) has been delegated,

In the case of a loss of a
financial instrument held in
custody, Member States
shall ensure that the
depositary returns a
financial instrument of an
identical type or the
corresponding amount to
the UCITS or the
management company
acting on behalf of the
UCITS without undue
delay, The depositary shall
not be liable if it can prove
that the loss has arisen as a
result of an external event
beyond its  reasonable
control, the consequences
of which would have been
unavoidable  despite all
reasonable efforts to the
contrary,

Member States shall ensure
that the depositary is also
liable to the UCITS, and to
the investors of the UCITS,
for all other losses suffered
by them as a result of the
depositary’s negligent or
intentional failure to
properly fulfil its
obligations pursuant to this
Directive,

2, The liability of the
depositary referred to in
paragraph 1 shall not be
affected by any delegation
as referred to in Article 22a,

3, The liability of the
depositary referred to in
paragraph 1 shall not be
excluded or limited by
agreement,

4, Any agreement that
contravenes paragraph 3
shall be void,

5, Unit-holders in the
UCITS may invoke the
liability of the depositary
directly  or indirectly

custody by a third party
pursuant to paragraph 11,
the depositary may
discharge itself of liability
if it can prove that:

(a)all requirements for the
delegation of its
custody tasks set out in
the second
subparagraph of
paragraph 11 are met;

(b)a  written  contract
between the depositary
and the third party
expressly transfers the
liability of the
depositary to that third
party and makes it
possible for the AIF or
the AIFM acting on
behalf of the AIF to
make a claim against
the third party in
respect of the loss of
financial  instruments
or for the depositary to
make such a claim on
their behalf; and

(c)a  written  contract
between the depositary
and the AIF or the
AIFM acting on behalf
of the AIF, expressly
allows a discharge of
the depositary’s
liability and establishes
the objective reason to
contract such a
discharge.
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through the management
company or the investment
company provided that this
does not lead to a
duplication of redress or to
unequal treatment of the
unit-holders.
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Annex 12: Summary of ESMA public consultation on UCITS advice

This Annex presents relevant excerpts from a longer summary that had been prepared by
ESMA staff.

ESMA received 60 responses to the consultation by the deadline.

e Insolvency protection of UCITS assets when delegating safekeeping:

The most prominent concern relates to the task of the third party set out in paragraph 1(a)(i) of
the draft final advice to make all reasonable efforts, including the receipt of legal advice from
a natural or legal person non-affiliated to the third party, to verify the applicable insolvency
laws and jurisprudence. However, a number of stakeholders objected to the requirement for
independent legal advice, arguing that it would generate additional costs and noting the
difficulties involved in assessing the applicable regimes in third countries. These stakeholders
suggested that it should be possible to rely on internal advice from within the group, or to
leverage on advice that might be available from other sources (e.g. industry associations).

e Requirement that the management company and depository would ‘act independently’

a) Common management / supervision

Most respondents to the consultation agreed with the prohibition on common membership of
the management bodies of the management company /investment company and depositary
and with a tailored approach foreseen for situations in which the management body of the
management company/investment company and depositary is not in charge of the supervisory
functions.

b) cross-shareholding / group inclusion

A large majority of respondents agreed that common management/supervision may jeopardise
the independence of the two entities, a number of them objected to the idea that cross-
shareholdings may as such trigger the same consequence. In contrast, several respondents
(including consumer representatives) were of the view that any of the links (common
management/ supervision or cross-shareholdings) may affect the independence.

The majority of respondents objected to the proposed prohibition on cross-shareholdings for a
number of reason including (i) that it would be disproportionate, (ii) that it went beyond the
Level 1 provisions which refer to the obligation to *‘act independently’ thus implying
functional, not structural independence, (iii) it was likely to increase systemic risk as it would
lead to a concentration of depositary activities and (iv) that it would lead to substantial costs.

On other hand, a number of respondents (including consumer representatives) favoured this
option on the basis that it would ensure the highest standard of investor protection and is the
most straightforward way to address the issue of conflicts of interest.
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Annex 13: Summary of the US rules that would apply if asset managers and
custodians belong to a corporate group or have cross-shareholdings between each
other.

The related person rule

The applicable rule is Rule 206(4)-2 of the 1940 Investment Advisers Act. Rule 206(4)-2 does
not require use of independent custodians. Rather, the rule imposes additional requirements
when client assets are maintained by the adviser itself or by a “related person” instead of an
independent qualified custodian. A “related person” is defined in rule 206(4)-2 as any person,
directly or indirectly controlling the adviser, controlled by the adviser or under common
control with the adviser (group scenario).

The related person must be a “qualified custodian.” This would resemble the EU approach
whereby the depositary (who also provides the custody function) has to be a credit institution
authorised in accordance with Directive 2013/36/EU or a another legal entity, authorised by
the competent authority under the law of the Member State to carry out depositary activities
under the UCITS Directive.

Rule 206(4)-2 considers an investment adviser that is also registered as a broker-dealer whose
clients maintain assets in brokerage accounts as a qualified custodian. The rule also applies
when client assets are maintained with a related person that is a broker-dealer, bank, or futures
commission merchant. The list of eligible custodians is therefore roughly comparable with the
UCITS rules.

Rule 206(4)-2 differentiated between related persons that are "operationally independent” and
those that are not. Firms under common ownership can be operationally independent of each
other. According to the SEC, operational independence presents substantially lower client
custodial risk because misuse of client assets would tend to require collusion among
employees. Employee collusion is less likely when both units do not have common employees
or joint management. According to rule 206(4)-2 an adviser and a related person are presumed
not to be operationally independent unless each of the following conditions is met:

a. Client assets in the custody of the related person are not subject to claims of the
adviser’s creditors;

b. Advisory personnel do not have any access to or possession of client assets, or power
to control dispositions of client assets for the benefit of the adviser or its related
person, or otherwise have the opportunity to misappropriate such client assets;

c. Advisory personnel and personnel of the related person who have access to advisory
client assets are not under common supervision; and

d. Advisory personnel do not hold any position with the related person or share premises
with the related person.

Most relevant for our case: The SEC has stated that it would not consider a related person
operationally independent of the adviser if that person shares any managers with the adviser,
or if the related person has an owner that is actively engaged in the management of the two
firms (2009 Adopting Release at n. 111). The SEC also verifies whether no other
circumstances exist that can reasonably be expected to compromise the operational
independence of the related person, such as whether the management of the adviser and the
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related person could be controlled by persons with close familial relationships such as
spouses, siblings, or parents and adult children (2009 Adopting Release at n.112).

Safeguards on how to deal with related persons that are not operationally independent

If the related person acting as qualified custodian is not “operationally independent” of the
adviser, Rule 206(4)-2 requires that an adviser whose client assets are maintained with a
related person be subject to (1) a surprise examination and (2) obtain an internal control report
from the independent public accountant. The surprise examination must be performed by an
independent public accountant registered with, and subject to regular inspection by, the
PCAOB.

The adviser must obtain or receive, from the related person acting as the qualified custodian,
an annual report of the internal controls relating to the custody of client assets prepared by an
independent public accountant registered with, and subject to regular inspection by, the
PCAOB. The report must contain an opinion of the accountant as to whether controls that
meet the control objectives relating to custodial services, including the safeguarding of funds
and securities held by either the adviser or the related person, are suitably designed, placed in
operation, and are operating effectively. The accountant must also verify that the funds and
securities are reconciled to a custodian other than the adviser or the related person (such as the
Depository Trust Corporation).

If a related person acts as custodian, additional reporting obligations under Form ADV - to be
filled in by financial advisers - apply. When the adviser acts as, or has a related person act as,
the qualified custodian, Form ADV requires the adviser to report its approach in complying
with the custody rule, as well as to identify any custodian that is a related person (Form ADV
Item 9(C) and (D)).

Form ADV also requires advisers that were subject to the surprise examination requirement
during the previous fiscal year or had a pooled investment audited for the previous fiscal year
to identify the independent public accountant that performed the surprise examination or
audited the pool.

In addition, the SEC has defined the notion of " operationally independent™ in their SEC
Adopting Release at No 111: Amended rule 206(4)-2(d)(5) (defining “operationally
independent”). The conditions set out in the rule are: (i) client assets in the custody of the
related person are not subject to claims of the adviser’s creditors; (ii) advisory personnel do
not have custody or possession of, or direct or indirect access to client assets of which the
related person has custody, or the power to control the disposition of such client assets to third
parties for the benefit of the adviser or its related persons, or otherwise have the opportunity
to misappropriate such client assets; (iii) advisory personnel and personnel of the related
person who have access to advisory client assets are not under common supervision; and (iv)
advisory personnel do not hold any position with the related person or share premises with the
related person.
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Annex 14 — Examples of supervision and sanctions powers of national competent
authorities

United Kingdom

Financial Services and Markets Act 2000 (FSMA 2000) and FCA Handbook

FSMA 2000 requires individuals performing controlled functions for a regulated firm to
be approved by the FCA (or, depending on the type of firm, the PRA).

The members of the Board of a regulated firm will have to be approved to carry out
controlled functions and will be subject to the FCA’s Statements of Principle and Code of
Practice for Approved Persons (APER). APER sets out the fundamental obligations of
approved persons and outlines a number of principles applicable to approved persons. The
most relevant appear to be:

Statement of Principle 1
An approved person must act with integrity in carrying out his accountable functions.
Statement of Principle 4

An approved person must deal with the FCA, the PRA and other regulators in an open and
cooperative way and must disclose appropriately any information of which the FCA or
the PRA would reasonably expect notice.

FSMA 2000 attributes powers to the FCA to take Enforcement action against individuals
performing controlled functions and firms: these are outlined, where relevant, in the
responses to the questions below.

What happens if the views of an independent board member are ignored?

When the views of an independent board member are ignored these should be recorded in
the minutes of the board meeting. The dissenting board member would generally require
that his/her dissenting views are documented. Depending on the gravity of the situation,
the FCA would expect the member of the Board whose views are being ignored to
consider informing the FCA of any concerns in compliance with the APER Statement of
Principle 4 which requires approved persons to “disclose appropriately any information of
which the FCA or the PRA would reasonably expect notice”.

Are these views documented?

Yes these views should be documented and the records should be kept by the firm in
accordance with the FCA’s general record-keeping requirements (SYSC 9).

If so, can the FCA demand the board to produce these dissenting opinions issued by
independent members?

The FCA has general information gathering and investigation powers under Part XI of
FSMA 2000. This includes the power to require the provision of information (s.165) or to
require reports from skilled persons (s.166). Under the FCA Principles for Businesses
(PRIN) a firm is required to ““deal with its regulators in an open and cooperative way,
and to disclose to the appropriate regulator (i.e., the FCA) appropriately anything
relating to the firm of which that regulator would reasonably expect notice” (Principle
11). To comply with this Principle, firms are expected to: give representatives or
appointees of the appropriate regulator reasonable access to any records, files, tapes or
computer systems, which are within the firm's possession or control, and provide any
facilities which the representatives or appointees may reasonably request; and produce to
representatives or appointees of the appropriate regulator specified documents, files, tapes,
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computer data or other material in the firm's possession or control as reasonably requested
(see SUP 2.3.3G (2) and (3)).

If so, under what circumstances can the FCA request such documents?
The FCA has the power to request such information and documents as long as they are

required in connection with the performance of its ordinary supervisory function (see
5.165 of FSMA 2000).

What regulatory action can the FCA take once it discovers that the views of an
independent board member, e.g., @ member of the depositary's/custodian’s board on
the inaccurate valuation of funds by the manager, are ignored?

This will depend on the specific circumstances and gravity of the situation. Firms must
comply at all times with the FCA threshold conditions which are minimum standards that
firms need to satisfy to retain their regulatory permissions (COND).

Under the “Suitability’ condition the firm’s business must be managed in such a way as to
ensure that its affairs are conducted in a sound and prudent manner and that those
managing the firm’s business act with probity. If in the specific circumstances the firm, in
the FCA’s view, no longer meets these conditions then action could be taken under s.55J
and s.55L FSMA 2000 to vary or cancel the firm’s permissions (in the most serious cases)
or to impose a requirement on the firm to take, or refrain from taking, a specified action. If
appropriate, the requirement could also be published on the FCA’s register.

What consequence would it have for the entity involved if the FCA discovers that
persistent objections, which prima facie appeared legitimate, were brushed off by the
majority of the board?

1. This will also depend on the gravity of the specific circumstances. If the fact is
considered to be a contravention of a relevant FCA requirement (e.g. one of the
FCA’s Principles for Businesses) the FCA can exercise one or more of the
following powers against the firm:

2. Public censure (publication of a statement to inform the public of such
contravention) (s.205 FSMA 2000)

3. Financial penalties (s.206 FSMA 2000)

4. Suspension or limitations of the permissions to carry out regulated activities
(s.206A FSMA 2000)

Action could also be taken against the directors concerned and in particular:

1. The FCA can withdraw its approval in relation to the performance by the individual of
a controlled function if the individual is no longer considered to be fit and proper (s.63
FSMA 2000)

2. The FCA can exercise disciplinary powers under the individual if (s.66 FSMA 2000):

e The individual has failed to comply with one of the FCA’s Statements of Principle
in APER

e The individual was ‘knowingly concerned’ in the firm’s contravention of an FCA
requirement

3. Inthe cases above the FCA can take the following actions:
e Impose a financial penalty on the individual
e Suspend the individual from the performance of a controlled function
e Impose a limitation on the functions that the individual can perform
e Publish a statement of misconduct
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France \

AMF can obtain information from the detailed mission statement (“"cahiers des charges™)
which the depositary needs to submit upon request. This statement includes information on
the control of the activities and resources that the entity has to put into place. AMF can
request further documents and insights, e.g. in the framework on on-site inspections.

AMF has also the power to control the relevant entity on its own initiative. AMF continuously
monitors the orderly functioning of the companies concerned and controls and sanctions
should this not be the case.

The information received by the AMF can originate from different channels, including board
members availing themselves of the whistleblowing procedure that will be introduced in the
French code monétaire et financier or/and the General Regulation with the transposition of
UCITS V. As a reaction to this information, the AMF can launch a strengthened monitoring
process and, if there is any risk posed for investors organise on-site inspections on an
emergency basis and pronounce sanctions.

The Enforcement Committee may issue sanctions against:

o professionals under AMF supervision if they breach their professional obligations
under the law, regulations and professional rules approved by the AMF

« individuals acting under the authority or on behalf of these professionals

« any person that commits market abuse, including insider dealing, price manipulation
or dissemination of false information, or any other breach that could impair investor
protection or interfere with orderly markets.

The applicable sanctions vary depending on the type of respondent and offence:

Person sanctioned Type of breach Disciplinary sanction Fine (*)
Professional under AMF | Individual acting under the | Warning, reprimand, | Up to €100 million or ten
supervision, such as an | authority or on behalf of a | temporary or permanent ban | times any profit earned
investment services provider | professional on providing some or all
or management company services
Individual acting under the | Failure to meet professional | Warning, reprimand, | Up to €300,000 or five times
authority or on behalf of a | obligations temporary, suspension or | any profit earned
professional withdrawal of professional

licence, temporary or

permanent ban on

conducting some or all

businesses.
Individual acting under the | Market abuse Warning, reprimand, | Up to €15 million or ten
authority or on behalf of a temporary, suspension or | times any profit earned
professional withdrawal of professional

licence, temporary or

permanent ban on

conducting some or all

businesses.
Other persons (issuers and | Market abuse N/A Up to €100 million or ten
their executives, auditors, times any profit earned
others)

(*) For breaches committed on or after 24/10/2010 (cf. Act 2010-1249 of 22 October 2011)
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Luxembourg

Article 147 of the law of 17 December 2010 on undertakings for collective investment,
provides for the following:

"(1) For the purposes of application of this Law, the CSSF is granted all supervisory and
investigative powers that are necessary for the exercise of their functions.

(2) The powers of the CSSF shall include the right to:
a) access any document in any form and receive a copy thereof;

b) require any person to provide information and, if necessary, to summon and question
any person with a view to obtaining information;

c) carry out on-site inspections or investigations, by itself or by its delegates, of persons
subject to its supervision under this Law;

d) require communication of the telephone exchanges and existing data;

e) require the cessation of any practice that is contrary to the provisions adopted in
implementation of this Law;

f) request the freezing or the sequestration of assets by the president of the District Court
of and in Luxembourg acting on request;

g) pronounce the temporary prohibition of exercising professional activities against the
persons subject to its prudential supervision, as well as the members of administrative,
governing and management bodies, employees and agents linked to these persons;

h) require authorised investment companies, management companies or depositaries to
provide information;

i) adopt any type of measure to ensure that investment companies, management
companies or depositaries continue to comply with the requirements of this Law;

j) require the suspension of the issue, repurchase or redemption of units in the interest of
the unitholders or of the public;

k) withdraw the authorisation granted to an undertaking for collective investment ("
UCI™), a management company or a depositary;

I) transmit information to the Public Prosecutor for criminal proceedings; and

m) instruct réviseur d’entreprises agréé (approved statutory auditor)s or experts to carry
out verifications or investigations."

Germany

According to § 5 par. 6 of the German Capital Investment Act (Kapitalanlagegesetzbuch -
KAGB), the supervisory authority (BaFin) has comprehensive investigation and intervention
pOWers:

"The Bundesanstalt shall carry out the supervision of compliance with the prohibitions and
requirements stipulated by this Act and by regulation based on this Act and is empowered to
issue all orders which are necessary and appropriate to enforce them. Furthermore, the
Bundesanstalt shall have the power to issue all orders in the course of supervision which are
necessary and appropriate to ensure compliance with the fund rules or the funds' articles of
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association. To the extent that evidence exists that this is necessary for the supervision of a
prohibition or requirement pursuant to this Act, the BaFin may in particular:

1. obtain information and request the submission of documents and the surrender of
copies from any person, summon and question any person and

2. request existing telephone and data traffic records...”

Based on this empowerment, BaFin may request the minutes of meetings of the supervisory
board from a fund management company or a fund depository if there is any hint of a breach
of law or non-compliance with the fund rules. If a member of the supervisory board expresses
concerns in this regard, BaFin will have to further investigate whether these concerns are
based on facts. If it comes to the conclusion that there is any breach of law or non-compliance
with the fund rules, it will issue the orders necessary to remove the breach and avoid further
breaches.

In this context, please also note § 18 par. 4 KAGB which stipulates that *The personality and
expertise of the members of the supervisory board or of an advisory board shall be such as to
guarantee the protection of the investors' interests.

If BaFin discovers that a majority of board members constantly ignore legitimate concerns of
one or two members, it may take the view that all or some of the majority members of the
board are no longer suitable for their position, and an order their dismissal. If repeatedly
ignored concerns are based on facts that are also known to the company's executive board or
some of its employees, BaFin may consider the company's risk control system to be
inefficient, and issue orders to improve it.

Italy

The CONSOB and the Banca d’ltalia, pursuant to the powers attributed to them, whenever
deem it necessary for carrying out the investigations, require the transmission of documents,
such as the bylaws on how the board operates and board minutes.

Then, CONSOB and Banca d’ltalia can activate further powers (among other: sanctions,
convening the governing body, members, directors and auditors for interviews and enquiries).
The intervention powers depend on the seriousness of the potential infringement or
irregularity.

Article 13 of Legislative Decree no. 58 of 24 February 1998

Experience, integrity and independence requirements for corporate officers138

1. Persons performing administrative, management and supervisory functions in Italian
investment companies, asset management companies or SICAVs and SICAFs shall
fulfil the experience, integrity and independence requirements established by the
Minister of the Economy and Finance in a regulation adopted after consulting the
Bank of Italy and Consob139.

2. Failure to fulfil the requirements shall result in disqualification from office. The
disqualification shall be declared by the board of directors, the supervisory board or
the management board within thirty days of the appointment or of it becoming aware
of the failure.

3. In the event of inaction by the board of directors the disqualification shall be declared
by the Bank of Italy or Consob.
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3bis. In the event of failure to fulfil the independence requirements established by the
Civil Code or the Articles of Association, subsections 2 and 3 shall apply.141

4. The regulation referred to in subsection 1 shall establish the grounds for temporary
suspension from office and its duration. The suspension shall be declared in the
manner established in subsections 2 and 3.

Ireland |

The Central Bank operates an intrusive and directive risk-based supervisory regime (called
PRISM) which focusses resources on regulated entities based on their 'impact’ which is a
concept calibrated to the damage firms can do when they fail. For the Market Supervision
Directorate, depositories constitute the population of firms with the highest impact ratings.

Under PRISM, there are predetermined engagement cycles where firms with certain impact
ratings (medium-low, medium-high and high) are subject to full risk assessments on a
periodic basis where the frequency is based on their impact.

Governance is a risk area which the Central Bank has focussed a lot of attention. Under
PRISM, the Central Bank has instructed fund service providers to have independent
directors. This is done by issuing Risk Mitigations Plans to depositories that do not have
independent directors on their board.

Also, as part of our Governance assessments, board minutes are requested as part of full risk
assessments and reviewed to ensure that there is a sufficient level of challenge
demonstrated. These changes have taken place without the need for our UCITS regime to
require that at least one-third of a board or two members be independent. That said, there is,
in fact, an industry corporate governance code covering both depositaries and UCITS
management companies which requires that they have one independent board member.

As a matter of course independent board members will bring matters of concern to the Central
Bank’s attention. Directors require approval from the Central Bank before being appointed
on a new board and independent directors are very aware of the importance of protecting their
professional reputation.

It is also worth noting that our key concern and focus when assessing depositaries and their
related management companies is the reporting lines which are in place for both entities and
these must be sufficiently robust to ensure independence. And we have issued Risk
Mitigation Plans in some instances where we consider that independence between the two
firms could be compromised.
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Annex 15 — Other impacts of Options 2.2 and 2.3
Others impacts (competition, market structure, financial stability)

Impact on international competitiveness

Option 2.3 is in line with IOSCO principles on the custody of collective investment schemes.
Principle 4 of I0SCO principles requires that “the custodian should be functionally
independent from the responsible entity”. IOSCO does not require the absence of cross-
shareholdings or excluding membership of a single group. Therefore, Option 2.3 is aligned to
prevailing international standards; a fact which avoids making the EU asset management or
depositary sectors less competitive on an international plane.

Europe's main competitor in the area of asset management, the United States, also does not
require structural separation between an asset management company and a depositary. The
US notion of a "related person™ that is not operationally independent of the adviser in the US
rules mirrors Option 2.3 approach considering that the decisive criteria that puts into doubt
independent behaviour is not "common ownership” but "operational independence”. This
independence is lost once the advisor and the custodian have the above links and, in
particular, share common management.

In addition, once a "related person” is not operationally independent, a series of safeguards
and independent verifications have to be put in place. It is difficult to assess whether being
subject to surprise visits and internal control reports is more or less onerous than the proposed
approach in Option 2.3 to institute a quorum of independent board members. The additional
controls required by Rule 206(4)-2 do seem rather strict, so a case could be made that Option
2.3 approach might prove less onerous and/or costly.

On the contrary, Option 2.2 will diminish the competitiveness of the European Union
compare to the United States, as the United States does not have such strict rule on the
structural separation.

Impact on competition and market structure

Option 2.2 will entail a large scale restructuring of custodial assets in most Members States
(at least € 2.5 trillion or 32% of EU domiciled UCITS assets may be affected®®) without,
however, entailing an immediate improvement of competition in the European depositary
markets and without ensuring sufficient proportionality. This is because a reshuffling of
assets, due to the above mentioned economies of scale and scope required in operating
custody networks, would most likely involve existing suppliers; it is unlikely that the
reshuffling will lead to significant new entry.

More widely, this option will entail a large scale restructuring of depositary business as in
average 56% of EU based asset managers use “group” depositary. This percentage is close to
100% for small asset managers that have a banking company as an affiliate company or part
of the group.

% See Table 6 in Annex 5.
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This conclusion is borne out by the fact that asset managers that do not belong to a banking
group tend to place their assets in custody with the biggest providers, such as JP Morgan,
Bank of New York Mellon, Sate Street, CACEIS or BNP Paribas Securities Services. As
mentioned in section 1.4, BlackRock manages approximately € 220 bn of UCITS assets in
Europe and custody is spread across three of the major providers: JP Morgan (€ 62 bn), Bank
of New-York Mellon (€ 146 bn) and State Street (€ 12 bn). Aberdeen entrusts custody to
either BNP Paribas or State Street.

As evidenced by the sheer size of the big five depositaries, it is reasonable to expect that most
of the custody flows would be directed to the larger suppliers in this market which can offer
attractive price and a global network. This movement already triggered 10 years ago.

In addition, as mentioned above, economies of scale are a hallmark of the modern (mostly
electronic) depositary business. Indeed, most management/investment company have, already
in the past, favored the biggest depository service providers, essentially because they offer
economies of scale and a global network of custodians. For example, it is significant to note
that only the "top nine" depositaries listed in Annex 5 have a territorial coverage ranging from
3 to 9 Member States all other operators are confined to the territory of one, at maximum, two
Member States. It can thus be anticipated with a reasonable level of confidence that the
restructuring of custodial assets that will be required under Option 2.2 will result in net
inflows toward the biggest custodians with the widest geographic coverage. This analysis
mirrors the conclusions in the ECB's Occasional Paper No 68 which states:

"Single-market custodians (custodians that are only active in a single jurisdiction) share the
specific challenge of competing with multi-direct custodians on both service and cost, but
with significantly less economies of scale or scope. Banking mergers may help some single-
market custodians acquire scale."%°

In addition, on account of the economies of scale that result from their larger scale of
operations and global network, bigger suppliers are in a position to offer more attractive
custody rates. It is therefore not unreasonable to expect that smaller depositories, that
currently generate economies of scale by means of a high percentage of in-group assets,
would lose some or all of these economies of scale and would be unable to represent a viable
alternative to the bigger custody providers.

While it might be conceivable that smaller players (with currently large percentages of in-
house assets) would set up independent entities to provide depositary services, however, these
new entities are expected to have a slim chance of staying on the market because it could be
difficult for them to respect high strict quality standard™® of the service and facing in the
same time to the price pressure initiate by the big players.

In addition, the current tendency of large depositaries to delegate custody (in other group)
among themselves is expected to change because of the stricter rules on delegation and on
reuse of assets imposed by UCITS V.

% ECB Occasional Paper No 68, p. 38.

100 5ee Annex 9
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Table 6 in Annex 5 demonstrates that only some depositaries with assets from the “group”
management/investment company could reasonably expect to maintain economies of scale
subsequent to the reallocation of assets required under Option 2.2 as their in-house business
is in average less than 32% of their overall custody.

This demonstrates that, without the possibility of using synergies from an in-group business
model the smaller depositories might not be able to have a chance to face the competition in
the UCITS’ depositary business'™ and could be forced to shut down. For these reasons a
reshuffling of assets is likely to foster the above stated concentration of assets among the
existing "top five" depositaries (State Street, J> Morgan, Bank of New-York Mellon, CACEIS
and BNP Paribas Securities Services) thus increasing the level of concentration in the
depositary markets and leading to further concentration.

Option 2.3 poses less risk of an increased asset flow to the big providers. On the contrary, the
fact that at least 32%'% of UCITS assets could remain in custody within a single group
appears as a safeguard that also smaller in-house custodians will remain in the custody
business even if that is predominantly safekeeping assets on behalf of their group companies.

Option 2.3 has less cost consequences on the market structure while it still ensures the
robustness of the independence requirement established in the UCITS Directive by providing
a set of behavioural criteria to ensure that a depositary and the management/investment
company preserve the interest of UCITS and investors of the UCITS and acting independently
while carrying out their respective functions is only one of those criteria.

Option 2.3 will not entail the need for a large-scale reallocation of assets or significant costs
for asset managers or depositories. Costs associated with this option are essentially linked to
annual cost of salaries that have to be paid to the required quorum of independent board
members.

In addition, members of the management body may be faced to a situation of conflict of
interests without having a cross shareholding link or be part of the same group. This situation
may arise when the members of the management body have a contractual or affiliate link.
Option 2.3 has the merit to cover also these situations by providing a set of behavioral criteria
but also by requiring independent members that have no material or personal affiliation with
the other entity; this will ensures the robustness of the independence.

Systemic impacts

Another relevant consideration is the avoidance of exposure to a single financial counterparty.
Option 2.2 would indeed offer one potential way to limit the exposure to a financial
counterparty because the custody operations would be "ring-fenced” and therefore separated
from the asset management operations.

On the other hand, diversification of services can also contribute to a financial counterparty's
stability and liquidity. It might be safer for investors to have exposure to a larger and

101 However as there is no empowerment in AIFMD requiring the AIF depositary to act independently, small players could

not loose entirely their depositary business and keep this business for AlFs.

102 5ee table 6 in Annex 5.
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diversified financial counterparty than to a specialist operation that only provides custody. In
addition, the overall tendency is that specialist custodians need increasing scale to operate
profitably.

However, the operational failure or bankruptcy of a large depositary/custodian could
negatively impact the functioning of financial markets as a whole, especially if the failing
entity impedes the ability of other institutions to meet their obligations.

Systemic impacts may arise when one institution’s inability to meet its obligation makes other
institutions unable to meet their obligations, resulting in significant liquidity and credit
bottlenecks that are prone to undermine confidence in the markets. Such scenarios, usually
referred to as contagion, knock-on or domino effect, could arise if a custodian that exceeds a
certain size were to fail.

The risks that could result from the failure for a systemically relevant custodian fall into three
general categories: operational, financial and legal.

For example, the operational failure of a large custodian could lead to failures in data
processing and could stop a depositary from processing a UCITS’ instructions to, say, make
cash payments and receive or deliver investment securities. Should a depositary be unable to
pay cash due to operational problems, UCITS could experience liquidity bottlenecks. The
inability of a UCITS custodian to execute deliveries and receipts of securities could likewise
impact the liquidity of a UCITS fund.

Likewise, an inability to make payments for securities transactions due to a depositary's
financial failure or instability could, like operational problems that prevent the processing of
payments, cause liquidity bottlenecks for a UCITS fund. The systemic impact of the financial
failure of a depositary or custodian depends on its size and the overall value of its payment
obligations.

In light of the above, a further consolidation of the depositary and, in particular, custody
markets that might result from Option 2.2 is prone to increase risks to financial market
stability, in particular systemic risk linked to a potential operational or financial failure of one
of the emerging top 5 custodians.

The more heterogeneous and diversified depositary market that might result from Option 2.3
would contribute to the avoidance of some of the above described negative repercussions
associated with the failure of a systemically relevant custodian.
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