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OPINION

Asset segregation and application of depositary delegation rules to CSDs

1

Legal basis

1.

ESMA'’s competence to deliver an opinion to the institutions is based on Article 34 of
Regulation (EC) No 1095/2010 (the ‘Regulation’). In accordance with Article 44(1) of
the Regulation the Board of Supervisors has adopted this opinion.

In this opinion to the European Parliament, the Council and the Commission (“‘EU
institutions”), ESMA sets out its view on:

a) the optimal approach to asset segregation under the framework of both
Directive 2011/61/EU (“AIFMD”) and Directive 2009/65/EC (“UCITS Directive”),
and

b) how the depositary delegation rules should apply to central securities
depositaries (CSDs).

2 Background

3. On 1 December 2014, ESMA issued a consultation paper (CP) on Guidelines on asset

segregation under the AIFMD" which set out ESMA’s proposals for possible guidelines
regarding the asset segregation requirements in case of delegation of safe-keeping
duties by the appointed depositary of an AlF. Indeed, questions arose in relation to the
practical application of the required segregation at the level of the delegated third party
(or sub-delegate):.

The maijority of respondents to this consultation strongly objected to both options on
which ESMA consulted and expressed a preference for some of the options which were
mentioned in the cost-benefit analysis accompanying the proposal. Those respondents
set out a number of supporting arguments, including the operational challenges that

" Available at https://www.esma.europa.eu/sites/default/files/library/2015/11/2014-1326 _cp_-

quidelines on_aifmd_asset segregation.pdf.

2 According to the AIFMD, when the safe-keeping duties are delegated to a third party, the asset segregation requirements under
Article 21(11)(d) of the AIFMD and Article 99(1)(a) of the Level 2 Regulation apply at the level of the third party. As regards the
segregation of assets in case of further delegation, Level 1 imposes the same requirements. However, different interpretations
were followed in relation to the practical application of the aforementioned requirements under the AIFMD and the Level 2
Regulation.
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would be faced in the custody chain should any of the two proposed options be
retained. Various other respondents expressed support for either of the two options on
which ESMA consulted.

5. ESMA looked further into the compatibility with the AIFMD legal framework of the
various options which were mentioned in the CP and considered that — with the UCITS
V Directive having come into force — the issues at stake are not only relevant under the
AIFMD.

6. In this context, ESMA made an in-depth review of the relevant documentation:. Based
on this review, ESMA identified a number of assertions about the challenges and costs
arising from the current EU framework on asset segregation which were mentioned by
stakeholders and, on 15 July 2016, launched a second consultation — through a call for
evidence (CfE) — in order to gather further input*.

7. Inits CfE ESMA also sought stakeholders’ views on a discrete (but related) issue which
relates to any need to provide additional guidance on the notion of custody services
and any residual uncertainty on how the depositary delegation rules should apply to
CSDs.

8. A summary of the responses to the CfE is included in the feedback statement under
Annex | of the present opinion.

9. Inthe context of its second consultation, ESMA also organised a roundtable on 20 July
2016 to gather views on the topics analysed in the CfE. This roundtable was attended
by consumer representatives, asset managers, depositaries, CSDs, prime brokers,
collateral managers, T2S and insolvency law experts as well as representatives from
national competent authorities. Given the relevance of insolvency-related aspects to
the asset segregation requirements, a second roundtable was held on 14 September
2016 gathering insolvency experts and representatives from national competent
authorities to discuss the insolvency-related aspects of the CfE. A summary of this
second roundtable (“Insolvency Roundtable”) may be found under Annex Il.

10. The following policy objective has driven ESMA’s work while developing the part of the
present opinion relating to asset segregation matters (Section 3.1 below).

Policy objective

11. The policy goal is to provide an EU framework with strong client asset protection,
especially in insolvency, for the safe-keeping of assets which are, in accordance with

3 This included not only the responses to the CP, but also, inter alia, a number of responses to the recent Commission Call for
evidence on the EU regulatory framework for financial services (available at
http://ec.europa.eu/finance/consultations/2015/financial-requlatory-framework-review/index_en.htm) which touched upon the
asset segregation issue.

4 The call for evidence (ESMA/2016/1137) is available at https:/www.esma.europa.eu/sites/default/files/library/2016-
1137 call for evidence asset segregation.pdf.
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both UCITS and AIFM Directives, required to be held in custody. Insolvency and
property law are different in all EU jurisdictions. A given type of segregation model
intended to provide strong protection in jurisdiction X may in fact offer more, less or no
change in protection if imposed on jurisdiction Y or Z.

12. Therefore, in addressing the EU institutions on the optimal approach to asset
segregation of financial instruments under the AIFMD and UCITS Directive, ESMA
suggests defining a regime which ensures:

a) assets are clearly identifiable as belonging to the AIF/UCITS, consistent with any
reuse (where this is permitted by the applicable legislation), and

b) investors receive adequately robust protection by avoiding the ownership of the
assets being called into question in case of the insolvency of any of the entities in
the custody chain.

13. Considering the above policy goal, and on the basis of the feedback received through
the consultations it carried out, ESMA came to the conclusion that only minimum EU-
wide segregation requirements should be prescribed, leaving room for stricter
requirements or different account structures if national (ownership, insolvency, tax or
fiscal) laws in specific Member States make them necessary.

3 Opinion

14. The present opinion sets out suggestions to the EU institutions for possible
clarifications of the legislative provisions under the AIFMD and UCITS Directive relating
to the asset segregation requirements and the application of depositary delegation
rules to CSDs (see sections 3.1.3 and 3.2.4 below). To put these suggestions into
context, each of the aforementioned topics is introduced by specific references to the
current legislative framework (see sections 3.1.1 and 3.2.1) and the main arguments
brought forward by stakeholders — including respondents to the CfE and participants to
the Insolvency Roundtable — are summarised (see sections 3.1.2 and 3.2.2).

3.1 Asset segregation

3.1.1 Introduction

15. The below is intended to summarise the current provisions on asset segregation under
the AIFMD and UCITS Directive. In doing so, the AIFMD provisions are analysed first
(section 3.1.1.1) and they are then compared against the provisions of the UCITS
Directive.

% For the detailed feedback to the CfE, see Annex | which includes a summary of the responses to the CfE.
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3.1.1.1 The legal framework on asset segregation under the AIFMD

16. As a general rule, at the level of the depositary the assets have to be safe-kept on an

17.

AIF-by-AlF basis (or on a compartment-by-compartment segregation for AlFs with
multiple compartments), which constitutes the maximum level of segregation and
allows for prompt identification of the assets belonging to each AIF. This principle, with
respect to the financial instruments that can be held in custody and can be registered
in a financial instruments account, is set forth by Article 21(8)(a)(ii) of the AIFMD,
according to which the financial instruments “[...] are registered in the depositary’s
books within segregated accounts in accordance with the principles set out in Article
16 of Directive 2006/73/EC, opened in the name of the AlF or the AIFM acting on behalf
of the AIF [...]".

The safekeeping obligations laid down in Article 21(8)(a) AIFMD are further specified
in Article 89(1) of Delegated Regulation 231/2013 (“AIFMR?”), which sets forth a number
of minimum conditions that the depositary shall respect. In summary, the depositary
shall ensure that:

a) the financial instruments are properly registered according to Article 21(8)(a)(ii)
AIFMD;

b) records and segregated accounts are maintained in a way that ensures their
accuracy;

c) reconciliations are conducted on a regular basis between the depositary’s
internal accounts and records and those of any third party to whom custody
functions are delegated;

d) due care is exercised towards the financial instruments held in custody to
ensure a high standard of investor protection;

e) all the relevant custody risk throughout the custody chain are assessed and
monitored, ensuring a flow of information on material risks;

f) adequate organizational arrangements are put in place to minimize the risk of
loss or diminution of financial instruments or the relevant rights attached to
them;

g) the AlF’s ownership right (or that of the AIFM acting on its behalf) is verified.

18. The depositary in principle constitutes the first level of the custody chain. However, the

depositary may delegate to third parties its custody function pursuant to Article 21(11)
AIFMD (second level of the custody chain). This provision outlines the various
conditions that shall be fulfilled for the delegation, some of which are directly relevant
for the topic discussed in the present Opinion. In particular, the depositary must ensure
that the third party “segregates the assets of the depositary’s clients from its own assets
and from the assets of the depositary in such a way that they can be clearly identified
as belonging to clients of a particular depositary” (Article 21(11)(d)(iii) of the AIFMD);
furthermore, the depositary shall ensure that the third party “complies with the general
obligations and prohibitions set out in paragraphs 8 and 10” of Art. 21 AIFMD (Art.
21(11)(d)(v) AIFMD).
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19. The delegation of custody functions is further specified in Article 89(2) AIFMR,

20.

21.

22.

23.

according to which the depositary remains subject to the requirements of points (b) to
(e) of Article 89(1) AIFMR and it shall ensure that the third party complies with the
requirements of points (b) to (g) of Article 89(1) AIFMR (for all these points see the
summary in paragraph 17 above) and with Article 99 AIFMR.

Article 99(1) AIFMR further specifies the segregation obligations in case of (full or
partial) delegation, providing that the depositary ensures that the third party acts in
accordance with Article 21(11)(d)(iii) AIFMD (see above) by verifying that the third
party, in summary:

a) keeps records and accounts that enable at any time and without delay to
distinguish assets of the depositary’s AlF’s 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;

b) maintains records and accounts in a way that ensures their accuracy;

c) conducts, on a regular basis, reconciliations between its internal accounts and
records and those of the third party to whom it has delegated safekeeping
functions;

d) sets up adequate organizational arrangements to minimize the risk of loss or
diminution of financial instruments or the relevant rights attached to them.

The requirements above constitute the protection standard that must be consistently
followed by the depositary and the third party. However, the AIFMR takes into account
circumstances in which the standard provided by Art. 99(1) AIFMR may not be
sufficient. Article 99(2) AIFMR states that the monitoring of the third party’s compliance
with the segregation obligations shall ensure that the financial instruments under
custody are protected from any insolvency of the third party. In case, according to the
applicable law (including property and insolvency law), the requirements set forth in
Article 99(1) AIFMR are not sufficient to achieve such protection, the depositary shall
assess which additional arrangements are to be taken to minimize the risk of loss and
maintain adequate standards of investor protection.

Finally, recital 40 of the AIFMD states that the third party delegate should be able to
maintain a common segregated account for multiple AlFs, a so-called ‘omnibus
account’.

For completeness, after clarifying the segregation obligation of the first and second
level of the custody chain, the legal framework also foresees the case of sub-delegation
down to further levels of the custody chain (third level and following) (Article 21(11)
penultimate paragraph AIFMD and Article 99(3) AIFMR).The provisions state that the
rules on asset segregation apply “mutatis mutandis” in case of sub-delegation.
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3.1.1.2 A comparison between AIFMD and UCITS V provisions on asset segregation

24. Most of the rules on asset segregation provided for by the UCITS Directive and

25.

26.

27.

28.

Delegated Regulation 2016/438 (“UCITS V Regulation”) are essentially equivalent
(although the wording is not always the same) to those set forth by the AIFMD and
AIFMR. Please refer to Annex Il for details.

It is worth pointing out that UCITS V Regulation, in contrast to AIFMR, details the steps
that must be taken by the depositary and the delegated party which is located in a third
country to protect UCITS assets from the insolvency of that delegate. As stated in
recital 19 of the UCITS V Regulation, the depositary has to “understand the insolvency
law of the third country where a third party is located and ensure the enforceability of
their contractual relation”. This is done, inter alia, by way of a legal opinion confirming
that the applicable insolvency law recognizes the “segregation of the assets of the
depositary’s UCITS clients from its own assets and from the assets of its other clients,
from the assets held for the depositary’s own account and from the assets held for
clients of the depositary which are not UCITS”.

Moreover, under Article 98 (2) of the AIFMR, a depositary for an AlF is to “exercise all
due skill, care and diligence to ensure that entrusting financial instruments to this third
party provides an adequate standard of protection” and under letter a) to “assess the
regulatory and legal framework, including country risk, custody risk and the
enforceability of the third party’s contracts. That assessment shall in particular enable
the depositary to determine the potential implication of an insolvency of the third
party for the assets and rights of the AIF. If a depositary becomes aware that the
segregation of assets is not sufficient to ensure protection from insolvency because of
the law of the country where the third party is located, it shall immediately inform the
AIFM.”

In a similar way, Article 15 (2) a) of the UCITS Regulation requires the depositary to
“assess the regulatory and legal framework, including country risk, custody risk and
the enforceability of the contract entered into with that third party. That assessment
shall in particular enable the depositary to determine the implications of a potential
insolvency of the third party for the assets and rights of the UCITS.”

For UCITS and in relation to a third party located in a third country, to whom custody
functions are to be or have been delegated, Article 17 (2) a) and b) of the UCITS
Regulation specifies further, that legal advice has to be obtained from independent
advisors on applicable insolvency laws and their recognition of segregated assets and
their unavailability for distribution among creditors of an insolvent entity within the
custody chain.
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29. Other existing requirements prescribe the maintenance of accurate books and records

30.

31.

3.1.2

32.

and regular reconciliations between the depositary’s and the delegate’s internal
accounts as well as organisational and technical structures, which allow for both.¢

In addition to the provisions which directly refer to asset segregation described above,
it should be pointed out that the AIFMD and UCITS Directive contain different rules on
the possibility for the depositary to reuse the assets. In particular, according to Article
21(10) of the AIFMD “The assets referred to in paragraph 8 shall not be reused by the
depositary without the prior consent of the AlF or the AIFM acting on behalf of the AIF".
The regime for UCITS assets is different: pursuant to Article 22(7) of the UCITS V
Directive, “The assets held in custody by the depositary shall not be reused by the
depositary, or by any third party to which the custody function has been delegated, for
their own account.[...]The assets held in custody by the depositary are allowed to be
reused only where:

a) the reuse of assets is executed for the account of the UCITS;

b) the depositary is carrying out the instructions of the management company on
behalf of the UCITS;

c) the reuse is for the benefit of the UCITS and in the interest of the unit holders;
and

d) the transaction is covered by high-quality and liquid collateral received by the
UCITS under a title transfer arrangement.”

It is worth recalling the above rules, in particular to the extent that the ban on the reuse
of the UCITS assets for the depositary account should be ensured throughout the chain
as it is part of the depositary’s due diligence requirements. Indeed, Article 15(3) of the
UCITS V Regulation 2 explicitly foresees that “A depositary shall exercise all due skill,
care and diligence in the periodic review and ongoing monitoring to ensure that the
third party continues to comply with the criteria provided for in paragraph 2 and the
conditions set out in points (a) to (e) of paragraph 3 of Article 22a of Directive
2009/65/EC, and shall at least: [...] (d) monitor compliance with the prohibition laid
down in paragraph 7 of Article 22 of Directive 2009/65/EC”.

Arguments against overly prescriptive asset segregation requirements

The following arguments made by respondents during the consultation process support
stakeholders’ view that imposing segregation requirements as envisaged under option
1 of the CP or any other overly prescriptive asset segregation regime is, while
technically and operationally possible, not the determining factor in delivering the policy
objective.

8 For further details please refer to Articles 98 (2) and 99 (1) b) and c) of the AIFMR or Article 16 (1) b) and ¢) of the UCITS V
Regulation.
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33.

34.

35.

36.

37.

38.

Investor protection in the event of insolvency

The feedback gathered through the various consultations (including at the Insolvency
Roundtable) revealed that the account structure described for the level of the delegate
under option 1 in the CP and CfE does not necessarily provide additional insolvency
protections for clients, which is one of the main objectives of the asset segregation
requirements.

The feedback received indicates that prescribing a specific model of asset segregation
does not necessarily increase investor protection in the event of insolvency. This aim
can be achieved by a number of measures used alongside either individually
segregated accounts or omnibus accounts.

This can be attributed to differences in securities holding systems, national laws on
ownership rights or title to securities and the preconditions to their recognition or
protection in the case of an insolvency of any party in the custody chain. These parties
within the custody chain are subject to national and not harmonised EU laws in relation
to insolvency.

The majority of respondents to the consultations and roundtables stressed that, in order
to determine to what extent account segregation achieves investor protection, it is
necessary to look at (1) securities (property) laws, in order to identify the kinds of rights
and access (property, beneficial interests etc.) that are attached to the accounts; (2)
the structuring and oversight of the sub-custodian network; and (3) the national
insolvency regimes that will apply in the event of insolvency of the securities account
provider at a given level of the custody chain. However, such regimes are not
harmonised and may provide for different models of segregation. These differences
make it difficult and undesirable to specify a “segregation model” that would fit every
Member State. Such difficulties are further exacerbated when one considers the global
nature of custody operations. Respondents also cited the current legislative framework,
in particular MIFID and AIFMD, which acknowledge different national models for
holding securities.

Requirements on segregation under both the AIFMD and the UCITS legal framework
are under existing provisions accompanied by specific due diligence requirements to
be conducted by the depositary, when selecting and appointing a delegated third party,
which aim to provide investors with an adequately robust level of protection by avoiding
the ownership of the assets being called into question in case of an insolvency of any
entity in a custody chain.

Most respondents stated there are no material differences between omnibus accounts
and individually segregated accounts in the return of assets in a scenario of potential
insolvency or insolvency. Instead, a number of factors are responsible to determining
the timing in the return of assets in the event of insolvency including: the operation of
insolvency law within the relevant jurisdiction, the accuracy and traceability of securities
records, the scale and complexity of the sub-custodian business, problems involved in

8
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39.

40.

41.

42.

43.

reconciliation process such as the existence of security interest or other contracts to
which the assets may be subject and the factors leading to the appointment of an
insolvency practitioner. Accordingly, there is no single factor, common to all
jurisdictions where sub-custodians have been appointed, which guarantees protection
of client assets in the event of insolvency.

Respondents noted that, in some jurisdictions, separate accounts at the level of the
delegate for different types of clients of depositaries are not a prescribed condition for
insolvency protection. This is because all levels of the holding or custody chain, i.e.
including separate accounts kept at the level of the depositary, would be reviewed in
these jurisdictions in order to determine ownership rights and/or protection rights in the
case of an insolvency. Respondents have indicated that a requirement to segregate
further, i.e. between certain groups of the depositary’s clients on the level of the
delegate, would cause extensive changes to existing and working structures in these
jurisdictions without any benefit for the protection of investors in the case of an
insolvency.

Legal mechanisms ensuring segregation of a depositary’s or depositary delegate’s own
assets from client assets are widely used to ensure client asset protection. In particular,
the existing requirements prescribe the maintenance of accurate books and records
and regular reconciliations between the depositary’s and the delegate’s internal
accounts as well as organisational and technical structures, which allow for both.

Accurately recording clients’ rights and entitlements, or books and records segregation,
achieves the policy objective by determining asset entitlements and property rights for
each client. In many jurisdictions, an insolvency practitioner would look to the books
and records of the insolvent firm as evidence of each client’s individual asset
entitlement. Individual accounts for clients on their books and records enable the
delegate at any time to immediately identify client entittements and distinguish these
from a third party’s entitlements or the delegate’s own entitlements, including in the
event of insolvency.

Accordingly, some respondents stated that daily effective reconciliations are a key
measure for client assets protection, including in the case of insolvency, by ensuring
accurate records and traceability of the client’s assets throughout the custody chain.
Other measures can include the depositary carrying out due diligence on its delegates,
ensuring due diligence on sub-delegates, ensuring contingency arrangements are in
place for the appointment of replacement delegates and prompt registration of client
securities.

Many respondents pointed out that the key factors for investor protection in omnibus
accounts are appropriate recording of assets at each layer of the custody chain (e.g.
sound record-keeping); accuracy and traceability of securities records and on-going
monitoring of the sub-custodian network. MiFID |l permits general omnibus client
accounts. It requires that (i) the books and records of the investment firm identify the



. esma

client for whom it is holding the relevant custody assets and (ii) segregation of client
assets from any proprietary assets of the investment firm.

44. Risk of misuse of assets exists whether the assets of AlFs or UCITS are held with a
depositary’s delegate in an omnibus or individually segregated account. Whether
assets are held within omnibus or individually segregated accounts will not prevent
fraud by a third party who may misuse or move assets out of either type of account.
This risk of misuse or fraud is considered in the IOSCO report” on the Standards for
the Custody of Collective Investment Schemes’ Assets, |IOSCO highlighted the
following operational safeguards, which should be undertaken to protect client assets
in custody: daily reconciliations; segregation of the assets of the custodian and sub-
custodian at all times from client assets; accurate record keeping; and regular
monitoring and oversight, including due diligence to ensure asset segregation
procedures are being followed.

45. 1t was also highlighted at the Insolvency Roundtable that additional detailed
segregation would not have made a difference in the Lehman Brothers International
(Europe) failure. An auditor involved in the Lehman’s insolvency proceedings advised
that a full reconciliation of the estate was required before any assets would be returned.
The auditor concluded that individually segregated accounts are unlikely to make a
material difference in the speed of restitution of assets to counterparties in an
insolvency.?

46. In light of the above views, most respondents disagreed with mandating a detailed
individual segregation model, as was previously suggested by ESMA. It is the view of
these respondents that detailed individual segregation requirements do not necessarily
provide additional investor protection. Accordingly, they recommend that ESMA take a
different approach to the use of individually segregated accounts, which should be
allowed where required / desired rather than a general requirement for all jurisdictions.

Operational complexity

47. Most of the respondents to the CfE stated that segregation requirements as previously
consulted on or any other overly prescriptive individual asset segregation regime would
see an increase in the number of accounts in the custodial chain for some market
participants.

48. The majority of respondents agreed that both block trades and internalised settlement
would become increasingly more difficult or impossible to sustain if option 1 of the CP
was to be implemented. This was due to the increase of transactions costs and
operational risks, as managers, executing brokers and settlement agents would be
required to restructure their operations to accommodate a significantly larger number

7 See paragraphs 29 and 30 of the Standards for the Custody of Collective Investment Schemes’ Assets — Final Report
(FR25/2015): http://www.iosco.org/library/pubdocs/pdf/IOSCOPD512.pdf
8 See the Feedback Statement in Annex | for further detail.

10
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50.

51.

52.

53.

54.
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of trades between accounts. With regard to internalised settlements, several
stakeholders argued that the efficiencies derived from this process would be greatly
diminished.

Respondents indicated that as CSD links and the T2S platform operate through
omnibus accounts, the efficiency of cross-border settlement of assets within AlFs and
UCITS would be negatively impacted. This was attributed to the complicated
reconciliations of securities transfers between accounts which would increase
operational risk. Respondents set out that there would be an increased number of
mismatched instructions and increased booking errors and also higher transaction
costs if account segregation in the manner consulted on was mandated.

Cost Impact

In considering the impact of mandating specific models of individual asset segregation,
respondents made reference to the capacity constraints; system developments; KYC /
AML requirements; and the additional paperwork / administration required as a result
of any additional accounts that would be required. The feedback from these parties
indicated the significant costs associated with these operational developments would
ultimately be borne by investors.

Conversely, a handful of respondents that currently operate a custody model akin to
option 1 of the CP advise that they have not incurred additional costs from delegates
as a result. Notably, these respondents were all from the same jurisdiction.

The other participants stressed that omnibus accounts support cheaper, more efficient
and profitable operations for EU investment funds. They considered that option 1 of the
CP would bring about depositary concentration risk as smaller sub-custodians would
be unwilling or unable to make the necessary costly infrastructural changes.

A number of respondents argued that while the cost of detailed individual asset
segregation would be substantial it would be insignificant in comparison to the
fundamental impact on AlFs and UCITS and their ability to enter into securities
financing transactions.

Tri-party Collateral Management

Respondents considered that option 1 would prevent EU investment funds from
participating in tri-party collateral management arrangements and make them shift to
bilateral arrangements. This is because tri-party collateral management arrangements
are also based on the operation of omnibus accounts by the collateral manager. If
subject to option 1 of the CP, the collateral manager as a delegated third party, would
have to open individual accounts for AlFs or UCITS, leading to individual arrangements
and transactions on a bilateral basis. Lending on a bilateral basis complicates the
securities lending process as multiple deliveries and receipts of stock and collateral are
required with attendant instructions, account movements and reconciliations.

11
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55.

56.

57.

58.

3.1.3

59.

60.

Respondents advise that this removes economies of scale and introduces timing
challenges without additional benefits.

Stakeholders argued that other securities lending counterparties, such as sovereign
wealth funds and non-EU investment funds, which can operate through omnibus
accounts, would be preferred to EU investment funds if individual segregation
requirements were imposed. EU investment funds would therefore be disadvantaged
as counterparties to these transactions, and also reducing the market liquidity which
such arrangements provide.

Similarly, in relation to prime brokerage, respondents viewed option 1 of the CP as
significantly increasing complexity and operational risk arising from delays in
identification, reconciliation and release of client assets in an insolvency scenario.
Systematic changes would be required in order to facilitate prime brokerage through
an individually segregated model.

Third Country Focus

Respondents also indicated that depositary delegates based in certain jurisdictions
may be unwilling to facilitate the detailed individual segregation requirements
prescribed by option 1 of the CP or any other overly prescriptive asset segregation
regime because of existing local market practice, rules and infrastructure.

Particular mention was made by respondents to the US where prime brokers are
subject to specific regulation regarding safe-keeping of client assets and to the market
infrastructure in Hong Kong/China. Stakeholders stressed that omnibus accounts were
fundamental to the way in which custody models operate in these jurisdictions, in
conflict with the segregation model of option 1 of the CP.

The optimal approach to asset segregation as part of a robust investor protection
regime for AIF and UCITS clients

In view of the existing requirements and insolvency protection provided by different
account structures in the various jurisdictions, ESMA came to the conclusion that only
minimum EU-wide segregation requirements should be prescribed. This approach
would on the one hand, leave room for stricter requirements or different account
structures, if national laws (on ownership, insolvency, tax or fiscal matters) in Member
States, or clients’ preferences, make them necessary. On the other hand, this approach
would acknowledge insolvency protection provided by some account structures. The
proposed approach would therefore deviate from the options discussed in the original
consultation and the CfE.

As already mentioned in the introduction to the present document, the policy goal when
defining the optimal approach to asset segregation is to provide an EU framework for
AlIFs and UCITS with a strong focus on client asset protection, especially in case of

12
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61.

62.

63.

64.

65.

insolvency, for the safe-keeping of assets which are, in accordance with both UCITS
and AIFM Directives required to be held in custody, by:

- minimising the risk of loss of the assets, and

- ensuring efficient and quick return of the assets to their rightful owners in case
of insolvency of the party involved in the custody of such assets.

Insolvency and property law are different in all EU jurisdictions. A given type of
segregation model intended to provide strong protection in jurisdiction X may in fact
offer more, less or no change in protection if imposed on jurisdiction Y or Z. Therefore
the EU framework regulating asset segregation regime shall focus on:

- ensuring that assets are clearly identifiable as belonging to the AIF or UCITS,
and

- ensuring that investors receive adequately robust protection by avoiding the
ownership of the assets being called into question in case of the insolvency of
any of the entities in the custody chain.

In view of all material received in response to the original CP, CfE, industry roundtable
and Insolvency Roundtable, it appeared that mandating one specific model of individual
asset segregation throughout the chain cannot guarantee in itself investor protection.
The responses of a vast majority of the respondents (as described under section 3.1.2
of the present opinion) call for flexibility and the consideration of different factors such
as local market regulations, prevailing custodial practices and available insolvency
protections of the local markets. Given the range of factors to be taken into account,
there can be no “one model fits all” approach.

In this context, it must be highlighted that, based on the feedback received — including
from insolvency experts — an individual account segregation structure is not necessarily
the critical element in ensuring the policy objective, but rather the enforcement of the
ownership rights of a client through accurate recordings of those rights, an effective
reconciliation process, and the recognition under the laws of the relevant jurisdiction
that rights of the holder or owner of the assets are insulated from the claims of any
creditor of the relevant intermediary.

Against this background the following sections set out ESMA'’s proposals for possible
legislative clarifications on the asset segregation rules under the UCITS Directive and
AIFMD.

)] Alignment of the insolvency-related provisions under the UCITS
Directive and AIFMD

An alignment of the UCITS Directive and the AIFMD regimes on client asset protection
is recommended, in order to ensure a consistent regime across the EU for collective
investment undertakings. As the UCITS V Directive is a later piece of legislation than
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66.

67.

68.

69.

70.

the AIFMD, it offers additional hindsight with respect to safe-keeping of assets,
providing for more precise provisions on some aspects that should be mirrored in the
AIFMD.

Article 22(8) of the UCITS Directive notably requires Member States to ensure that in
the event of insolvency of the depositary and/or of any third party located in the Union
to which custody of UCITS assets has been delegated, the assets of a UCITS held in
custody are not available for distribution among, or realisation for the benefit of,
creditors in case of insolvency of such a depositary and/or third party.

Article 22a(3)(d) of the UCITS Directive further requires that in case of delegation of
safekeeping duties to a third party, 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”.

In case of delegation of tasks to a third party located outside the EU, Article 17 of the
UCITS V Regulation concurrently places a similar responsibility on the depositaries, by
requiring them to ensure that the 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. In that context, the depositary shall ensure that the third party notably
receives independent legal advice confirming that the applicable insolvency law
recognises the segregation of the assets.

These provisions are a cornerstone for enabling protection of investors’ assets
irrespective of the various insolvency and property laws across the different EU
jurisdictions.

Taking the above into consideration, ESMA is of the view that the EU institutions should
consider mirroring such provisions in the AIFMD in order to harmonise protection of
these types of assets for AIF and UCITS investors across the different Member States.

ESMA is of the view that the EU institutions should consider mirroring
Articles 22(8) and 22a(3)(d) of the UCITS Directive and Article 17 of the
UCITS V Regulation in the AIFMD framework in order to harmonise
protection of these types of assets for AIF and UCITS investors across
the different Member States.

ii) Asset segregation requirements at the first level (i.e. depositary level)

71. Some issues of interpretation in relation to the segregation requirements applying at

the first level of the custody chain were mentioned by some of the respondents to the
CfE. Therefore, ESMA sees merit in suggesting clarifications in this respect.
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72. ESMA considers that a fund-by-fund segregation (or a compartment-by-compartment

73.

74.

75.

segregation for funds which have multiple compartments) should apply in any event at
the level of the first link in the custody chain (i.e. the appointed depositary), even when
the depositary delegated its custody functionse. This is based on the provisions under
Article 21(8)(a)(ii) of the AIFMD (and the equivalent rules under Article 22(5)(a)(ii) of
the UCITS Directive).

However, feedback from the consultation raised some issues of interpretation with
respect to Article 89(2) of the AIFMR. This article provides for implementing measures
relating to the safekeeping duties with regards to assets held in custody. Article 89(1)
of the AIFMR provides for a list of detailed minimum requirements with which a
depositary has to comply with respect to financial instruments to be held in custody.
These include the requirement to ensure that “the financial instruments are properly
registered in accordance with Article 21(8)(a)(ii)” of the AIFMD (Article 89(1)(a) of the
AIFMR). Article 89(2) of the AIFMR provides for situations where a depositary has
delegated its custody functions to a third party. It lists (a) the requirements the
depositary shall remain subject to and (b) the requirements the depositary shall ensure
that the delegated third party complies with, in these circumstances. Article 89(2) does
not refer to the aforementioned requirements under Article 89(1)(a) of the AIFMR.

For this reason, some respondents noted that the wording of this article seems to
exempt depositaries from the requirements under Article 21(8)(a)(ii) of the AIFMD when
the depositary has delegated its custody functions to a third party in accordance with
Article 21(11) of the AIFMD. More specifically, there seems to be some uncertainty on
the full set of obligations of the delegate: on the one hand, Article 21(11)(d)(v) of the
AIFMD states that the delegate must comply with paragraph 8 of the same article,
which is further specified by Article 89(1) of the AIFMR (and thus all the points from (a)
to (g) listed thereby); on the other hand, as mentioned above, Article 89(2) of the AIFMR
states the delegate shall respect the conditions of Article 89(1) AIFMR points from (b)
to (g). It is therefore unclear whether the delegate must respect Article 89(1) point (a)
AIFMR. Similar interpretative doubts may be raised in relation to the corresponding
provisions under Article 13(2) of the UCITS V Regulation.

ESMA is of the view that it shall remain the responsibility of the depositary to ensure
that all those financial instruments that can be registered in a financial instruments
account are first registered in the depositary’s books, even when such duties are further

® This does not apply in situations where an AIF depositary falls under the category described under Article 21(3)(c), first sub-
paragraph of the AIFMD or a UCITS depositary falls under the category described under Article 23(3) of the UCITS Directive (and
in the latter case only until 17 March 2018) because the depositary will not generally provide safekeeping functions for assets
which must be held in custody. Indeed, these depositaries may not provide safekeeping functions for assets which must be held
in custody and hence not be in a position to comply with the requirements under Article 21(8)(a)(ii) of the AIFMD and Article
22(5)(a)(ii) of the UCITS Directive (i.e. to open and register in their books within segregated accounts in accordance with the
principles set out in Article 16 of Directive 2006/73/EC those financial instruments that can be registered in a financial instruments
account). In these cases, ESMA considers that the requirements to open accounts in accordance with the principles in Article
21(8)(a)(ii) of the AIFMD and Article 22(5)(a)(ii) of the UCITS Directive should be applied at the level of the entity to whom the
safekeeping of the assets has been delegated.
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delegated to a third party, notably in order to enable the depositary to comply with its
other duties as set under Article 21 of the AIFMD and Article 22 of the UCITS Directive®.

76. While this approach is the one followed by depositaries in practice, where books and
records are effectively kept at the first level of the depositary chain before further
delegation, some structures do however tend to open securities and cash accounts of
fund clients directly at the level of the delegate of the depositary, notably when the
delegate in question is the parent entity of the appointed depositary.

77. In such cases the responsibility for ensuring that the financial instruments are properly
registered in accordance with Article 21(8)(a)(ii) of the AIFMD (and Article 22(5)(a)(ii)
of the UCITS Directive) set forth by Article 89(1)(a) AIFMR (and Article 13(1)(a) of the
UCITS V Regulation), seems to be neither the responsibility of the depositary nor that
of the third-party delegate according to the wording of Article 89(2) of the AIFMR and
Article 13(2) of the UCITS V Regulation, which seem to allow such a structure.

78. Taking the above into consideration, ESMA is of the view that the EU institutions should
clarify that the depositary shall ensure that the financial instruments are properly
registered in its books and records in accordance with article 21(8)(a)(ii) of the AIFMD
and Article 22(5)(a)(ii) of the UCITS Directive at all times.

In order to ensure that financial instruments are properly registered in
the depositary’s books and records even in case of delegation of the
safe-keeping duties™ ESMA is of the view that the EU institutions should
consider the following:

e adding references to the requirements under Article 89(1)(a) in
Article 89(2) of the AIFMR, and

¢ adding references to the requirements under Article 13(1)(a) in
Article 13(2) of the UCITS V Regulation.

iii) Asset segregation requirements at the second level (i.e. delegate level)

79. ESMA considers that the minimum requirements to be prescribed for the level of the
delegate should consist of a minimum of 3 segregated accounts per depositary at the
level of the delegate as follows: (1) own assets of the delegate, (2) own assets of
depositary and (3) assets of depositary’s clients, so that with every additional
depositary, who delegated safe-keeping functions to the delegate, two more accounts
— one for the depositary’s own assets and one for the respective depositary’s clients’
assets — would have to be added as illustrated and framed in light yellow for the level

'© See, however, the exception mentioned in the previous footnote.
" Except for the cases described in the second-last footnote.
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of the delegate in the chart below. Additionally, for each other direct client of the
delegate a minimum of one account per direct client would be opened on the level of
the delegate as illustrated by dark yellow boxes in the chart below.

80. It should be noted that the requirements above and the chart below only reflect the
suggested approach for the UCITS and AIFMD requirements and are without prejudice
to any additional segregation requirements stemming from any other European or
national legislation (e.g. commingling assets of depositary’s clients other than UCITS
or AlF clients with UCITS and AIF clients may be prohibited by, for instance, the MiFID
rules in case these depositary’s clients are MiFID investment firms).
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|| | [}
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81. As a consequence, omnibus accounts, i.e. those comprising assets of different clients
of depositaries, but excluding own assets of the delegate or of the depositary, would
be admissible at the level of the delegate subject to

(1) ensuring that assets are not available for distribution to creditors of the failed
entity;

(2) accurate accounting and reconciliation systems allowing the depositary to verify
that — for each of its UCITS and/or AIF clients — the number and type of financial
instruments registered in the accounts opened in its books matches with the
number and type of financial instruments belonging to its UCITS and/or AlF
clients which are recorded on the financial instruments accounts of the delegate
(where instruments belonging to other clients may also be kept);

(3) reconciliation measures under (2) being conducted as often as necessary
depending not only on the dealing frequency of the relevant UCITS or AIF, but
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also on any trade which would occur even outside the dealing frequency (e.g.
a UCITS or AIF with weekly dealing frequency which trades on a daily basis
would require daily reconciliations). Moreover, reconciliation measures would
also need to be conducted depending on any other transaction happening in
relation to any of the other client assets kept in the omnibus account;

(4) processes ensuring that reuse of securities is only allowed if provided for in the
relevant contracts and permitted by the relevant legislation;

(5) a written contract being concluded between the depositary and the delegate;
and

(6) the contract between the depositary and the delegate providing for:

a) the depositary’s right of sufficient information, inspection,
admittance and access, to enable the depositary to have
oversight of the whole custody chain in order to ensure that its
arrangements satisfy the policy objective and to enable the
depositary to fulfil its oversight and due diligence obligations;
and

b) respective rights to be agreed on between the delegate and the
sub-delegate in the event of a sub-delegation.

82. Such a structure is in line with both, Article 21 (11) d) (iii) of the AIFMD and Article 22a
(3) (c) of the UCITS Directive, respectively, which both demand a segregation between
(1) assets of the depositary’s clients, (2) own assets of the delegated third party
and (3) own assets of the depositary and do not comment on direct clients of the
delegated third party as additional layers.

83. However, it is noted that recital 40 of the AIFMD™, on the one hand, allows so-called
“‘omnibus accounts” where different AlFs’ assets can be aggregated, while on the other
hand, appears to rule out the possibility to commingle in a same account AlFs, UCITS’

"2 1n this respect, Article 21(10) of the AIFMD provides that AIF’s assets “shall not be reused by the depositary without the prior
consent of the AIF or the AIFM acting on behalf of the AIF”. Article 22(7) of the UCITS Directive provides the following on the
reuse of UCITS’ assets: “The assets held in custody by the depositary shall not be reused by the depositary, or by any third party
to which the custody function has been delegated, for their own account. Reuse comprises any transaction of assets held in
custody including, but not limited to, transferring, pledging, selling and lending.

The assets held in custody by the depositary are allowed to be reused only where:

(a) the reuse of the assets is executed for the account of the UCITS;

(b) the depositary is carrying out the instructions of the management company on behalf of the UCITS;

(c) the reuse is for the benefit of the UCITS and in the interest of the unit holders; and

(d) the transaction is covered by high-quality and liquid collateral received by the UCITS under a title transfer arrangement.

The market value of the collateral shall, at all times, amount to at least the market value of the reused assets plus a premium”.

'3 This written contract should be in addition to the written contract relating to the appointment of the depositary to be concluded
between the latter and the manager of the fund or the fund itself as prescribed under Article 21(2) of the AIFMD and Article 22(2)
of the UCITS Directive and further detailed in the relevant implementing measures (i.e. Article 83 of the AIFMR and Atrticle 2 of
the UCITS V Regulation).

' Recital 40 states the following: “A third party to whom the safe-keeping of assets is delegated should be able to maintain a

”m

common segregated account for multiple AlFs, a so-called ‘omnibus account™.
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assets and, possibly, assets of other clients. Interpretative doubts may also arise on
whether, under the UCITS Directive, omnibus accounts may contain only UCITS’
assets or, alternatively, UCITS and assets of other clients.

84. Both, Article 99 (1) a) of the AIFMR and Article 16 (1) a) of the UCITS V Regulation,
respectively, seem to foresee a further possible segregation between the depositary’s
clients by demanding “records and accounts as are necessary to enable the
depositary* at any time and without delay to distinguish

assets of the depositary’s AIF or —in the case of UCITS — UCITS 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 or — in the
case of UCITS — UCITS".

85. In order to reflect the minimum account structure arrangements described above,
ESMA recommends to revisit the provisions in Article 99(1)(a) of the AIFMR and Article
16 (1)(a) of the UCITS V Regulation as per one of the following two options:

1) deleting these provisions and refraining from detailing Article 21 (11)(d)(iii) of
the AIFMD and Article 22a(3)(c) of the UCITS Directive in the AIFMR and
UCITS V Regulation, or

2) toamend
» Article 99 (1)(a) of the AIFMR as follows:

“Where safekeeping functions have been delegated wholly or partly to
a third party, a depositary shall ensure that the third party, to whom safe-
keeping functions are delegated pursuant to Article 21(11) of Directive
2011/61/EU, acts in accordance with the segregation obligation laid
down in point (iii) of Article 21(11)(d) of Directive 2011/61/EU by
verifying that the third party:

(a) keeps such records and accounts as are necessary to enable ithe
depositary at any time and without delay to distinguish assets of the
depositary’s A= clients from itsthe third party own assets, assets of its

'® For purposes of clarification ESMA is of the opinion that under Article 99 (1) a) of the AIFM Regulation and in line with the
wording of Article 16 (1) a) of the UCITS Regulation it is the depositary, who must be able to distinguish between the assets
mentioned therein.
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86.

87.

the third party’s other clients;_and assets held by the deposﬂary for its

Article 16 (1)(a) of the UCITS V Regulation as follows:

“Where safekeeping functions have been delegated wholly or partly to
a third party, a depositary shall ensure that the third party to whom
safekeeping functions are delegated pursuant to Article 22a of Directive
2009/65/EC acts in accordance with the segregation obligation laid
down in point (c) of Article 22a(3) of Directive 2009/65/EC by verifying
that the third party:

(a) keeps all necessary records and accounts to enable the depositary
at any time and without delay to distinguish assets of the depositary’s
UCIFS clients from itsthe third party own assets, assets of is the third
party’s other clients;_and assets held by the depositary for its own

account and-assets-held forclients—of-the-depositary—which-are-not
JciIrs”.

Should the legal advice obtained in relation to third parties located in a third country or
the due diligence conducted pursuant to Article 15 (2) (a) of the UCITS V Regulation
or Article 98(2) of the AIFMR prior to the delegated party’s appointment reveal that the
policy objective is jeopardized by the minimum asset segregation requirements
described above, necessary changes and additional safeguards should be
implemented in agreements between depositaries and delegates. For example, the
following safeguards may be considered: more detailed segregation required to
mitigate a specific risk (e.g. separating assets of collective investment undertakings
from assets of other clients) or declarations by the delegate confirming its knowledge,
that certain assets are not own assets of the depositary as well as waivers of rights
possibly hindering an execution of ownership rights, thereby reflecting the relevant
legal situation. This is in line with the already existing requirement pursuant to the
second sentence of Article 99(2) of the AIFMR, in accordance with which the depositary
— if, according to the applicable law, including in particular the law relating to property
or insolvency, the requirements laid down in Article 99(1) — including segregation
requirements under letter a) of the AIFM are not sufficient to achieve that objective —
shall assess what additional arrangements are to be made in order to minimise the risk
of loss and maintain an adequate standard of protection.

In this respect, ESMA considers that the text in Article 99(2) of the AIFMR could be
reinforced by requiring not only to “assess what additional arrangements are to be
made in order to minimise the risk of loss and maintain an adequate standard of
protection”, but also to ensure that appropriate arrangements (including further
segregation of accounts) are put in place.
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88. As the approach in this opinion would not generally prohibit the use of omnibus
accounts on the level of the delegate as defined above, but would even allow them to
be used under the described circumstances and conditions in many cases, it would
have the additional advantage that there would be no need for a specific ‘carve out’ or
exemption for prime brokerage or tri-party collateral management.’ l.e. they could be
subject to the same requirements as any other delegate. In cases where the use of
omnibus accounts affects the policy goals in a given jurisdiction, arrangements
between depositaries and delegates may be adapted to meet the requirements, where
possible. This does not exclude cases, in which the policy objective — depending on
the relevant national law - can only be reached by further segregated accounts. The
latter may lead to an exclusion of some assets held on behalf of specific collective
investment undertakings from services of a prime broker or tri-party collateral
management services.

89. The same requirements should apply to collective investment undertakings irrespective
of whether these are marketed to professional or retail investors.

ESMA invites the EU institutions to consider legislative clarifications in the
UCITS and AIFMD framework in order to prescribe the following minimum
requirements at the level of the delegate:

¢ aminimum of 3 different segregated accounts per depositary should be
required at the level of the delegate as follows:

1) own assets of the delegate,
2) own assets of depositary, and
3) assets of depositary’s clients

e the use of omnibus accounts (i.e. those comprising assets of different
clients of depositaries, but excluding own assets of the delegate or of
the depositary) should be subject to the following conditions:

(1) ensuring that assets are not available for distribution to creditors
of the failed entity;

(2) accurate accounting and reconciliation systems allowing the
depositary to verify that - for each of its UCITS and/or AIF clients
— the number and type of financial instruments registered in the
accounts opened in its books matches with the number and type
of financial instruments belonging to its UCITS and/or AIF clients

'6 For issues in connection with an application of option 1 to these services, please refer to paragraphs 54 to 56 above.
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which are recorded on the financial instruments accounts of the
delegate (where instruments belonging to other clients may also
be kept);

(3) reconciliation measures under (2) being conducted as often as
necessary depending not only on the dealing frequency of the
relevant UCITS or AIF, but also on any trade which would occur
even outside the dealing frequency (e.g. a UCITS or AIF with
weekly dealing frequency which trades on a daily basis would
require daily reconciliations). Moreover, reconciliation measures
would also need to be conducted depending on any other
transaction happening in relation to any of the other client assets
kept in the omnibus account;

(4) processes ensuring that reuse of securities is only allowed if
provided for in the relevant contracts and permitted by the
relevant legislation'’;

(5) a written contract being concluded between the depositary and
the delegate'®; and

(6) the contract between the depositary and the delegate providing
for:

a) the depositary’s right of sufficient information,
inspection, admittance and access, to enable the
depositary to have oversight of the whole custody
chain in order to ensure that its arrangements
satisfy the policy objective and to enable the
depositary to fulfil its oversight and due diligence
obligations; and

7 In this respect, Article 21(10) of the AIFMD provides that AIF’s assets “shall not be reused by the depositary without the prior
consent of the AIF or the AIFM acting on behalf of the AIF”. Article 22(7) of the UCITS Directive provides the following on the
reuse of UCITS’ assets: “The assets held in custody by the depositary shall not be reused by the depositary, or by any third party
to which the custody function has been delegated, for their own account. Reuse comprises any transaction of assets held in
custody including, but not limited to, transferring, pledging, selling and lending.

The assets held in custody by the depositary are allowed to be reused only where:

(a) the reuse of the assets is executed for the account of the UCITS;

(b) the depositary is carrying out the instructions of the management company on behalf of the UCITS;

(c) the reuse is for the benefit of the UCITS and in the interest of the unit holders; and

(d) the transaction is covered by high-quality and liquid collateral received by the UCITS under a title transfer arrangement.

The market value of the collateral shall, at all times, amount to at least the market value of the reused assets plus a premium”.

'8 This written contract should be in addition to the written contract relating to the appointment of the depositary to be concluded
between the latter and the manager of the fund or the fund itself as prescribed under Article 21(2) of the AIFMD and Article 22(2)
of the UCITS Directive and further detailed in the relevant implementing measures (i.e. Article 83 of the AIFMR and Article 2 of
the UCITS V Regulation).

22



. esma

b) respective rights to be agreed on between the
delegate and the sub-delegate in the event of a
sub-delegation.

iv) Asset segregation requirements at the third and further levels

90. Pursuant to the AIFMR and the UCITS V Regulation, both, (1) the requirements on
asset segregation and (2) due diligence and process related provisions shall apply
“mutatis mutandis” when the safe-keeping functions delegated to a delegated party are
sub-delegated.™

91. As to the “mutatis mutandis” requirement down the chain, after the second level, ESMA
holds the view that this principle should be maintained in relation to both the
segregation related and the due diligence and process related provisions.

92. With respect to the due diligence and process related provisions the delegate would
have to fulfil the same requirements in relation to the sub-delegate as the depositary
in relation to the delegate.

93. In relation to the segregation requirements — and in line with the reasoning under sub-
section ii) above — ESMA is of the opinion, that accounts prescribed as minimum
requirements for the delegate level would not necessarily have to be identical or
repeated on the level of the sub-delegate when such a structure is not a precondition
to recognition of ownership rights in insolvency scenarios in relevant jurisdictions.

94. This is because the finding, that security holding systems, national laws on ownership
rights or title to securities and the preconditions to their recognition or protection in the
case of an insolvency of any party within the securities holding chain differ and are
subject to national and not harmonised EU laws, also applies on the sub-delegate level.

95. In particular, in some jurisdictions separate accounts at the level of the sub-delegate
for different depositaries or different clients of the depositary, for whom they indirectly
hold assets, are not a precondition to insolvency protection. This is because all levels
of the holding or custody chain, i.e. including separate accounts kept on the level of the
delegate or depositary, would be reviewed in these jurisdictions in order to determine
ownership rights and/or protection rights in the case of an insolvency. A requirement to
segregate further, i.e. between certain groups of the depositary’s clients or different
depositaries on the level of the sub-delegate, would cause extensive changes to
existing and working structures in these jurisdictions without any benefit for the
protection of investors in the case of an insolvency. Similarly, as on the delegate level,
the “mutatis mutandis” application of due diligence and process related existing

'® For segregation requirements, please refer to Article 99 (3) of the AIFM Regulation and Article 16 (2) of the UCITS Regulation.
For due diligence and process related provisions, please refer to Article 98 (4) of the AIFM Regulation and Article 16 (2) of the
UCITS Regulation.
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regulation in relation to the delegate and the sub-delegate additional safeguards exist,
because the due diligence related provisions pursuant to Article 15 (2) (a) of the UCITS
Regulation and Article 98 (2) of the AIFMR and the process related provisions pursuant
to Articles 98 (2) and 99 (1) (b) through (e) of the AIFMR or Articles 16 (1) (b) through
(e) of the UCITS Regulation also apply in the two-party custody or client relationship
between the delegate and the sub-delegate.

. With respect to the segregation requirements, it is also important to note, that the
phrase “mutatis mutandis” should not be interpreted as meaning an identical
application. Instead it should mean “with appropriate changes”.

. This allows for the adjustment of the minimum segregation arrangements proposed for
the delegate level as follows for the sub-delegate level.

. On the level of the sub-delegate there should be a minimum of 3 segregated accounts
per delegate on the level of the sub-delegate as follows: (1) own assets of the sub-
delegate, (2) own assets of the delegate and (3) assets of delegate’s clients, so that
with every additional delegate, who delegated safe-keeping function to the sub-
delegate, more accounts would have to be added: one for the delegate’s clients’ assets
and, as necessary, one for the delegate’s own assets (if there are any) as illustrated
for the level of the sub-delegate in the chart provided below. The sub-delegate should
not record the delegate’s own assets and the delegate’s client assets in the same
account. Again, for each other direct client of the sub-delegate a minimum of one
account per direct client would have be opened on the level of the sub-delegate as
illustrated by dark yellow boxes in the chart below.
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99. As a consequence, omnibus accounts comprising assets of different clients of a
delegate — including different depositaries, but excluding own assets of the sub-
delegate or the delegate — would be admissible at the level of the sub-delegate subject
to

(1) ensuring that assets are not available for distribution to creditors of the failed
entity;

(2) accurate accounting and reconciliation systems allowing the delegate to verify
that — for each of the UCITS and/or AIF clients of the depositary — the number
and type of financial instruments registered in the accounts opened in its books
matches with the number and type of financial instruments belonging to its
UCITS and/or AIF clients which are recorded on the financial instruments
accounts of the sub-delegate (where instruments belonging to other clients may
also be kept);

(3) reconciliation measures under (2) being conducted as often as necessary
depending not only on the dealing frequency of the relevant UCITS or AIF, but
also on any trade which would occur even outside the dealing frequency (e.g.
a UCITS or AIF with weekly dealing frequency which trades on a daily basis
would require daily reconciliations). Moreover, reconciliation measures would
also need to be conducted depending on any other transaction happening in
relation to any of the other client assets kept in the omnibus account;

(4) processes ensuring that reuse of securities is only allowed if provided for in the
relevant contracts and permitted by the relevant legislation?’; and

(5) a written contract being concluded between the delegate and the sub-delegate;
(6) the contract between the delegate and the sub-delegate providing for:

a) the delegate’s right of sufficient information, inspection,
admittance and access, to enable the delegate to have full
oversight of the levels of the custody chain further down and to
pass on relevant information to the depositary to enable the
depositary to ensure that its arrangements satisfy the policy
objective and to enable the depositary to fulfil its oversight and
due diligence obligations, and

b) respective rights to be agreed on between the sub-delegate and
further sub-delegates in the event of a further delegation by the
sub-delegate.

20 See footnote 12 above.
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100. Should - mutatis mutandis - the legal advice obtained in relation to third parties
located in a third country or the due diligence conducted pursuant to Article 15(2)(a) of
the UCITS V Regulation or Article 98(2) of the AIFMR prior to the appointment of the
sub-delegate reveal, that the policy objective is jeopardized by the minimum asset
segregation requirements described above, then appropriate changes and additional
safeguards should be implemented in agreements between depositaries and
delegates, e.g. specifics further segregated account structures or other means.

101. On further levels down the chain the above minimum requirements should be
adjusted accordingly subject to the same principles.

ESMA invites the EU institutions to consider legislative clarifications in the
UCITS and AIFMD framework in order to prescribe the following minimum
requirements at the level of the sub-delegate:

¢ a minimum of 3 different segregated accounts per delegate should be
required at the level of the sub-delegate as follows:

1) own assets of the sub-delegate,
2) own assets of the delegate, and
3) assets of delegate’s clients

¢ the use of omnibus accounts (i.e. those comprising assets of different
clients of delegates, but excluding own assets of the sub-delegate or of
the delegate) should be subject to the following conditions:

(1) ensuring that assets are not available for distribution to creditors
of the failed entity;

(2) accurate accounting and reconciliation systems allowing the
delegate to verify that — for each of the UCITS and/or AIF clients
of the depositary — the number and type of financial instruments
registered in the accounts opened in its books matches with the
number and type of financial instruments belonging to its UCITS
and/or AIF clients which are recorded on the financial
instruments accounts of the sub-delegate (where instruments
belonging to other clients may also be kept);

(3) reconciliation measures under (2) being conducted as often as
necessary depending not only on the dealing frequency of the
relevant UCITS or AIF, but also on any trade which would occur
even outside the dealing frequency (e.g. a UCITS or AIF with
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weekly dealing frequency which trades on a daily basis would
require daily reconciliations). Moreover, reconciliation measures
would also need to be conducted depending on any other
transaction happening in relation to any of the other client assets
kept in the omnibus account;

(4) processes ensuring that reuse of securities is only allowed if
provided for in the relevant contracts and permitted by the
relevant legislation;

(5) a written contract being concluded between the depositary and
the delegate; and

(6) the contract between the delegate and the sub-delegate
providing for:

a) the delegate’s right of sufficient information,
inspection, admittance and access, to enable the
delegate to have oversight of the whole custody
chain in order to ensure that its arrangements
satisfy the policy objective and to enable the
depositary to fulfil its oversight and due diligence
obligations; and

b) respective rights to be agreed on between the sub-
delegate and further sub-delegates in the event of
further delegation by the sub-delegate.

3.2 The application of depositary delegation rules to CSDs

3.2.1 Introduction

102. Recital 41 of the AIFMD provides that “Entrusting the custody of assets to the
operator of a securities settlement system as designated for the purposes of Directive
98/26/EC of the European Parliament and of the Council of 19 May 1998 on settlement
finality in payment and securities settlement systems or entrusting the provision of
similar services to third-country securities settlement systems should not be considered
to be a delegation of custody functions”.

103. The enacting terms of the AIFMD reflect these provisions under Article 21(11),
last sub-paragraph, which states that “[...] the provision of services as specified by
Directive 98/26/EC by securities settlement systems as designated for the purposes of
that Directive or the provision of similar services by third-country securities settlement
systems shall not be considered a delegation of its custody functions”.
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104. Questions arose on the interpretation to be given to the aforementioned
provisions given the alleged inconsistency between, on the one hand, the enacting
terms of the AIFMD which provide for an exemption from the depositary’s delegation
rules in relation to “the provision of services” by securities settlement systems and, on
the other hand, recital 41 which refers to entrusting the custody of the assets to the
operator of a securities settlement system.

105. A common approach on the interpretation of the above mentioned provisions of
the AIFMD was sought, in particular following the adoption of Directive 2014/91/EU
(“UCITS V Directive”) which introduced depositary rules similar to those of AIFMD
under Directive 2009/65/EC (“UCITS Directive”). The UCITS V Directive introduced a
new Article 22a(4) of the UCITS Directive which mirrors the provisions of the above
mentioned Article 21(11), last sub-paragraph, of the AIFMD. Recital 21 of the UCITS V
Directive accompanies these provisions and states the following: “When a Central
Securities Depositary (CSD), as defined in point (1) of Article 2(1) of Regulation (EU)
No 909/2014 of the European Parliament and of the Council, or a third-country CSD
provides the services of operating a securities settlement system as well as at least
either the initial recording of securities in a book-entry system through initial crediting
or providing and maintaining securities accounts at the top tier level, as specified in
Section A of the Annex to that Regulation, the provision of those services by that CSD
with respect to the securities of the UCITS that are initially recorded in a book-entry
system through initial crediting by that CSD should not be considered to be a delegation
of custody functions. However, entrusting the custody of securities of the UCITS to any
CSD, or to any third-country CSD should be considered to be a delegation of custody
functions”.

106. Against this background, ESMA felt it was appropriate to ensure convergence
on how to apply the provisions under Article 21(11), last sub-paragraph, of the AIFMD.
On 1 October 2015 ESMA issued a Q&A aimed at providing guidance on the extent to
which the provisions on delegation by depositaries under the AIFMD apply to CSDs?'.
The Q&A stated that whenever assets are provided to a CSD in order to be held in
custody in accordance with Article 21(8) of the AIFMD, the AIFMD delegation rules
should apply.

107. Following the release of the Q&A, residual uncertainties seem to remain on how
to interpret the relevant provisions and, in particular, in relation to which services the
exemption applies, including in the context of the distinction between issuer CSD and
investor CSD roles.

2! See Q&A 8 under Section VI of the Questions and Answers on the Application of the AIFMD (ESMA/2016/568), which states
the following: “Question 8 [last update 1 October 2015]: When assets of an AIF held in custody by the depositary of the AlF are
provided by that depositary to a CSD or a third country CSD as defined under Regulation (EU) No 909/2014 (CSDR) in order to
be held in custody in accordance with Article 21(8) of the AIFMD, does the CSD or third country CSD have to comply with the
provisions on delegation set out under Article 21(11) of the AIFMD? Answer 8: Yes”.
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108.

109.

110.

111.

3.2.2 Feedback from consultation

Many respondents to the CfE ask for the acknowledgment of the dual role of
CSDs as “investor CSDs” and “issuer CSDs”» and a clarification of their responsibilities
in relation to the AIFMD and UCITS V Directive.

Several respondents (mainly CSDs) were of the opinion that CSDs should never
be considered a delegate and that the provision of CSDR core or ancillary services
should never result in a CSD being considered as a delegate under AIFMD or UCITS
V Directive. They argued that custody of securities is included in the service of
operating securities settlement systems and add that CSDR as the regulatory
framework under which CSDs are active includes organizational requirements and
conduct of business rules pursuing the protection of clients’ assets. In addition, they
stated that being subject to the segregation rules under AIMFD, in addition to those
already included in CSDR, would be too costly and lead to significant market disruption
and settlement fails as a result of the increased complexity related to their links
arrangements.

Other respondents (custodians and fund associations) were of the opinion that
CSDs should be considered delegates when they act in a capacity of investor CSDs.
They underlined that “investor CSDs” are in commercial competition with global
custodians and must compete on equal terms. Moreover, these respondents were
concerned about the absence of a comparable and harmonized liability regime for
CSDs. Some respondents further explained that the fund depositary may avail itself of
the opportunity to prove that such loss has resulted from an external event beyond its
reasonable control, while other consider that the depositary is always liable. In this
context, it was however specified that the CSD is a party over which the depositary has
no control.

Other respondents deemed that CSDs should be considered delegates when
they act in a capacity of investor CSD but only in the case of indirect links, whereas
direct links to other CSDs should be classified as infrastructure access and not as
delegation arrangements. The reason is that local CSDs are often used to get access
to local market infrastructures, such as trading venues.

3.2.3 CSDR regulatory framework

112. When considering the question whether and which kind of CSDs should be

subject to the AIFMD or UCITS Directive delegation requirements, it appears relevant

22 The EC Delegated Regulation on CSD Requirements defines the issuer CSD and the investor CSD in Art.1 (e and f) as follows:
“issuer CSD’ means a CSD which provides the core service referred to in point 1 or 2 of Section A of the Annex to Regulation
(EU) No 909/2014 in relation to a securities issue;” -

“investor CSD’ means a CSD that either is a participant in the securities settlement system operated by another CSD or that uses
a third party or an intermediary that is a participant in the securities settlement system operated by another CSD in relation to a
securities issue”.
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to analyse their role in the securities markets in general, and in the custody chain in
particular.

113. On 28 August 2014, Regulation (EU) No 909/2014 on improving securities
settlement in the European Union and on central securities depositories (“CSDR”) was
published in the Official Journal of the European Union. ESMA drafted regulatory
technical standards and implementing technical standards on CSD requirements,
which have been endorsed by the European Commission.

114. The goal of CSDR is threefold: (1) to enhance the settlement framework by
improving cross-border settlement discipline and harmonising settlement periods, (2)
to introduce consistent rules for CSDs across Europe by harmonising the licensing
framework, the prudential and organisational rules, and the authorisation and
supervision regimes of CSDs, and (3) to remove barriers of access to/from CSDs. The
latter refers to both access between issuers and CSDs as well as between the CSDs
themselves and between CSDs and other market infrastructures.

115. CSDs are key financial market institutions in the post-trading area, operating
securities settlement systems designated under the Settlement Finality Directive, and
playing an important role in the securities holding systems, controlling the integrity of
an issue and thus contributing to maintaining investor protection and confidence. CSDs
are therefore systemically important for the market they operate in, and are becoming
more interconnected, due to the increase in cross-border transactions in Europe and
the outsourcing of the settlement function by most of the CSDs in the EU to the T2S
platform (a project launched by the Eurosystem that provides a common platform for
securities settlement in Europe).

Protection of securities of participants and those of their clients

116. CSDR imposes strict asset segregation requirements upon CSDs. Specifically,
Article 38(1) on the protection of securities of participants and those of their clients
stipulates that, for each securities settlement system it operates, a CSD shall keep
records and accounts that shall enable it, at any time and without delay, to segregate
in the accounts with the CSD, the securities of a participant from those of any other
participant and, if applicable, from the CSD’s own assets.

117. Furthermore, Article 38(2) of CSDR stipulates that a CSD must keep records
and accounts that enable any participant to segregate the securities of the participant
from those of the participant’s clients. This implies that a participant of a CSD is obliged
to segregate its own securities from those of its clients.

118. In addition, Article 38(3)-(4) enables participants of a CSD to choose between
holding the securities that belong to different clients in one securities account (omnibus
client segregation) or segregate the securities of any of its clients (individual client
segregation). Thus, the participant chooses the level of asset segregation. In this
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respect, CSDs and their participants are required to provide for both omnibus client
segregation and individual client segregation (as clarified by recital 42 of CSDR).

119. Moreover, Article 38(6) of CSDR stipulates that CSDs and their participants
shall publicly disclose the levels of protection and the costs associated with the different
levels of segregation that they provide and shall offer those services on reasonable
commercial terms. Details of the different levels of segregation have to include a
description of the main legal implications of the respective levels of segregation offered,
including information on the insolvency law applicable in the relevant jurisdiction.

120. Article 38(7) of CSDR states that a CSD shall not use for any purpose securities
that do not belong to it. A CSD may however use securities of a participant where it
has obtained that participant’'s prior express consent. The CSD shall require its
participants to obtain any necessary prior consent from their clients.

121. As highlighted by the majority of respondents to the CfE, factors other than asset
segregation are crucial for determining whether investor assets are adequately
protected in various insolvency scenarios. The national insolvency regime in particular
determines how and under which timeframe assets can be returned to their legitimate
holders. Article 41 of the CSDR requires CSDs to disclose and regularly test their rules
and procedures as regards participant defaults. Article 20(5) of the CSDR foresees that
a CSD shall establish, implement and maintain adequate procedures ensuring the
timely and orderly settlement and transfer of the assets of clients and participants to
another CSD in the event of a withdrawal of authorisation.

Reconciliation requirements

122. In addition to stringent segregation requirements, CSDs are subject to strict
reconciliation requirements. Article 37 of CSDR on the integrity of the issue requires a
CSD to take appropriate reconciliation measures to verify that the number of securities
making up a securities issue or part of a securities issue submitted to the CSD is equal
to the sum of securities recorded on the securities account of the participant of the
securities settlement system operated by the CSD and, where relevant, on owner
accounts maintained by the CSD. Such reconciliation measures must be conducted at
least daily.

123. Article 65 of the EC Delegated Regulation on CSD Requirements stipulates that
where the reconciliation process reveals an undue creation or deletion of securities and
the CSD fails to solve this problem by the end of the following business day, the CSD
must suspend the securities issue for settlement until the undue creation or deletion of
securities has been remedied.

Record keeping requirements

124. On top of the segregation and reconciliation requirements, Article 29 of CSDR
on record keeping obliges a CSD to maintain, for a period of at least 10 years, all its
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records on the services and activities, including on the ancillary services, so as to
enable the competent authority to monitor the compliance with the requirements under
CSDR.

125. Article 53 of the EC Delegated Regulation on CSD Requirements adds that the
record keeping system shall ensure that all of the following conditions are met: (a) each
key stage of the processing of records by the CSD may be reconstituted, (b) the original
content of a record before any corrections or other amendments may be recorded,
traced and retrieved, (c) measures are put in place to prevent unauthorised alteration
of records, (d) measures are put in place to ensure the security and confidentiality of
the data recorded, (e) a mechanism for identifying and correcting errors is incorporated
in the record keeping system, and (f) the timely recovery of the records in the case of
a system failure is ensured within the record keeping system.

Operational risk management

126. CSDs are subiject to very stringent operational risk management requirements.
According to Article 45(1) of CSDR, a CSD shall identify sources of operational risk,
both internal and external, and minimise their impact through the deployment of
appropriate IT tools, controls and procedures, including for all the securities settlement
systems it operates.

127. According to Article 78(1) of the EC Delegated Regulation on CSD
Requirements, a CSD shall have in place arrangements to ensure the continuity of its
critical operations in disaster scenarios, including natural disasters, pandemic
situations, physical attacks, intrusions, terrorist attacks, and cyber-attacks. Those
arrangements shall ensure: a) the availability of adequate human resources; b) the
availability of sufficient financial resources; c) the failover, recovery and resuming of
operations in a secondary processing site.

Capital requirements

128. In accordance with Article 47(1) of CSDR, capital, together with retained
earnings and reserves of a CSD, shall be proportional to the risks stemming from the
activities of the CSD. It shall be at all times sufficient to ensure that the CSD is
adequately protected against operational, legal, custody, investment and business
risks so that the CSD can continue to provide services as a going concern. Strict capital
requirements are further specified in the EC Delegated Regulation on prudential
requirements for CSDs.

129. According to Article 54 of CSDR, a CSD that provides banking-type ancillary
services needs to be authorised as a credit institution as provided for in Article 8 of
Directive 2013/36/EU and needs to comply with the prudential requirements referred
to in Article 54 of CSDR.

CSD links
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130.
which represent an arrangement between CSDs whereby one CSD becomes a
participant in the securities settlement system of another CSD in order to facilitate the
transfer of securities from the participants of the latter CSD to the participants of the
former CSD or an arrangement whereby a CSD accesses another CSD indirectly via
an intermediary. The CSDR identifies the following types of links:

131.
and the investor CSD in Article 1 (e and f) as follows:

132.
requirements for the establishment of those links. Such requirements aim at avoiding
all potential sources of risk for the CSDs themselves and their participants. For
instance, when a CSD sets up a link, Article 48 of CSDR requires that the CSD verifies
that the asset protection regime in the country of establishment of the CSD, or that of

In order to facilitate cross border settlement, CSDs set up links with each other,

standard link: means a CSD link whereby a CSD (the ‘investor CSD’) becomes
a participant in the securities settlement system of another CSD (which can be
the ‘issuer CSD’ or another ‘investor CSD’) under the same terms and
conditions as applicable to any other participant in the securities settlement
system operated by the latter.

customised link: means a CSD link whereby a CSD (the ‘investor CSD’) that
becomes a participant in the securities settlement system of another CSD
(which can be the ‘issuer CSD’ or another ‘investor CSD’) is provided with
additional specific services to the services normally provided by that CSD to
participants in the securities settlement system.

interoperable link: means a CSD link whereby CSDs agree to establish mutual
technical solutions for settlement in the securities settlement systems that they
operate.

indirect link: means an arrangement between a CSD (the ‘investor CSD’) and a
third party other than a CSD, that is a participant in the securities settlement
system of another CSD (which can be the ‘issuer CSD’ or another ‘investor
CSD’). Such link is set up by a CSD in order to facilitate the transfer of securities
to its participants from the participants of another CSD.

The EC Delegated Regulation on CSD Requirements defines the issuer CSD

‘issuer CSD’ means a CSD which provides the core service referred to in point
1 or 2 of Section A of the Annex to Regulation (EU) No 909/2014 in relation to
a securities issue;

‘investor CSD’ means a CSD that either is a participant in the securities
settlement system operated by another CSD or that uses a third party or an
intermediary that is a participant in the securities settlement system operated
by another CSD in relation to a securities issue.

With regard to link arrangements, there are specific and strict regulatory
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the intermediary and of the CSD when the link is indirect, is comparable to the asset
protection regime of its own jurisdiction. Also for each link it opens, a CSD needs to
undertake legal due diligence. Specific requirements for indirect links are included in
Article 85 of the EC Delegated Regulation on CSD Requirements regarding the
monitoring and management of additional risks resulting from the use of indirect links
or intermediaries to operate CSD links.

133. CSDs that intend to establish links shall submit an application for authorisation
to the competent authority of the requesting CSD as required under point (e) of Article
19(1) of the CSDR or notify the competent and relevant authorities of the requesting
CSD as required under Article 19(5) of the CSDR.

134. Before establishing a CSD link and on an ongoing basis once the CSD link is
established, all CSDs concerned shall identify, assess, monitor and manage all
potential sources of risk for themselves and for their participants arising from the CSD
link and take appropriate measures to mitigate them.

135. A CSD established and authorised in the Union may maintain or establish a link
with a third-country CSD in accordance with Article 48 of the CSDR.

3.2.4 ESMA’s proposal for legislative clarifications under the AIFMD and UCITS Directive

136. As highlighted in the introductory paragraphs above (101-106), the intended
policy approach to depositary delegation requirements under AIFMD and UCITS
Directive seemed to be to appropriately acknowledge the role of CSDs as 