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1. Assessing the impacts of improvements to the management company
passport

1.1.Background

Changes to the UCITS Directive in 2001" introduced a passport for the management
company. Art. 6 of the amended Directive provides that an authorised management company
(MC) can provide services in another Member State (MS) either through the establishment of
a branch or under the freedom to provide services. This new freedom was however not open
to al types of funds. The passport for the MC was only possible in the case of corporate
funds. Funds of a contractual form have to be established in the MS of their MC.

Notwithstanding the introduction of this new freedom, the management company passport
(MCP) has not materialised. Ambiguities in the text of the Directive and important concerns
relating to splitting supervisory responsibilities between two authorities have hindered their
implementation. As a result, fund promoters need to establish a full fledged MC in every MS
where their funds are located. This is estimated to generate costs in the range of € 500,000 to
1 million per MC and year.

The White Paper's impact assessment (IA) analysis concludes that efforts to make the MC
passport work are largely justified by the expected savings. It also suggests eliminating the
discrimination between corporate and contractual funds. However, some questions remained
without unequivocal answer: notably the scope of the passport, the effectiveness of
supervision and possible tax implications. The following analysis seeks to provide further
explanation on these points following additional research by DG Markt services.

1.2.0ption description

Option 1: Full passport

This implies that the MC authorised/based in MS A will be alowed to manage, administer
and market corporate and contractual funds in MS B either through the establishment of a
branch or under the freedom to provide services (i.e. al functions in annex Il can be

‘passported’).

This would necessitate clarifying relevant MCP articles of the Directive (including extending
this freedom to contractual funds). Split supervision concerns would require changes to the
co-operation mechanism between regulators”.

! Directive 2001/107/EC of 21st January 2002 amending the UCITS Directive (85/611/EEC)

2 In order to reduce supervision related concerns, other possibilities are to impose additional obligations for the
management company and/or depositary. However, the analysis conducted has proven that these would have a
limited positive impact on investor protection but important implicationsin terms of compliance costs for the
industry. (And these risk to offset the savings achieved by the passport.)
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Pros
o Moreflexibility: the fund promoter can decide how to organise its business geographically
o Specialisation gains
o Greater cost savings
o It will allow an already existing situation (geographical concentration of management is a
reality), while eliminating the need to set up ineffective arrangements (e.g. delegation)

Cons
o Possiblerisk of adverse tax implications
o Important split supervision concerns on the side of supervisors.
o It may be more difficult for the depositary to fulfil its duties

Option 2: 'Partial' passport

Thisimplies that the MC of a corporate or contractual fund domiciled in MS B would be able
to perform some of its functions from MS A, where the MC is authorised/based (i.e. only
some of the functions in annex Il can be 'passported’). The main question then is which
functions should remain in the fund domicile.

Comment: Out of the set of functions in Annex Il the most controversial, from the passport
point of view, seem to be those related to fund administration®. It is argued that it will be
more difficult for the depositary to fulfil its obligations if the administrative functions are
carried out in another country’. From the point of view of the fund supervisor, if all
administrative functions are performed from abroad, the supervisor may have no real role or
ability to meet the responsibilities assigned to it. The discussion on the partial passport
concentrates then on the minimum set of administrative functions that should remain in the
fund domicilein order to reduce those concerns.

Pros
o Possibly reduced split supervision concerns and lower risk of adverse tax implications
o It will allow an aready existing situation without needing to enter into costly and complex
delegation arrangements
o« Easier (and cheaper) for the depositary to fulfil its duties.

Cons
o For corporate fundsit could be seen as a step back (art. 6 hints afull passport).
o Lower cost savings
o Lessflexibility for industry to organise its business on a pan-European basis

% Cross-border investment management already takes place (through delegation). Marketing should not be a
problem since compliance with art. 44-47 (product passport) isin any case required.

* However, according to discussions with some parts of the industry, this may not be always a problem
considering modern communication means.
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1.3.Impact analvsis5

Option 1: Full passport

A. Compliance costs

Clarifications to the text of the Directive should not have an impact from an industry and legal
compliance point of view®. Changes to the co-operation mechanism, may imply additional
costs for regulators. Adjustment costs would be higher at the beginning of the implementation
of the new working arrangements and decline subsequently. Magnitude of costs would very
much depend on the design of the reviewed mechanism to be worked out in detail at Level 2.
In order to minimise compliance costs, Level 1 changes could include new provisions on
powers and instruments at the disposal of regulators that are in line with those already
introduced by other Directives (such as MiFID’). Thus, the direct impact of Level 1 changes
on the costs for regulators would be limited.

B. Economic benefits

Operational savings of € 381 to €762 million/year have been estimated in the case that each
asset management group would be allowed to operate from only one location®. To these it
should be added the savings stemming from initial investment costs (capital requirements,
formation costs, systems investment, installation costs...). Nor would there be any need to
enter into expensive delegation agreements or to 'buy substance' (some €650,000 per MC and
year®). It is also argued that centralisation of management company activities would enhance
the quality of risk management.

On the other hand, the use of the passport may increase the costs for the depositary™, e.g. if
compliance with national rules require 'in situ’ inspections. Some also consider that a full
passport may have unintended tax implications which risks limiting the advantages of such a

passport™,

® This section should be seen as a preliminary analysis of the potential implications of the different options. A
more detailed impact assessment will be carried out at a later stage.

® |f any, this cost impact would be positive since it will save time and costs linked to legal teams' efforts to
interpret Directive provisions on this area.

" Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on marketsin financial
instruments.

8 Please see Impact Assessment report published along with the White Paper on investment funds.

° Data from industry contributions.

9 However, it is also argued that since the management is already performed often from abroad, little would
change in the relation between MC and the depositary (e.g. communication systems are already in place).

1t has been argued that if a fund domiciled in country A is managed by a MC based in country B, the tax
authorities of country B could consider that all fund's activities take place in country B and claim jurisdiction
over the fund. The fund would be then taxed twice: in its fund domicile and in the country of its MC. This,
however, remains an unproved risk. It could also be argued that Member States do not have an interest to deprive
their own fund management industry of the opportunities offered by the passport. Experience from related
sectors (e.g. investment manager exemption in UK for overseas non-transparent structures) demonstrates that tax
authorities can be responsive to these considerations.
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C. Investor protection impacts

Supporters of the (full) passport anticipate an increase in investor protection since delegation
arrangements render the monitoring by the fund manager more difficult. Advocates of the full
passport also claim that centralisation should lead to an improvement in the quality of the
management. (It should also be recalled that, even if afund is managed from another country,
its MC needs to ensure compliance of the fund with the rules applicable in its country of
domicile.)

On the other hand, it has been argued that the MCP could also endanger the high level of
investor protection offered by the UCITS Directive. The arguments to this effect are that it
would be more difficult for @) the depositary to fulfil its duties; b) the investor to address
hissher complaints in the event of a problem and c) the regulator to supervise (since the
passport risks creating letter-box entities). The first two arguments have been challenged.
Physical presence of the depositary in the country of the MC does not seem to be a necessary
pre-condition to correctly fulfil its obligations. There is aso rarely a direct relationship
between the management company and the investor (even in a purely national scenario,
distribution of funds is generally carried out by an intermediary/distributor)*?. The third
argument, however, needs careful consideration.

L etter-box related concerns are important among regulators. Effective supervision could be
jeopardised if the fund isjust avirtual/legal construction emptied of any substance and devoid
of any activity, leaving supervisors in a situation where they have difficulty in discharging
their responsibilities. This situation could reduce effective oversight of part of the fund value
chain. A simple clarification of the MCP provisions does not seem to fully address those
concerns®,

Option 2: Partial passport

A. Compliance costs

Implementing a partia passport will have limited (initial) compliance costs for the
management company. These could be the result of (one-off) investments in
IT/communication systems between the MC main office and the administrative centre, of
restructuring of operations, etc. Given that some MC's activities are de facto already
performed outside the fund's domicile, these investments may already have taken place. In
any case, in the long-term compliance cost would be close to zero.

B. Economic benefits

Costs related to capital and other substance requirements could be saved. The Directive
imposes capital requirements of at least € 125,000. Considering the EURIBOR rate (1year)
for December 2006 (3.92 %), this would imply a cost of capital of between € 3.7 and € 300

121t also needs to be noted that the same argument could be given in the case of aforeign fund notified in the
country of the investor.

3 This statement is based on the contributions to the Green Paper and to the Expert Group on Market Efficiency
consultations, as well ason bilateral discussions with different M S regulators.
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million per annum™. Likewise, elimination of the need to appoint local directors can have an
important impact on substance costs. (In its contribution to the Green Paper, EFAMA
estimated at around € 500,000 the annual cost of appointing two "conducting officers’ to a
self-managed SICAV .)

However, the need to keep a team in the fund domicile to perform (or verify the carrying out
of) some administrative functions will still entail a certain level of (initia investment and)
annual operating costs™. In order to maximise the savings linked to the (partial) passport, the
administrative functions remaining in the fund's domicile should be kept to the minimum
needed to underpin effective supervision and oversight of the fund chain. Research and
discussions with the industry and regulators suggest that two functions are potentially relevant
in reducing empty-substance related concerns. These are a) verification of valuation and
pricing and b) maintenance of the unit-holder register.

C. Investor protection impacts

If some administrative functions are performed in the domicile of the fund, this would
mitigate letter-box related concerns. It could also avoid possible negative tax implications
(that at the end of the day would have had to be assumed by the investors). A minimum of
substance would help to demonstrate (vis-a-vis tax authorities) the establishment of the fund
initsdomicile.

This option may however dtill require a reinforcement of the co-operation mechanism

between regulators in order to address potential gaps in supervision due to split
responsibilities.

1.4.Preferred option

Three reasons are generally put forward to justify the need for a MC to be established in the
fund's country: 1) to ensure a better supervision by nationa authorities, 2) to allow the
depositary to fulfil its duties and 3) to make it easier for investors to submit their complaints.
The analysis above shows that supervisory concerns deserve the most attention.

The options analysed focus on how to overcome these supervisory related concerns. Those
derived from the split of supervision between regulators require a clear definition of the
respective roles and supervisory powers available to each national authority. As for the need
to ensure effective supervision, retaining a minimum of substance in the fund domicile may
be sufficient to allay concerns about supervisory effectiveness. Taking al this into account,
option 2 is the one which best serves the single market. Since some administrative functions
will remain in the fund domicile, the economic outcomes of this option are however lower
than those for option 1. The set of administrative functions will then need to be kept to the
strict minimum in order to maximise the benefits of the passport.

¥ Minimum capital requirements are higher for funds managing over 250 million assets (namely € 10, 000
higher for each € 50 million above that threshold) and can amount up to € 10 million. FERI data has been used to
calculate the reduction in the number of MCs. (According to FERI, in 2006 there were 1749 active European
management companies belonging to 987 groups.)

15 Staff overheads, I T systems, office rental, etc.
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1.5.Impact table
Impacts on — | Compliance Economic Investor Preferred option
Option | costs benefits protection
Full passport neutral ++ - _
Partial passport neutral + neutral X

1.6.Rationale behind other keyv choices made in respect of possible
adjustments to UCITS Directive

Definition of the passport: Article 6 of the Directive, in combination with other Directive
provisions, has led to confusion regarding the right of a MC to carry out its activities in
another MS. It appeared necessary to explicitly confirm that this included the activity of
collective portfolio management and all the services for which the MC has been authorized.
The freedoms entailed by the passport are also clarified in the envisaged possible adjustments
described in Section 2. The passport not only encompasses the right for a MC to manage a
UCITS domiciled in another MS but also for aUCITS to appoint a MC based in another MS.
Thus, envisaged adjustments add clarity and should not have an adverse impact from either a
cost or investor protection point of view.

Definition of domicile: The domicile of the UCITS is defined in the Directive as the MS
where the investment company (i.e. the UCITS itself) or its management company (for unit
trusts or common funds) is established. In the first case, this was redundant (if not confusing).
In the second case, this was highly restrictive. A definition of the fund's domicile having
regard to the applicable law and a set of core administrative functions performed in that MS
seems more coherent. It would also allow the industry to achieve most of the savings
associated with the passport while at the same time addressing supervisory related concerns.

Extension of the passport to contractual funds: Contributions from sector experts, and
responses to consultations, confirmed the need to end the arbitrary distinction between
corporate and contractual funds. The new definition of fund domicile should remove any
judtification for that distinction. The extension of the passport to contractual funds will
considerable increase the benefits of the MCP.

Co-operation between regulators: Several nationa regulators have expressed concerns
relating to the split supervision scenario that could follow from the MCP. Potential
supervisory gaps are therefore addressed by four types of possible adjustments aiming to
strengthen effectiveness of supervision and cross-border cooperation'®. These are measures
aiming to a) ensure equivalence of powers, b) develop the existing exchange of information
mechanisms, ¢) reinforce the instruments at the disposal of regulators (such as on the spot
verifications) and d) add emergency powers (where the protection of investorsis at risk). The

16 Please see chapter 6 on 'Supervisory cooperation'.
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design of these measures has been inspired by MiFID. Compliance costs for national
authorities should be quite limited.

Need for double passport removed: The Directive contained an incongruity. Article 6a(5)
required a management company to comply with the MCP notification, in addition to the
product notification (art. 46) when only distributing its UCITS in another country through a
third party. Separation of both notification procedures would add clarification and reduce
costs wherever that incoherent paragraph was literally applied.
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2. Shape of possible adjustments to the UCITS Directive17

Directive 85/611/EEC

Envisaged adustments

Section |
General provisions and scope

Article 1a

2. 'management company' shall mean any
company, the regular business of which is the
management of UCITS in the form of unit
trusts’common funds and/or of investment
companies (collective portfolio management
of UCITS); this includes the functions
mentioned in Annex II;

3. a ‘management company's home Member
State’ shall mean the Member State, in which
the management company's registered office
is Situated.

[...]
5. a'UCITS home Member State' shall mean:

(a) with regard to aUCITS constituted as unit
trust/common fund, the Member State in
which the management company's registered
officeis situated,

(b) with regard to a UCITS constituted as
investment company, the Member State in
which the investment company's registered
officeis situated;

Section |
General provisions and scope

Article 1a

2. 'management company' shall mean any
company, the regular business of which is the
management of UCITS in the form of unit
trusts’common funds and/or of investment
companies (collective portfolio management
of UCITS); which consists in the functions
mentioned in Annex II;

3. a ‘management company's home Member
State’ shall mean the Member State, in which
the management company's registered office
is situated.

[..]

5. a'UCITS home Member State' shall mean,
whether the relevant UCITS is constituted
as a unit trust/ common fund or as
investment company, the Member State
which fulfilsthe following criteria:

(@) the following UCITS administrative
functions are actually performed on its
territory:

- Veification of valuation and

pricing;
- Maintenance, where applicable, of
unit holder/ shareholder register.

(b) the law of such Member State is
applicable to the UCITS, as provided for in
its instruments of incorporation/ fund rules/
trust deed.

An "investment company's home Member

7 Provisions on supervisory cooperation are set out in a separate section.
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State” shall be understood as having the
same meaning as a UCITS home Member
State.

[..]

Article 3 Article 3

For the purposes of this Directive, a UCITS | For-the-purpeses-of-this-Directivea- UCHS
shall be deemed to be situated in the Member | shaHl-be-deemed-to-be-situated-Hr-the-Member
State in which the investment company or the | State-tr-which-thetnvestment-company-or-the
management company of the unit trust has its | management-company-of-the-unit-trust-has-s
registered office; the Member States must | registered—office The—Member—States—must
require that the head office be situated in the | reguire that the-head-office—besituated-r-the

same Member State asthe registered office. | sameMember-State-astheregistered-office

Explanatory comment

1. The existing UCITS domiciliation rule'®

The existing Article 3 of the UCITS Directive deals with fund domiciliation. The aim of this
rule is (i) to avoid the creation of letter box UCITS and (ii) to facilitate the work of the
supervisory authorities by ensuring that all relevant documentation is kept in their country.
This rule is based on a double requirement: (i) a formal requirement, i.e. that the registered
office of, as the case may be, the investment company or the management company, be
situated in such Member State and (ii) a substance requirement, i.e. that the head office
(central administration) functions of such investment company/management company be
located in the same Member State as the registered office. It is up to the Member States to
determine what this "head office" criteria encompasses, i.e. the degree of substance which has
to be met by an investment company/ management company to meet the criteria.

This current approach to domiciliation is a potential obstacle for a management company to
use the management company passport to manage a UCITS on aremote basis:

() the criteria of the registered office of the management company to determine the home
Member State for acommon fund/ unit trust is incompatible with the possibility to extend the

18 On the revised definition of management company under Article 1a (4), see Article 5(2) below.
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management company passport™® to such funds®, as provided for in the Commission White
Paper;

(i) Member States may impose that all management functions be actually performed on their
territory as a condition for the head office requirements. This can prevent the management of
aUCITS on aremote basis.

On the other hand, the possibility of a full performance of the management of a fund on a
remote basis could lead to the creation of |etter boxes entities and thus imply two risks:

(i) it could undermine the capacity of the fund supervisor and depositary to assume certain
responsi bilities with respect to the administration and operation of the fund.

(i) it could lead to the tax authorities of the management companies domiciles claiming
jurisdiction over the incomes and the revenues of the fund, in addition to taxation in the fund
domicileitself. Thisrisk would be most pronounced for fiscally non transparent funds.

2. Proposed alternative

To enable the benefit of the management company passport for investment companies and
common funds/ unit trusts while avoiding the creation of letter box entities and mitigating the
above risks, it would be thus necessary to propose a harmonized approach to the degree of
substance/ head office criteria required on the territory of a given Member State. It should
become possible, on the basis of clear and operationa tests, to identify the respective
domiciles of the fund and of the management company where the management company
passport is used.

First criterion: performance of core administrative functions

The domiciliation of the fund, whether it is constituted as a unit trust/ common fund or as
investment company, should be based on certain core administrative functions which should
actually be performed in the Member State where the fund promoters wish the UCITS to be
located.

The core administrative functions would be:

» Verification of the valuation and pricing;
» Maintenance of the unit-holders registers.

Maintaining these core administration functions in the fund domicile could avoid the creation
of letter box UCITS and facilitate the work of the supervisory authorities, while enabling
remote portfolio management. It would not be possible for a Member State to impose more
functions to be performed on its territory in the context of remote management pursuant to the
management company passport.

19].e. the possibility for a management company, authorised by its Member State authorities, to carry out in
another Member State the activity(ies) for which it has been authorised, either by the establishment of a branch
or the freedom to provide services, subject to a notification procedure.

2 \Which, for the purpose of this text, shall also encompass unit trusts.
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Second criterion: applicable law

As explained earlier, a criterion of domiciliation of a UCITS based on the registered office of
the management company is incompatible with the remote management of a common fund/
unit trust. An alternative proposal would rely on alegal criterion, i.e. the law applicable to the
common fund/ unit trust/investment company. This needs also to be reflected in the existing
definition of UCITS home Member State, which relies also on the concept of the registered
office.

Accordingly, we would envisage to replace (i) the existing Article 3 on domiciliation and (ii)
the definition of the UCITS home Member State under Article 1a(5) by arevised definition of
UCITS home Member State based on the criteria of "core administrative function" and
applicable law.

To summarize, the proposed solution would be a pragmatic one. It would balance the single
markets benefits of full passporting rights with the need to ensure effective fund supervision
and oversight. To enable remote management, it would be necessary to relax the requirements
of the head office and to harmonize them. However, it should be emphasized that such
"relaxation” would be possible only because remote management via the management
company passport is an activity regulated under the Directive. Moreover, it should not go so
far as to create a letter box entity, which would not fit with the EU regulatory approach to
UCITS.

The restrictions that the proposal to maintain "core administrative functions' in the Member
State of the fund would imply for the management company passport should not be
overstated. It is true that the possibilities offered by remote management (and the activities
covered by the management company passport) would be reduced. However, such functions
could be carried out via a branch (cf proposed Article 6(4)). Alternatively, the possibility
offered to perform such functions via delegation to entities situated in the Member State
where domiciliation is sought should give some additional flexibility to the management
companies if the management company only wants to use its freedom to provide services.

On the basis of the above solution, two models of UCITS management would become
possible under the UCITS Directive (besides self management in the case of the investment
companies), a the option of the fund promoter:

1) "Classic UCITS management”: as currently, management legally performed by the
management company or the investment company in the Member State of the fund®* but
possibility to delegate the actual/ concrete performance of functions in another Member State
or, subject to certain conditions, to athird country (to the exception of the core administrative
functions) (Article 5g of the UCITS Directive)

2) "UCITS management performed in the context of the MCP': actual/ concrete performance
core administrative functions performed in the Member State of the fund and remaining
collective portfolio management functions performed in another Member State by the
management company on the basis of the management company passport, but the

2 "|egally performed" in the sense that the management company or the investment company remain fully liable
for the performance of the management function, even if in practice performed by another party in another
Member State.
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management company remains fully liable for the performance of all functions . In such case,
the core administrative functions can be performed by the management company either by
way of adelegation, viaabranch, or by the investment company itself, as the case may be.

To summarize:

Management of UCITS in a domestic

Management of UCITS performed in the

context (fund + management company context of the MCP
domiciled in the same Member State)
In the Member State of the fund: In the Member State of the fund:
All  collective portfolio  management | No less than the economic performance of the
functions, legally and, where applicable, | core administrative functions by the

economically performed by the management
company or the investment company.

management company (by way of a branch or
delegation) or the investment company.

In another Member State:

All  collective  portfolio  management
functions can be economically delegated by
the management company or the investment
company to third parties (Article 5g of the
UCITS Directive).

In another Member State:

All  collective portfolio  management
functions can be legaly performed and,
where applicable economically performed by
the management company, to the exception
of the core economic functions.

This would have no impact on self-managed investment companies, for which the question of
remote management via the management company passport is not applicable.

*

Section |1
Authorization of UCITS
Article 4

1. No UCITS shall carry on activities as such
unless it has been authorized by the
competent authorities of the Member State in
which situated, hereinafter referred to as the
“competent authorities’.

Such authorization shall be vaid for dl

Member States.

Section |1
Authorization of UCITS
Article 4

1. No UCITS shall carry on activities as such
unless it-has been-authorized by

(a) the competent authorities of the its home
Member State have approved:

- its instruments of incorporation in
the case of an investment company; .
i which g  hereinat ; I
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2. A unit trust shall be authorized only if the
competent authorities have approved the
management company, the fund rules and the
choice of depositary. An investment company
shall be authorized only if the competent
authorities have approved both its
instruments of incorporation and the choice
of depositary.

3. The competent authorities may not
authorise a UCITS if the management
company or the investment company do not
comply with the preconditions laid down in
this Directive, in Sections Il and 1V
respectively.

- its fund rules/ trust deed in the case
of a common fund/ unit trust;

- itschoice of depositary,

(b) where the UCITS is not a self managed
investment company, the competent
authorities of the  management
company’s home Member State have
approved its management company,
notably its compliance with Section 111
of the Directive;

where the UCITS is an investment
company, the competent authorities of
the UCITS home Member State have
established its compliance with Section
IV of the Directive

(©)

(d) where the management of the UCITS is
performed by a management company
located in another Member State
pursuant to Article 6(3), such
management company has complied
with the provisions of Article 6a or 6b.

Such authorization shall be vaid for dl
Member States.

3. The competent authorities of the UCITS
home Member State may not authorise such
UCITS if the management company or the
. I e with
a) such authorities establish that the
investment company does not comply
with the preconditions laid down in
Section 1V of the Directive; and/ or, as
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Moreover the competent authorities may not
authorise a UCITS if the directors of the
depositary are not of sufficiently good repute
or are not sufficiently experienced also in
relation to the type of UCITS to be managed.
To that end, the names of the directors of the
depositary and of every person succeeding
them in office must be communicated
forthwith to the competent authorities.

[...]

3a The competent authorities shall not grant
authorisation if the UCITS is legdly
prevented (e.g. through a provision in the
fund rules or instruments of incorporation)
from marketing its units or sharesin its home
Member State.

4. Neither the management company nor the
depositary may be replaced, nor may the fund
rules or the investment company's
instruments of incorporation be amended,
without the approval of the competent
authorities.

the case may be,

b) the competent authorities of the
management company’s home Member
State establish that the management
company does not comply with the
preconditions laid down in Section 111 of

the Directive.

Moreover the competent authorities of the
UCITS home Member State may not
authorise a UCITS if the directors of the
depositary are not of sufficiently good repute
or are not sufficiently experienced also in
relation to the type of UCITS to be managed.
To that end, the names of the directors of the
depositary and of every person succeeding
them in office must be communicated
forthwith to the competent authorities.

3a The competent authorities of the UCITS
home Member State shall not grant
authorisation if the UCITS is legaly
prevented (e.g. through a provision in the
fund rules or instruments of incorporation)
from marketing its units or sharesin its home
Member State.

4. Neither-the-management-company-—nerthe

les ¢ the  investrient— companvs
) f S e
without—the—approval—of—the—competent
The management company may not be
replaced without the approval of the
competent authorities of the management
company’s home Member State.

The depositary may not be replaced, nor
may the fund rules or the investment
company's instruments of incorporation be
amended, without the approval of the
competent authorities of the UCITS home
Member State.
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Explanatory comment

The standard UCITS authorization procedure would need to reflect the possibility to manage
UCITS on a remote basis using the management company passport (ie. management of a
UCITS by a management company it has designated (in the case of an investment company)
or which has set it up (common fund/ unit trust)). It should be made clear that (i) the approval
of the fund rules/ trust deed/ articles of incorporation of the fund, as well as the choice of a
depositary are under the responsibility of the UCITS home Member State; and that (ii) the
approval of the management company is under the responsibility of the management
company's home Member State.

In the case of a UCITS managed domestically, the UCITS home Member State and the
management company's home Member State would be identical. In the case of a UCITS
managed on a remote basis pursuant to Article 6(3), they should be distinguished. The
purpose of Article 4 would be to provide for an authorization regime which functions in both
cases.

Section 1 Section 1
Obligations regarding management Obligations regarding management
companies companies
Title A Title A
Conditions for taking up business Conditions for taking up business
Article S Article S

1.[...] 1.[...]

2. No management company may engage in
activities other than the management of
UCITS authorized according to this Directive
except the additional management of other
collective investment undertakings which are
not covered by this Directive and for which
the management company is subject to
prudential supervision but which cannot be
marketed in other Member States under this
Directive.

2. No management company may engage in
activities other than the management of
UCITS authorized according to this Directive
except the additional management of other
collective investment undertakings which are
not covered by this Directive and for which
the management company is subject to
prudential supervision but which cannot be
marketed in other Member States under this
Directive.

The activity of management of unit| The activity of management of unit
trusts’common  funds and of investment |ty stcommon funds and of investment

companies includes, for the purpose of this | companies consists, for the purpose of this
Directive, the functions mentioned in Annex | pirective, in the functions mentioned in
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Il which are not exhaustive.

[..]

Annex || which-are-not-exhaustive.
[...]

Explanatory comment

The current drafting of Annex Il is not exhaustive. This creates uncertainty. For the purpose
of clarification, we propose to remove the reference to the non-exhaustiveness of the annex

(see also sectionon Annex 11).

Article 6

1. Member States shall ensure that a
management company, authorized in
accordance with this Directive by the
competent authorities of another Member
State, may carry on within their territories the
activity for which it has been authorized,
either by the establishment of a branch or
under the freedom to provide services.

2. Member States may not make the
establishment of a branch or the provision of
the services subject to any authorization
requirement, to any requirement to provide
endowment capital or to any other measure
having equivalent effect.

Article 6

1. Member States shall ensure that a
management company, authorized in
accordance with this Directive by the
competent authorities of anether its home
Member State, may carry on within their
territories the activity of collective portfolio
management and the services for which it
has been authorized, either:

(a) by the establishment of a branch or

(b) under the freedom to provide services,
subject to the provisions of Article
6(4)a

If such management company proposes to
market the units of the UCITS it manages as
provided for in Annex 11 in another Member
State without proposing to carry out any
other activities or services, such marketing
shall only be subject to the prior
requirements of Article 46.

2. Member States may not make the
establishment of a branch or the provision of
the services subject to any authorization
requirement, to any requirement to provide
endowment capital or to any other measure
having equivalent effect.
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Explanatory comment

Article 6 should not only provide for the freedom to perform certain activities on the basis of
the freedom of establishment or the freedom to provide services, it should also provide for a
detailed regime applicable to a management company managing a UCITS on a remote basis
under the passport mechanism. Thisis currently missing in the existing Directive. Thisis one
of the reasons for the failure of the management company passport to date.

The wording of Article 6 should be clarified to confirm that all the activities and services
provided for under Article 5, and explicitely collective portfolio management, can be subject
to the management company passport (with in the case of remote management performed on
the basis of the freedom to provide services, some restrictions linked to proposed new
domiciliation rules, cf Article 6(4)a below).

It should also be made clear that a management company wishing only to market the units of
the UCITS it manages in another Member State without providing any other activity or
service should be subject to the sole provisions of Article 46, not to Article 6a or 6b. This
would allow to remove the constraint of the "double notification procedure” created by Article
6b(5), whereby a management company which wishes only to market UCITS units cross-
border also needs to go through the management company passport procedure. Even if such
constraint has been mitigated from an administrative point of view thanks to CESR guidelines
on the UCITS transitional provisions of February 2005%, this should be clarified from a legal
point of view. As to what "marketing" should encompass, please see explanatory comment
under Annex 11 below.

Article 6 (continued)

3. (New) Subject to the conditions set out in paragraph 4 below, UCITS, shall be free to
designate, or to be managed by, a management company situated in another Member
State, provided such management company fulfils the following criteria:

(@) It is authorized as UCITS management company in its home Member State in
accordance of the relevant provisions of the Directive;

(b) 1t complies with the conditions of Article 6aor 6b.

2 |n CESR guidelines n°04/434b of 3 February 2005 on the transitional provisions of the Directive, available on
www.cesr-eu.org, competent authorities of al Member States have agreed from a purely administrative/
processing point of view, that al the information foreseen for notification of the management company is to be
considered to be fully encompassed in the registration procedure for the product if a management company only
wants to market the units of its UCITS in another MS..
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Explanatory comment

To fully mirror the freedom for a management company to passport its services via the
freedom to provide services or via a branch and for clarification purposes, the freedom for a
UCITS to be managed by a management company located in another Member State should be
expressly provided for in the Directive”. In addition, it should be made clear that the
management company passport should also be applicable to common funds/ unit trusts. This
would also mean that all the functions listed under Annex Il can be performed on a remote
basis by a management company using the passport procedure, with, in the case of
management performed on the basis of the freedom to provide services and because of the
proposed new UCITS domiciliation rules (cf Article 1a), some restrictions when it comes to
the "core administrative functions' (cf Article 6(4) below) which have to be performed in the
Member State of the UCITS™.

ol

Article 6 (continued)

4. (New) In the case where the management of a UCITS is performed by a management
company situated in another Member State pursuant to Article 6(3) above, the following
conditions shall apply:

(@ if the management is performed by a management company on the basis of the
freedom to provide services pursuant to Article 6b, such management company shall
perform the administrative functions referred to in Article 1a (5) either by way of a
delegation to entities situated in the Member State where the UCITS should be
domiciled under the provisions of Article 5g or through establishment of a branch in
such Member State pursuant to Article 6a. Alternatively and as the case may be, the
investment company can perform the administrative functions referred to in Article 1a

(5).

Explanatory comment

Paragraph 4 (a) reflects the new approach on domiciliation proposed in Article 1(a) in the case
of the remote management of the UCITS. If a UCITS could be managed on a remote basis,
the core administrative functions would have to be performed on the territory of the Member
State where the UCITS shall be domiciled, which would imply some restrictions on the
passporting of the functions of collective portfolio management listed in Annex Il. The
purpose of this paragraph is to clarify how these functions could be performed by a

% The distinction made between the two scenarios of 6(3)a and 6(3)b results from the existence of a legal
personality in the case of an investment company (hence power to designate a management company) and the
absence of such legal personality in the case of common funds/ unit trusts (it is the management company which
takes the decision to set up and manage a common fund/ unit trust).

24 Cf also explanatory comment given under Article 3 above.
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management company located in another Member State: either via a branch or via delegation,
or by the investment company itself as the case may be.

*

ol

Article 6 (4) (continued)

(b) only the competent authorities of the management company’s home Member State
shall be competent to carry out the supervision of such management company;

(c) the management company shall ensure that, at all times,

(i) the UCITS it manages complies with the laws, regulations and administrative
provisonsin forcein the UCITS home Member State,

(i) it provides the depositary and the auditor of the UCITS it manages with al
information, records and any other data necessary to the performance of their
obligations pursuant to the laws, regulations and administrative provisionsin force
in the UCITS home Member State.

Explanatory comment

Still in the case of the remote management of the UCITS, Paragraph 4(b) would aim to clarify
the division of responsibilities between the competent authorities of the the management
company's home Member State and those of the UCITS home Member State. Paragraph 4(b)
would clarify that the competent authorities of the management company's home Member
State should be competent to ensure its supervision.

Paragraph 4(c) would also make clear that the management company should ensure that the
UCITS it manages complies at al times with the law of its home Member State, and that it
provides the UCITS depositary and its auditor with all necessary information to achieve their
mission.

Article 6a
[...]

4. Before the branch of a management
company starts business, the competent
authorities of the host Member State shall,
within two months of receiving the
information referred to in paragraph 2,
prepare for the supervison of the
management company and, if necessary,
indicate the conditions, including the rules

Article 6a
[...]

4. Before the branch of a management
company is established and starts business,
the competent authorities of the host Member
State shall, within two months of receiving
the information referred to in paragraph 2,
prepare for the supervison of the
management company and, if necessary,
indicate the conditions, including the rules
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mentioned-tn-Articles44-and-45 in force in
the host Member State and the rules of
conduct to be respected in the case of
provision of the portfolio management
service mentioned in Article 5(3) and of
investment advisory services and custody,
under which, in the interest of the general
good, that business must be carried on in the
host Member State.

5. On receipt of a communication from the
competent authorities of the host Member
State or on the expiry of the period provided
for in paragraph 4 without receipt of any
communication from those authorities, the
branch may be established and start business.
From that moment the management company
may also begin distributing the units of the
unit  trusts’common funds and of the
investment companies subject to this
Directive which it manages, unless the
competent authorities of the host Member
State establish, in a reasoned decision taken
before the expiry of that period of two
months — to be communicated to the
competent authorities of the home Member
State — that the arrangements made for the
marketing of the units do not comply with the
provisions referred to in Article 44(1) and
Article 45.

falling outside the field governed by this
Directive in force in the host Member State
and the rules of conduct to be respected in the
case of provison of the portfolio
management service mentioned in Article
5(3) and of investment advisory services and
custody, under which, in the interest of the
general good, that business must be carried
on in the host Member State.

5. On receipt of a communication from the
competent authorities of the host Member
State or on the expiry of the period provided
for in paragraph 4 without receipt of any
communication from those authorities, the
branch may be established and start business
notwithstanding the provisions of Article 46.

[..] [...]

Explanatory comment

It should be made clear that the notification requirements regarding the management company
(Article 6a and 6b) and the UCITS product notification (Article 46) are two distinct
procedures. Articles 6a (passport via branch) and 6b (passport via freedom to provide
services) cover the passport for management companies in relation to the provision of the
activity of collective portfolio management and the selected services of Article 5 (as the case
maybe). A management company wishing in addition to market its UCITS in another Member
State would also have to comply with Article 46. This was already the case with the freedom
to provide services in the existing Directive, this should be confirmed when the management
company uses the freedom of establishment under the passport procedure. On the other hand,
a management company wishing only to market the units of the UCITS it manages cross
border (in the sense of Annex |1) should only be subject to the product notification procedure
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of Article 46 (cf discussion under Article 6(1)). Again, it should be recalled that there is no
passport available for the distribution cross-border of non-UCITS under EC law and that the
management company passport does not change this situation.

A new reference to the rules "falling outside the fields governed by the Directive" would
result from the changes proposed to the approach to notification, as it is sufficient to refer to
the field not covered by the Directive instead of Articles 44 and 45.

*

Article 6b

[...] [...]

5. A management company shal also be
subject to the notification procedure laid
down in this Article in cases where it entrusts
a third party with the marketing of the units
in ahost Member State.

Article 6b

Explanatory comment

This remova would be the result of the proposed new approach to Article 6: it should be
made clear that a management company wishing only to market the UCITS it manages in
another Member State (in the sense of Annex I1) without providing any other activity or
service should be subject only to the provisions of Article 46, not of Article 6a and 6b (Cf

discussion under Article 6(1) above).

Article 8

1. A depositary must either have its registered
office in the same Member State as that of the
management company or be established in
that Member State if its registered officeisin
another Member State.

Article 9

A depositary shall, in accordance with the
national law of the State in which the
management company's registered office is
situated, be liable to the management
company and the unit-holders for any loss
suffered by them as a result of its
unjustifiable failure to perform its obligations
or its improper performance of them.
Liability to unit-holders may be invoked
either directly or indirectly through the

Article 8

1. A depositary must either have its registered
office in the same UCITS home Member
State as that of the management company or
be established in that Member State if its
registered office isin another Member State.

Article 9

A depositary shall, in accordance with the
national law of the UCITS home Member
State —which-the-management—company’'s
registered-office-is-situated, be liable to the
management company and the unit-holders
for any loss suffered by them as aresult of its
unjustifiable failure to perform its obligations
or its improper performance of them.
Liability to unit-holders may be invoked
either directly or indirectly through the

-22-




DG Internal Market and Services
Working Document
For discussion purposes only

management company, depending on the
legal nature of the relationship between the
depositary, the management company and the
unit-holders.

management company, depending on the
legal nature of the relationship between the
depositary, the management company and the
unit-holders.

Explanatory comment

The current rules applicable to the depositary impose that such depositary be located in the
same Member State as the registered office of the management company. Articles 8 and 9
should also reflect the case where the management is carried out on a remote basis pursuant to
the management company passport, hence where the registered office of the management
company is not located in the same Member State as the UCITS home Member State. From
an investor protection point of view the depositary should be located in the UCITS home
Member State and should be liable to the unit holders in accordance with the rules of the
UCITS home Member State. If the investors subscribe to a UCITS located in a given Member
State, they should be subject to the investor protection rules of such Member State, which

includes supervision rules, depositary regime and investor compensation rules.

*

Article 21

1. The management or investment company
must employ a risk management process
which enables it to monitor and measure at
any time the risk of the positions and their
contribution to the overall risk profile of the
portfolio; it must employ a process for
accurate and independent assessment of the
value of OTC derivative instruments. It must
communicate to the competent authorities
regularly and in accordance with the detailed
rules they shall define, the types of derivative
instruments, the wunderlying risks, the
guantitative limits and the methods which are
chosen in order to estimate the risks
associated with transactions in derivative
instruments regarding each managed UCITS.

Article 21

1. The management or investment company
must employ a risk management process
which enables it to monitor and measure at
any time the risk of the positions and their
contribution to the overall risk profile of the
portfolio; it must employ a process for
accurate and independent assessment of the
value of OTC derivative instruments. It must
communicate to the competent authorities of
the management company's/ the investment
company's home Member State regularly
and in accordance with the detailed rules they
shall define, the types of derivative
instruments, the wunderlying risks, the
guantitative limits and the methods which are
chosen in order to estimate the risks
associated with transactions in derivative
instruments regarding each managed UCITS.
If the management company's home
Member State differs from the UCITS home
Member State, the management company
shall also communicate simultaneously such
information to the UCITS home Member
State.
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Explanatory comment

In the context of the UCITS investment policies rules of Section V, Article 21 should be the
only provision where the possibility of remote management on the basis of the management
company passport needs to be reflected as it relates to the supervision of the management
company (the other references to "competent authorities" in Section V being to the competent
authorities of the UCITS home Member State). In the context of the supervision of the risk
management process to be carried out by the management company (or the investment
company, as the case may be), it should made clear that the only competent authorities should
be the competent authorities of the management company's (or investment company's) home
Member State, as the case may be. This would reflect the principle set out in the new Article
6(4)c. In the case of a purely domestic UCITS, the competent authorities of the UCITS home
Member State and of the management company's home Member State would of course be the
same.

*

Additional comment

On the basis of the current version of the Directive, it has not been deemed necessary to
specify further which competent authorities are responsible for other sections of the Directive,
as we believe this might be inferred from the context of each section. It can be assumed that
(i) the reference to competent authorities in Section IlI-1V deaing with management
companies/ investment companies, unless otherwise stated, is a reference to the management
company's’ investment company's home Member State competent authorities, and (ii) the
reference to competent authorities in Sections V to VIII, unless otherwise stated, is a
reference to the UCITS home Member State's competent authorities (subject to the
amendments proposed under Article 21 above). Finally, Section IX, unless otherwise stated, is
applicable to al Member States competent authorities.

*

ANNEX 11 ANNEX Il
Functions included in the activity of Funetions—ineluded—in—the—activity—of
collective portfolio management: coHective—portfelo—management For the

purpose of this Directive, the activity of
collective portfolio management consists in
the following functions:

- Investment management. - Investment management.

- Administration: - Administration:

(a) legal and fund management accounting

(@) legal and fund management accounting Services:

Services,;

(b) customer inquiries, (b) customer inquiries

(c) valuation and pricing (including tax

(c) valuation and pricing (including tax returns);

returns);
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(d) regulatory compliance monitoring;
(e) maintenance of unit-holder register;
(f) distribution of income;

(g) unit issues and redemptions;

(h) contract settlements (including certificate
dispatch);

(i) record keeping.
- Marketing.

(d) regulatory compliance monitoring;
(e) maintenance of unit-holder register;
(f) distribution of income;

(g) unit issues and redemptions,

(h) contract settlements (including certificate
dispatch);

(i) record keeping.
- Marketing Marketing, which, for the

purpose of this Annex, shall mean offering
for sale, selling and/or delivering units in
funds managed by the management
company to investors or potential investors

Explanatory comment

The use of the term "marketing" has created some confusion as there is no definition of such
concept in the UCITS Directive. Marketing would need to be defined in the context of the
management company passport to clarify the scope of the range of activities authorised under
the passport, notably in relation to MiFID. It should be made clear that management
companies are able to offer for sale/ sell / deliver the units of the funds they manage without
requiring any authorisation other than the one to be granted by their competent authorities in
relation to the activity of collective portfolio management. They do not need to have any
establishment in the host Member State. This results froms the original approach of the
UCITS Directive under the current Article 44(1). It should also be recalled that this is only
possible on a cross border-basis for units of UCITS (cf Article 5(2) first paragraph of the
Directive) and that in such case it is aso subject to the provisions of Article 46 on
notification.

As explained in the section on notification, it does not seem necessary at this stage to give a
general definition of "marketing” outside the field of the management company passport.

* k%
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3. Questions

Legal questions (section 2)

1

Does the proposed approach represent the most effective basis for achieving the stated
objective (to give effect to the management company passport)?

How could the proposed approach be improved? Should alternative approaches be
envisaged? Which provisions are not adapted to realisation of the stated objective?

Are the reasons for defining the fund and management company domiciles well
grounded? Are the proposed criteria and tests for defining the respective domiciles,
appropriate and operationa ? Is the distinction between domicile of fund and that of the
management company introduced coherently and systematically in all relevant
provisions? Does this distinction need to be reflected more fully elsewhere in the
Directive (e.g. depositary responsibilities)?

The management company will be able to maintain the shareholder register and assume
responsibility for fund valuations for a fund domiciled in another Member State,
subject to the provision that these functions be physically performed in the fund
domicile (via branching or delegation) and subject to competent authorities of that
country. Is this a coherent and operational basis for reconciling the management
company passport with the need to ensure sufficient substance in the fund domicile?

Are the responsibilities and obligations of the different actors (including depositaries)
and competent authorities sufficiently clear so as to ensure integrated supervision of
risks at the level of the fund and the management company? Do the strengthened
supervisory cooperation mechanisms (cf chapter 6) provide the basis for effective and
timely intervention to correct any cross-border supervisory concerns that might arise
from exercise of the management company passport?

Economic questions (section 1)

6.

Do you agree with the analysis of the expected impacts? Are there any other economic
or investor protection implications that should be taken into account?

7. ls'close physical presence necessary for the depositary to fulfil its duties?

8. What is the annual cost linked to maintaining the two core functions (i.e. valuation and

pricing and the maintenance of the unit-holder register) in the fund's domicile? Can
significant savings still be achieved despite the performance of those two functions in
the funds domicile?

Are there other administrative functions which should stay in the fund's domicile?
What would be the estimated additional costs/savings associated to these functions
staying in the fund's domicile?

-26 -



