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16 September 2010 
 
Dear Matthew, 
 
Proposal to amend the Investor-Compensation Schemes Directive  
 
Further to our meeting on 3 August, I am writing to provide the input you requested 
from DATA in order to inform the UK’s position in Council discussions concerning the 
ICSD. 
 
We do question the need for this Commission initiative.  We believe that investors 
are already protected under UCITS – a level of protection that is likely to rise under 
UCITS V.  The UCITS Directive states, in Article 9, that “a depositary shall, in 
accordance with the national law [...], 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 management company, 
depending on the legal nature of the relationship between the depositary, the 
management company and the unit-holders.”   The case has not been made by the 
Commission that this standard has failed or is deemed to be insufficient.  It is 
therefore disappointing that the proposal has been put forward without further 
consultation with the industry. 
 
We note that HMT and FSA, in their joint response to the Commission’s call for 
evidence on the ICSD (April 2009), was not supportive of extending the ICSD to 
cover UCITS.  We also understand, from the Commission’s Impact Assessment, that 
a number of other Member States did not consider such an extension to be 
necessary; namely, the Czech Republic, Finland, France and the Netherlands.  
Therefore, we urge HMT to work with the Ministries of other countries with a view to 
ensuring that the ICSD is not extended to cover UCITS.   
 
In the event that this does not prove possible, and the decision is taken to extend 
the ICSD to cover UCITS, we provide the following comments: 
 
One of our key concerns is the need to ensure that any proposals regarding 
compensation arrangements take into account other EU initiatives that are designed 
to ensure that appropriate safeguards are in place.  We are strongly of the view that 
the AIFMD and UCITS V work should be completed before any proposals regarding 
compensation are considered by the Council and Parliament.  
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There must be a coordinated approach to defining any form of liability standard.  At 
the present time, there is too much legal uncertainty across a number of directives 
that will only be addressed through detailed technical understanding at Level 1 and 
Level 2.  Until this is achieved, there is a significant risk that unintended 
consequences will occur.   
 
If the Commission’s proposed changes to the ICSD are implemented before the 
above work is complete, there is a very real danger that investors will suffer as a 
result.  Ultimately, the cost of increased regulation and compensation arrangements 
will be borne by investors.  Effectively, investors could be paying twice – for the cost 
of the additional liability that depositaries take on via changes to the UCITS 
Directive, and also for having the ability to call upon a compensation scheme.  The 
costs for funding will be borne either by the UCITS directly or indirectly (via an 
increase in depositary fees to fund the new protection).  We believe that, overall, it is 
in the interests of investors, that the AIFMD and UCITS V work is completed before 
compensation arrangements are considered.   
 
As mentioned above, there are a number of Member States, including the UK, which 
were not supportive of the Commission proposal to extend coverage to UCITS.  We 
do not know the position of other Member States. Some, for example, may not have 
expressed firm opinions.  We can understand this lack of support.  Provided there is 
a robust regulatory regime in place, the likelihood of loss should be small.  It should 
also be remembered that investors in financial markets understand that there are 
potential risks.  We are not aware of any situations in which UCITS investors have 
suffered loss through depositary/custodian default.  It must be remembered that the 
Madoff case was a result of fraud and not default.  The Commission proposals 
effectively constitute a 0.5% levy on investors for insurance that they may not need.  
We do not believe that sufficient a case has been made for the benefits of such a 
change to outweigh the costs to investors. 
 
Other high level comments are as follows: 
 

 The Commission has previously acknowledged that further technical work needs 
to be completed to define when assets are kept in custody and also to define the 
roles and responsibilities of depositaries.  Until that work is completed, it is 
difficult to assess the impact of the ICSD.  For example, the proposals indicate 
that the cost could be borne by depositaries (although as mentioned above, in 
such a case, it would be met through an increase in depositary fees).  Until the 
extent of the depositary’s liability is established, the impact of the proposal 
cannot be assessed, as it will depend upon the extent to which assets are defined 
as being in the custody of the depositary.  It would not be reasonable for 
depositaries to fund the cost of covering assets, which are not within their 
custody. 

 
 The 0.5% levy proposed by the Commission appears to be an entirely arbitrary 

figure.  The Commission should be required to demonstrate, through a detailed 
cost/benefit analysis that the benefits outweigh the costs.  It should investigate 
the extent to which there have been UCITS depositary/custodian defaults since 
the UCITS Directive has been in existence.  

 
 It is important to distinguish the position of cash from securities in the event of 

sub-custodian insolvency.  To the extent that non-cash assets are not held in a 
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proprietary manner by the depositary or sub-custodian, UCITS funds should be 
able to recover their securities in the event of depositary or sub-custodian 
insolvency.  Therefore UCITS investors already have significant protection in the 
event of depositary or sub-custodian insolvency. 

 
 It is not clear precisely what triggers compensation. Article 2.2b (a) and (b) refer 

to “being unable to meet obligations for reasons directly related to the financial 
circumstances of the depositary or any third party”. Is it the case that it applies 
only where a depositary or custodian has become insolvent? Could there be other 
circumstances in which compensation is triggered?  

 
 Article 2.2c states that coverage shall be provided “in accordance with the legal 

and contractual conditions applicable for a claim by a UCITS unit-holder”.  What 
does this actually mean? 

 
 How are the proposals intended to work in the case of custodians who are 

outside the EU? 
 

 How and to what extent, if any, do the proposals cater for the fact that 
unitholdings are increasingly held on an intermediated basis?  For example, the 
unit-holder is often the nominee company of a regulated intermediary which has 
bought units on behalf of its clients. 

 
 FSA is undertaking work on CASS.  Is it worth sharing this with other Council 

Members who might also be undertaking similar work?  Such initiatives reduce 
the need to take other action at a European level. 

 
We hope that you find this input useful.  We would be happy to meet to discuss any 
aspect of our comments if that would be helpful to you. 
 
Yours sincerely 
 

 
 
 
David Morrison 
DATA Chairman 
 
c.c  John Everett, FSA 
      Bridget Moss, FSA 
      Conor Rafferty, FSA 
      Susan Wright, IMA 


