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Introduction


“I was born in Gibraltar where I established my tax residence; for the rest of the year, I live in London in order to attend to my business. I launched an investment fund with several partners. This financial vehicle is domiciled in Ireland. The portfolio is invested in companies offering significant potential for growth in West Africa. The distribution strategy adopted by the Board of Directors selected three EU Member States (Italy, Spain and France) as its target markets. The marketing is carried out through a Trentin business bank, a specialised Madrid platform and a Breton bancassurance network. Owing to the European financial passport, the fund was authorised for sale in just a few days in Italy for high-net-worth clients and on the retail market in other Member States. A combined management of passport tracking and the sales process has helped to achieve a valuation of more than one billion euros”.


The example of this entrepreneur highlights the key role played by a financial passport. When used correctly, the leverage effect of a passport can be a valuable asset. It can provide a competitive advantage vis-à-vis competitors with a comparable investment policy. Born out of the changes to the European legal framework, this new tool is a genuine innovation and has gradually met with great success within the global financial industry. This specialised publication has a dual function: on the one hand, it can be used to gain insight into the concept and shed light on the subject matter; on the other hand, it can be used to quickly access information on financial products and services in the markets. In the maze of European legislation, this book can be used as a vademecum to monitor or ensure the operational management of financial passports.

*
*     *

The financial regulation of the European Union established a system which is unique in the world, notably passports for financial products and services, in particular for investment funds and their managers. The concept of a European financial passport is a genuine innovation and has, over time, met with great success in the global investment fund industry.

This publication is deliberately structured in modular format. The three chapters can be read sequentially or by going directly to a specific passport through the procedural and records manual.

The first chapter is required for readers interested in learning about both the concept of a financial passport and of an investment fund. We begin with the origins of the financial passport. We demonstrate how, in order to boost and integrate its economy, the European Union implemented a passport system to enable financial products and services to be marketed rapidly in all Member States, while being subject to regulation in one Member State only. Chapter I describes the objective of the regulation, the different types of financial passports as well as the opportunity for non-EU countries to access the European market through the principle of equivalence.

We go on to analyse the concept of investment funds by looking at how funds are structured, the basic legal model, the value chain, the stakeholders and the various categories of investors. We also review the main types of funds.

Moreover, this chapter provides an initial idea of the European regulatory environment and identifies the pivotal entities governed by European law. This essential first chapter also has the advantage of providing an overview to visualise the multiple possible interconnections.

The second chapter is designed as a procedures manual and includes a wide range of legal references. It is divided into six sections. Each section begins with a history of regulatory developments and moves on to the procedures for obtaining and maintaining the different passports. As European law is constantly evolving, a summary of proposed amendments to the current regulations is given at the end of some sections. The appendix gives data sheets for each passport.

In addition to the procedures manual, details are provided on developments that concern entities established outside the European Union, particularly alternative investment funds, which are eligible for a financial passport. We also cover the case of a Member State leaving the Union and the consequences for financial passports.

The third and final chapter focuses on the external market. It shows how the innovative European financial passport model has inspired the global financial industry to find effective solutions to facilitate local investment. We begin by examining the passports for cross-border funds in the Asia-Pacific region and go on to review the potential developments in the Persian Gulf region, Africa and Latin America.

Note that the scope of this work is limited to issues specific and/or related to financial passporting of investment funds and fund managers, mainly in the European Union, which excludes, de facto, similar topics relating to the other two major sectors of finance, namely banking and insurance.










  


  Chapitre I. Concepts of financial passport and investment fund


  

    

      Section 1.   The European financial passport



      Financial passporting is a key element in the integration and international development of European financial markets. In this section, we elaborate on the origin of the concept, the objective of the regulation and present a brief description of the legal framework of the various passports that management companies and investment funds, domiciled in the European Union, may use on request.


      As markets become more interdependent, the issue of access by non-EU countries (referred to as “third countries”) is also significant. The last sub-section of this chapter focuses on the principle of third-country equivalence, a prerequisite for operating within the European Union.


      

        A. ORIGIN OF THE CONCEPT



        Over a period of several decades, the European Union has implemented a passport system to boost and integrate its economy to facilitate the distribution of financial products and services in all Member States, while being subject to regulation in one Member State only.


        The concept of a financial passport is a right granted to companies domiciled in the “European Economic Area” (EEA) to sell products and services. A number of different passports enable Member States to conduct cross-border financial activities. The European Union’s financial legal framework is founded on the objective of an internal market and the free movement of capital and services. In the early 1970s, a single market for financial services was on the agenda. The Banking Directives 77/780/EEC of 1977 and 89/646/EEC of 1989 laid the groundwork for its creation. These legislative acts sought to harmonise the authorisation requirements for credit institutions. For the transferable securities markets, the first initiative was taken with the 1985 Directive 85/611/EEC1 (the UCITS Directive) and Directive 93/22/EEC on investment services, providing for mutual recognition of investment companies’ authorisations.


        One of the first financial passports was introduced by the UCITS Directive. Designed on the principles of mutual recognition of the laws of the Member States and the exclusive supervision of the home country, the funds passport was the first step towards an integrated market for financial products offered to individuals. Since then, so-called authorised UCITS, i.e. compliant with the requirements of the UCITS Directive, are entitled to the European financial passport, the authorisation system in the host Member States, facilitated by minimum harmonisation of the authorisation conditions and standardisation of the financial product. As the first European passport for investment funds, the passport for UCITS-labelled funds meant that companies could more easily market this type of fund in another EEA state.


        The concept of a passport proved an innovative step and simplified the notification procedure between the EEA supervisory authorities. Moreover, it led to standardisation and simplification of the documents and information provided to investors, particularly with a view to facilitating the comparison of investment funds. The creation and use of the European passport concept for financial products and services marked a significant step in the construction of a single European market for collective management.


      


      

        B. OBJECTIVE OF THE REGULATION OF EUROPEAN UNION FINANCIAL MARKETS



        In 1999, against a backdrop of fragmented financial markets in the European Union in which businesses and consumers did not have direct access to cross-border financial institutions, the European Commission launched the “Financial Services Action Plan” (FSAP).2 With this plan, the Commission sought to make further progress towards creating an integrated market for financial services in the European Union. Directive 2004/39/EC, referred to as “MiFID I”, was one of the FSAP key directives, a plan to further develop a pan-European capital market by facilitating cross-border investment services and activities within the European Union. The financial crisis of 2008 served as a catalyst for Europe’s increasingly integrated financial markets. The institutional framework also evolved as a result, with the creation of three new pan-European financial supervisory authorities, the “European Supervisory Authorities” (ESAs),3 in particular the creation of the “European Securities and Markets Authority” (ESMA) to facilitate the convergence of supervision by the competent national authorities. Over a period of several decades, these developments have resulted in a more harmonised European legal framework.


        The main objective of the European Union has always been the creation of a single market for financial services. However, since the major financial crisis of 2008, financial stability and enhanced protection for investors and depositors have become the most important regulatory objectives. Prior to the FSAP, financial legislation was drafted through the regular EU legislative procedure, involving the European Commission, the Council and the European Parliament in a process that could take up to two years to conclude. To overcome the slow and rigid nature of the procedure, a new legislative model was recommended in 2001: the “Lamfalussy Process”.4 The process is divided into four levels of legislation. The first level consists of strategic choices. Framework rules are defined in the directives or regulations and are drawn up in accordance with the European legislative process. At the second level, the framework rules and detailed provisions of the first level of legislation are established, particularly with regard to technical standards. These technical standards are defined in European directives or regulations but are not subject to the ordinary legislative process. They are drafted by the European Commission in cooperation with the relevant ESA. The third level of the Lamfalussy process focuses on strengthening cooperation and convergence between national market supervisory authorities and includes non-binding legal instruments issued by an ESA, including recommendations, guidelines and questions and answers. The fourth and final level is aimed at monitoring and enforcing European Union legislation by the European Commission, which can take the necessary measures against States that may not comply with the EU regulation.


      


      


        C. EUROPEAN FINANCIAL PASSPORT



        The financial passport is one of the main features of the European Union’s financial legislation. The passport may be associated with the approval required by financial institutions and granted by the national financial supervisory authority of the country of domicile of a fund and/or a management company. On the basis of the authorisation received from the competent authority in charge of supervising the product or financial service (Member State of domicile), the entity benefiting from the passport is authorised to operate, depending on the type of passport, either in all Member States, or in those for which a formal application has been lodged. The host Member State may not impose additional requirements, except in the case of documents not governed by European law. In the latter case, additional rules of commercial conduct, in particular governed by national law, may apply. In order for a company to operate or a product to be sold in another Member State on the basis of a European financial passport, the latter must start a notification procedure. A notification file must be sent to the competent authority of the home Member State, informing them of the intention to offer financial services or products in another Member State. In this case, the competent authority must inform the host Member State authority. The response times are short. This allows for rapid marketing of products and/or services in the European Union. The diagram below describes the simplified sequential process of a financial passport application made by a management company for an investment fund.


        


          Figure 1: Simplified presentation of the financial passport notification process
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        Description:


        

          	

            Step 1 (creating the fund): The file for the creation of the investment fund is submitted for validation to the competent authority of the Member State where the fund is to be domiciled (Country A). Once the file has been approved, no other Member State may challenge the mandatory legal documentation validated by authority A.


          


          	

            Step 2 (passport application): The application to market the fund in another Member State (Country B) is sent, via an electronic platform, to the authority where the investment fund is domiciled (Authority A).


          


          	

            Step 3: If the file is complete, Authority A must send it, within a period governed by European law, to the regulator of the country in which the fund is going to be offered for sale (country B). The file is composed of the mandatory documents, previously validated by Authority A and, where necessary, marketing information documents. Authority B can only react to marketing information, which is governed by the host country’s national law.


          


          	

            Step 3(a): Authority A must inform the management company as soon as it has sent the file.


          


          	

            Step 4: Authority B must confirm receipt of the file to Authority A within a period set by European law. The financial product may be offered for sale in the host market if Authority B does not raise objections to the documents not governed by European law (marketing documentation notably).


          


          	

            Step 5: When there is a change to the mandatory legal documentation issued with the notification file, the amended documentation must be submitted for validation to Authority A. Once the changes are approved, no other Member State may challenge the amended mandatory legal documentation validated by Authority A.


          


          	

            Step 6: Mandatory legal documentation is officially communicated to Authorities A and B.


          


        


        Before passporting, the administrative process for companies wishing to carry out cross-border activities was cumbersome with no guarantee of a positive outcome. Authorisations had to be issued by each Member State where the company intended to operate, often coupled with the requirement to establish separate legal entities in each Member State. Since its introduction, the European passport has greatly facilitated marketing of financial services and products in the European Union.


        The regulatory framework for the European Union’s financial services is based in part on global standards. The last major financial crisis in 2008 highlighted the importance of international cooperation and regulatory convergence. The G20 summit on financial markets5 led to a general agreement on measures to reform financial markets to avoid other such serious crises. European regulatory reforms are also the result of international standards established by bodies such as the Basel Committee, the International Organization of Securities Commissions (IOSCO) and the Financial Stability Board (FSB), an international body created in 2009 to oversee the global financial system. These international standards and agreements have been implemented in European Union legislation.6_7_8 


      


      

        D. EUROPEAN FINANCIAL PASSPORTS: REGULATORY FRAMEWORK



        At this stage in the development of the single market, there are 18 financial passports relating to investment funds. These passports are governed by four different key European regulations which are summarised below.


        

          	

            The regulatory package referred to as “MiFID” organises the markets for financial instruments and consists of Regulation (EU) No 600/2014 (known as the MiFIR Regulation) and Directive 2014/65/EU (MiFID II). The MiFID package contains a series of rules applicable to investment companies, market operators (“Regulated Markets” and “Multilateral Trading Systems” (MTF and OTF – see Glossary), and third-country firms providing investment services or conducting investment activities through a branch established in the European Union. The set of measures includes a passporting system for the European Union as well as for third-country entities.


          


          	

            The UCITS regulatory package primarily includes Directive 2009/65/EU (referred to as the “UCITS IV Directive”), which applies to undertakings for collective investment in transferable securities. It regulates passports for management companies and UCITS funds. This directive is dedicated to the European retail market and relates only to UCITS (specifically European financial products); therefore, does not include any harmonised regime for third countries.


          


          	

            The AIFM regulatory package, mainly including Directive 2011/61/EU (referred to as the “AIFM Directive”), applies to alternative investment fund managers. It includes several passports for management companies and the funds under their management. This directive, although largely dedicated to European financial stakeholders and products, includes different passport options for third-country companies and investment funds.


          


          	

            The Prospectus regulatory package, mainly including Directive 2010/73/EU (referred to as the “Prospectus Directive”) and Regulation (EU) 2017/1129 (“Prospectus Regulation”), concerns the prospectus to be authorised and published when securities are offered to the public or admitted to trading on a regulated market in the European Union. This directive, although largely focused on European financial stakeholders and products, includes different passport options for third-country entities.


          


        


      


      

        E. THIRD-COUNTRY ACCESS TO THE EUROPEAN MARKET AND THE PRINCIPLE OF EQUIVALENCE



        A harmonised approach to companies from non-Member States (“third countries”) has been high on the agenda of EU lawmakers in a closely interwoven global financial ecosystem. Access by third-country entities to the EU financial market is an important element in the development of EU legislation. The most important financial regulatory instruments include a third-country access regime based on equivalence conditions. At this stage, if the regulatory and supervisory framework of the country in which a third-country firm is established is considered equivalent to the EU framework, the firm should not be subject to all the regulations and full supervision of the European Union.


        As a general rule, the purpose of the equivalence regimes is to reduce overlaps in terms of compliance requests and, where possible, to allow for a less onerous prudential regime and provide EU businesses and investors with a broader range of services, instruments and investment choices from third countries.


        The different legal regimes of European financial passports only provide EU-market access to third-country entities for the types of clients and services that are explicitly included in the EU regulation.


        The majority of harmonised European regimes rely on the equivalence of the regulatory and supervisory framework of the third country concerned. Therefore, one of the prerequisites for operating within the Union, on the basis of a third-country regime, is that the foreign regulatory, supervisory and control regime is equivalent to the corresponding European framework. The adoption of an equivalence decision is subject to the principle of reciprocity. The European Commission can only make this decision if the legal framework of the third country in question provides for an equivalent system. Recognising the equivalence of a third-country regime for the purposes of financial regulation is determined unilaterally by the European Commission in cooperation with the relevant ESA. Equivalence decisions and their withdrawal are at the discretion of the European Commission.


      


      

        F. EIGHTEEN FINANCIAL PASSPORTS FOR FIFTEEN THOUSAND BILLION EUROS



        The investment fund industry has grown significantly in recent decades and currently represents a significant amount of assets. In the first quarter of 2018, the sum of these investments, managed through investment funds, was more than EUR 43 trillion; Europe accounted for more than 36% of the world total with more than EUR trillion.9


        The new tool (the financial passport) has played a major role in achieving this figure and contributed significantly to the growth of European assets under management. In 2018, the top five favourite domiciles for cross-border investment funds in the European Union were Luxembourg (9,5%), Ireland (5,5%), Germany (4,6%), France (4,4%) and the United Kingdom (3,7%).10


      


    


    

    

      Section 2.   Concept, structure and operation of an investment fund



      

        A. THE STAKEHOLDERS



        

          1. The legal bases



          An investment fund is a public or private legal entity. It may or may not have a legal personality and may be limited or not in time. It is often specialised in a specific field and may belong to banks, funding institutions or individuals. Its capital is invested in companies, whether listed or not, on stock exchanges, or in other funds or other assets. The classic legal model of an investment fund is based on three entities: the investment fund itself, created with a capital base, a company or a partnership, responsible for managing the capital and a depositary bank where the capital is kept. This standard legal structure varies according to the rules of the country where the fund is domiciled and the objectives of the originator (promoter).


          

            a.   The management company



            A management company is an investment company that manages assets. It may primarily carry out collective management and/or discretionary management activities. Collective investment means that various sums are pooled together by investors and managed by a professional, referred to as the manager. A manager must be approved by a market authority, as a management company.


            A management company may also be licensed to carry out other activities, such as mandate management. A management mandate is a contract between a private or professional client (the principal) and a manager (the agent). The client authorises the specialist to manage a portfolio that may consist of financial instruments, such as transferable securities (stocks, bonds) or investment funds. The mandate must stipulate the management objective, the categories of financial instruments in the portfolio, how information is provided on management, the duration, and the terms of renewal and termination of the contract. Various management approaches are available depending on the managers. In general, these approaches are linked to the contract and are not regulated by a market supervisory authority.


          


          

            b.   The depositary bank



            Depending on the legal model, the investment fund may be required by local law to entrust the custody of the assets to a depositary bank. The depositary bank has the dual role of safeguarding the assets and controlling the regularity of certain transactions carried out by the fund. It performs all operations relating to the day-to-day administration of the fund assets (e.g. payment of dividends and interest, and other transactions involved in the routine administration of securities and shares). It must verify that the unit value is calculated in accordance with local law and the fund’s management rules or articles of association.


          


          


            
c.   The investment fund



            There are various forms of investment fund, depending on its objectives. Two legal types of financial vehicles are commonly used. The “mutual fund” model (“Unit Trust” in the UK and “FCP” by its French abbreviation) enables cash pooling for investment purposes. As the fund has no legal personality, the fund management company buys and sells securities on the financial markets, in accordance with the investment policy adopted. Each investor holds an interest in the fund, proportional to the share of securities owned. As soon as a new investor puts money into the fund, new shares are issued. The mutual fund is the most widely used legal form because it offers greater flexibility and does not require a highly developed legislative framework.


            Another commonly used fund model is the “open-ended investment company” (SICAV by its French abbreviation), an investment vehicle whose investors are the shareholders. The open-ended investment company issues shares and may itself manage its capital and administration or entrust the management to a management company.


            Investment funds may be open-ended funds, whereby the number of units changes according to demand, or closed-end funds, which hold less liquid assets, and allow the purchase of units or shares only during an initial, limited subscription period. Open-ended funds may be subscribed or redeemed at any time. The number of units or shares in circulation changes according to demand.


            Master-feeder structures emerged as management techniques and methods evolved. In a master-feeder model, the assets under management are grouped in a master fund associated with one or more feeder funds domiciled in different states or in the master fund home state. A feeder fund must invest substantially all of its assets in a master fund. This technique reduces management costs, diversifies investments and tailors marketing to each of the feeder funds, which makes for more flexible fund distribution. The master-feeder structure is linked to a regulatory framework as well as a management and distribution strategy.


            There are five main categories of investment funds: equity funds, bond funds, money market funds, mixed funds and funds of funds.


            The originator of an investment fund may adopt the umbrella fund model (a variety of sub-funds) which consists of various separate sub-funds, forming part of the same legal entity. This structure makes it possible to create funds with different strategies or designed for different types of investors.


          


        


        


          
2. How investment funds operate



          Collective management is largely based on legal and economic principles. There are two main aspects or circuits: the collection of capital (the fund’s liabilities towards unitholders), which is more of a legal matter; and the management of the capital collected (the fund’s management of the resources), which relates to the economic situation.


          Economically and legally speaking, the reason for using an investment fund is to tap into professional expertise to manage and administer capital. Application of this general principle varies, especially according to national legal systems and local practices. As a general rule, in the European Union the legal and economic criteria strengthen the role of actors operating solely on a professional basis and their competence in the interests of investors.


          An investment fund pools investors’ capital and provides the investors with professional investment management. When managing other people’s money, investment funds must monitor the management costs incurred. The option to use regulated outsourcing contributes to raising professional standards, effective cost and risk monitoring and productivity gains.


          As outsourcing is widely used in the financial services industry, many different operators are involved in the skill chain. The following sub-sections give a brief overview of operators’ obligations and competence in the collective management of investment funds as well as the resources and procedures necessary for an investment fund to operate.


          

            a.   Operators’ obligations and expertise



            Since there can be no collective management without investor trust, the professionals in charge of an investment fund must provide a quality service. The following two points highlight their obligations and the expertise required.


            

              i.   Obligations



              The persons in charge of this type of activity must ensure that they comply with the regulations and monitor the liquidity of the portfolio in order to meet any demands made by the investor. They must also make every effort to generate a return on investment and keep the shareholder or unitholder informed. The operator’s obligations can be summarised by the following four important concepts:


              

                	

                  Firstly, security. Asset management must be the sole activity of the manager under a legal and regulatory framework that offers security for subscribers via the control mechanism put in place. The manager must act independently. Depositary and management roles must be separated so that the depositary can carry out its checks;


                


                	

                  Secondly, liquidity. The portfolio under management must be sufficiently liquid at all times to meet possible redemption requests of shares/units of the investment fund;


                


                	

                  Thirdly, yield. In the investor’s interests, the manager must use their expertise to generate a return on the invested capital;


                


                	

                  Finally, information. It is important to keep investors informed when subscribing shares/units of the investment fund throughout the investment term through audited interim and annual fund reports.


                


              


            


            

              ii.   Expertise



              Expertise is one of the conditions for the value chain to generate quality of service and added value. Human and material resources are the key to the operation of an efficient chain, which means that any investment fund operator must provide its market authority with information about its staff. In addition, professionals must be equipped with high-performance hardware, software, databases and computer equipment that contribute to security and performance.


            


          


          

            b.   Resources and procedures



            A wide range of resources and procedures are required to operate an investment fund and ensure the internal and external value changes operate smoothly, especially in view of the many activities outsourced in this industry. An investment fund is based on the principle of collecting and managing the capital raised in an investment vehicle. To get a better idea of the value chain, it is important to note the distinction between the assets (management of the fund’s resources) and the fund’s debt to the unitholders (represented by the amounts collected), a distinction inspired by accounting concepts. The resource constituted by the capital raised represents the debt of a fund or its liabilities. The assets of a fund are represented by its investments in the financial markets.


          


        


        


          
3. The value chain of an investment fund



          The value chain of a fund can be complicated due to the involvement of several professions and extensive outsourcing. The design of a fund requires substantial dialogue between different teams of experts in order to define a financial product that corresponds to the needs of the fund’s originator: a financing plan, distribution strategy, estimated sales, legal risks, etc., are required. Once the fund is established, the industry uses a long value chain consisting of a variety of skills.


          

            a.   Creating and developing an investment fund



            There are several stages to creating a fund, the main ones being budgeting, obtaining an authorisation, opening to the public and finally the authorisation for sale in the host countries.


            Budgeting is preparing a financing plan, a schedule, visualising the operating stages, drawing up the terms and conditions of the investment, preparing a distribution strategy and establishing contractual relations. Therefore, several months may elapse between the initial preparations and actually sending the necessary signed documents, notarised where necessary, to the financial authority. The budgeting stage is followed by the official operating authorisation issued by the financial markets regulator.


            Once the approval has been obtained, the official opening of subscriptions to the public is a significant step in the life of the fund. The fund’s entry into operation results in the issue and marketing of its shares/units to the public. Investment funds must sometimes go beyond the domestic market to maximise sale opportunities. To access other markets, an authorisation file must be prepared and submitted to the competent authority. The European financial passport is a simplified authorisation to provide swift access to markets.


            The fund then begins its economic, legal and corporate life; it is obliged to comply with a certain number of rules. The fund will not remain static over the years. Its invested capital will vary, quantitatively and qualitatively, according to supply and demand, as will its price. Its name may be changed; new sub-funds and/or classes may be created or terminated and its units or shares may be distributed in different markets. The fund could be absorbed or merged.


          


          


            
b.   The assets (management)



            This aspect relates to the investment of capital on the financial markets and the management approach adopted by the fund manager. Fund managers’ core business is portfolio management. Managers can be specialised in terms of asset class, management strategy and geographical area. They place orders and oversee their execution while ensuring compliance with regulations. Generally, fund managers use highly specialised and up-to-date information provided by analyst studies.


            The job of fund manager is primarily to establish the portfolio management approach. Depending on the legal jurisdiction, different options will arise. The manager decides on an investment policy that they are then required to follow for the sole purpose of improving performance and/or maintaining the capital of the fund.


            During its life, the fund will be affected by different market cycles: the manager will take advantage of bullish periods and use bearish cycles to either maximise opportunities or be ready to scale back portfolio positions. Linked to the choice of securities and the date of purchase or sale, financial management is the segment that generates the most added value in the value chain.


          


          

            c.   The liabilities (fund creation, capital collection, etc.)



            This aspect relates to the collection of capital. It covers many activities, such as the creation of the fund, its approval, the sales authorisations in the countries where it is to be marketed and finally the collection of capital to be invested from clients in Europe and across the globe. Risk control bodies have a major role in this long chain. The legal framework ensures the security of the financial product and protects the investor.


            Listed below is a summary of eight key functions of this aspect: the depositary bank, administrative management, fund accounting, legal and corporate life of the fund (the segment which includes financial passports), domiciliation service, the role of the transfer agent and paying agents, and marketing the fund in one or more countries.


            


              

                Figure 2: Summary of main roles in the capital collection aspect


              


              

                

                  

                  

                  

                  

                  

                    

                      	Activities


                      	Descriptions


                    


                    

                      	Depositary bank


                      	This entity is responsible for the custody of the investment fund’s assets (securities and cash) managed by the manager. The depositary bank must also monitor the transactions carried out by the management company or the fund itself.


                    


                    

                      	Administrative management


                      	Administrative management, also sometimes referred to as “back/middle offices”, is a very important segment of the chain because it is linked, in particular, to securities settlement and delivery systems. Its effectiveness in executing the manager’s orders can contribute to generating added value. This activity encompasses back-middle office roles and requires large-scale infrastructures, extensive computer systems for processing transactions and data as well as sophisticated means of monitoring. These functions focus on processing capital and securities flows, monitoring transactions and risks, and transaction accounting.


                    


                    

                      	Accounting


                      	The value of the fund is established through accounting. The valuation frequency depends on the law of the country where the fund is domiciled or the fund’s articles of association/regulations. Fund accounting uses the term “net asset value” (NAV or AV). The NAV is the equivalent of the market value of the assets of an investment fund, minus expenses or other debts. This figure is then divided by the number of units or shares that have been issued by the investment fund.


                    


                    

                      	Legal and corporate life


                      	The legal and corporate life of a fund can span the creation of the approval application file, drafting and updating the legal documents, monitoring contracts and managing financial passports.


                    


                    

                      	Domiciliation


                      	Domiciliation includes establishing the fund’s corporate bodies and compliance with certain legal and regulatory obligations, such as the publication of reports, the organisation of general meetings and board meetings, legal publications, and providing information to unitholders/shareholders.


                    


                    

                      	Transfer agent


                      	The centralising agent or transfer agent specialises in the execution of subscription/redemption orders for units and maintaining a register of shareholders/unitholders. They are an intermediary between the investment fund and the distributors. They are responsible for collecting transactions (subscription and redemption orders), and may also monitor the positions of fund distributors and calculate their commission.


                    


                    

                      	Paying agent


                      	Paying agents pay the dividends distributed by investment funds to investors. They have an important role in monitoring the operations of an investment fund whose units/shares are offered for sale in a jurisdiction other than the one where the fund is domiciled – in which case it may be required to use a local paying agent.


                    


                    

                      	Marketing


                      	
Investment funds can be sold through a range of marketing channels. It is common for financial institutions to have the investment funds of competing firms as part of their offering. Other possibilities exist such as online brokers/distribution platforms, wealth management advisors, private banks or family offices.


                        Depending on its business model, the management company may distribute its investment funds in the target country, for example in the European Union by using a financial passport for investment funds.11 This approach is called direct marketing.



                    


                  

                


              


            


                     


          


            
d.   The operational processing of financial passports



            Compliance with the laws applicable to financial activities is essential before and after the creation of an investment fund, as well as in the countries where financial services and/or products are offered. How passporting is operated may vary depending on the organisation. In general, it is placed under the authority of the department in charge of legal issues. This segment ensures compliance with the many and varied regulations of the domicile and marketing countries (i.e. before, during and after the passport application) in order to maintain the authorisations for the sale of cross-border funds in the target countries. This last step is referred to in practice as the maintenance period.


          


          

            e.   Summary and overview of both aspects of a fund



            In a nutshell, the first aspect (assets/investment) connects the manager to the financial markets; the second (capital collection, etc.) connects the manager to the investors. A fund’s assets are the value of the portfolio of securities or financial instruments held by the fund. When an investor subscribes or redeems units or shares of a fund, the liquidity brought in or withdrawn by the investor changes the liabilities of the fund, which results in a contribution to or withdrawal of liquid assets. When units or shares in the fund are purchased, the fund manager is informed of the new cash inflow, which is then invested in securities or financial instruments according to the fund’s investment policy. When units or shares are redeemed, the manager uses the available fund liquidity to pay the holder or the outgoing shareholder or sells assets from the fund’s portfolio to meet the commitment. Note how pivotal the manager’s and the depositary’s roles are to ensure both aspects of the fund operate smoothly.


            The diagram below gives a clearer picture of the value chain, the fund flows, how the fund operates, and stakeholders’ responsibilities and positioning.


            


              Figure 3: Simplified example of a subscription order placed by an investor


              [image: image]


            


            Description


            

              	

                Step 1: The investor places a subscription order, through their bank branch;


              


              	

                Step 2: The subscription amount is sent to the depositary for transfer to the investment fund account;


              


              	

                Steps 3 and 4: The depositary sends the information to the fund’s accounting department, which in turn informs the manager;


              


              	

                Step 5: The manager acquires securities on the financial markets;


              


              	

                Step 6: The transaction is made via a financial intermediary (often a private clearing house);


              


              	

                Step 7: The counterparty releases the securities to the depositary who holds them against the receipt of cash;


              


              	

                Steps 7a and 7b: The back-office records the purchase of securities on the fund’s securities account;


              


              	

                Step 8: The purchase of the securities and their purchase prices are sent to the accounting officer to calculate the net asset value of the fund;


              


              	

                Step 9: The manager is informed of the net asset value;


              


              	

                Step 10: The net asset value is published on the management company’s website so that investors can track the performance of their capital.


              


            


            In the case of a redemption order, the procedure is reversed.


          


        


        

          4. Supervision of European financial markets



          An authority responsible for monitoring the financial markets is tasked with improving the information provided to savers, protecting and educating them by providing information on its website about financial products and the rights of investors – and savers, in particular.


          In the European Union, each national market authority authorises the creation and marketing of undertakings for collective investment. A regulator is in charge of approving applications and monitoring undertakings for collective investment. It must assist professionals by publishing the doctrine and practical guides.


          At supranational level, the European Securities and Markets Authority (ESMA) was founded on 1 January 2011 to strengthen the European system of financial supervision.12 Its role is to promote efficient and consistent prudential regulation and supervision on all financial markets of the European Union. ESMA reports to the European Council, the European Parliament and the European Commission. Its primary objectives are to maintain financial stability in the Union, ensure the orderly functioning of financial markets, develop standards through binding measures, improve coordination among securities market regulators, act as an advisory group to assist the European Commission, in particular to draft measures applicable to securities, and to ensure consistent and swift implementation of Community legislation in the Member States.


        


      


      

        B. INVESTORS



        Sound knowledge of investor categorisation is vital for an effective distribution strategy. Based on the fund authorisations, the management company may market a fund only to a mass market of generally uninformed retail clients, or to a smaller, more informed clientele with more resources (institutional clients) and/or to wealthy private clients.


        Typically, there are two broad categories of investors. Firstly, professional investors, also known as professional clients or institutional investors – i.e. banks, insurance companies, pension funds, investment funds, etc.; secondly, individual investors, also referred to as small investors or retail clients.


        European law has helped to create more detailed client categorisation aimed at introducing different levels of protection, depending on the clients’ knowledge of financial instruments and services. The following sub-sections briefly present the various types of investors in the national law of some countries.


        

          1. Under European law



          In the European Union there are three categories of investors: “Professional client”, “Non-professional client” (or “retail client”) and “Eligible counterparty”. Non-professional clients have the highest level of protection. For example, they benefit from services appropriate for their profile and more comprehensive information. Conversely, a lower level of protection is reserved for eligible counterparties. This legal terminology corresponds to that used in Directive 2014/65/EU (also referred to as “MiFID II”), on markets for financial instruments, and is superimposed on operational or commercial classifications or segmentations specific to each Member State.


          

            a.   Professional client



            According to the MiFID II Directive, a professional client is “[...] a client who possesses the experience, knowledge and expertise to make its own investment decisions and properly assess the risks that it incurs”.13 In order to be considered a professional client, the investor must satisfy several rather specific criteria. First are entities that are required to be licensed or regulated in order to operate on the financial markets.


            Although the entities referred to in the list in Annex II of MiFID II are considered to be professionals, they must however be allowed to request non-professional treatment. If an investor, considered a professional client, considers they are unable to properly assess the risks to which they are exposed, they are responsible for asking for greater protection.


            To assess whether a client can be considered as professionals on request, the MiFID II Directive (Annex II) requires that at least two of the following criteria be met:


            

              	

                The client has made an average of ten significant transactions per quarter over the previous four quarters in the relevant market;


              


              	

                The value of the client’s financial instrument portfolio, defined as including bank deposits and financial instruments, exceeds EUR 500 000;


              


              	

                The client works or has worked in the financial sector for at least one year in a professional position requiring knowledge of the transactions or services in question.


              


            


            MiFID II has become the benchmark for client definition with the concept of “professional clients”, on which other directives have aligned themselves. The AIFM Directive, for example, uses the notion of “professional investor”, which it defines as “an investor which is considered to be a professional client or may, on request, be treated as a professional client [...]”.14


          


          

            b.   Non-professional client



            In European law, according to Directive 2009/65/EC (“UCITS IV”) and Regulation (EU) 2015/760 on European long-term investment funds, and the MiFID II Directive, the private investor is referred to as “retail investor” and “retail client”, respectively. The MiFID II Directive, which is the benchmark in the field, defines a retail clients as a client who is not a professional.15


          


          

            c.   Eligible counterparty



            An “eligible counterparty” is generally a service provider authorised to work directly on the financial markets by buying or selling securities (for example, executing orders on behalf of clients, trading on own account, forwarding orders). A legal entity, considered as a professional client, may be considered as eligible counterparty on its own initiative and of its own accord.


            We have just seen how European regulations regulate different types of investors. In general, European law considers that investors do not all have the same level of knowledge and experience. The objective of the classification into three categories ensures that each client has an appropriate level of protection. Banks use a standard MiFID questionnaire to determine the profile of their clients. By default, clients who are neither eligible counterparties nor professional clients are considered retail clients.


            By way of additional information, it should be noted that in its Annex II, the MiFID II Directive specifies that Member States may also adopt specific criteria for assessing the skills and knowledge of municipalities and local public authorities who wish to be treated as professional clients.


          


        


        

          2. Under national law



          

            a.   France



            In 2012, the national regulator, the Autorité des marchés financiers (AMF), informed the markets of its decision to relinquish “qualified investor” status and align it with that of “professional client”16 in the MiFID II Directive.


            The three main families of investors identified in French law are “professional clients by nature”, “professional clients by option”, “non-professional clients” and “eligible counterparties”.


            The professional client by nature is defined in the “Monetary and Financial Code”,17 through a list provided, which includes banks, insurance companies and other companies whose main activity is in finance and financial markets. To be entitled to claim professional client status, two of the following three criteria must be met. Have shareholders’ equity of at least EUR 2 million; net sales of more than EUR 40 million; or a total balance sheet EUR 20 million.


            The second category concerns the professional client by criteria, covered by the French Monetary and Financial Code.18 Depending on the size of the company, its structure, turnover and equity, it may be considered as professional. This option may allow individuals to opt on request to be considered as professional clients if they fulfil at least two of the three conditions of the “General Regulation of the Financial Markets Authority”,19 namely: hold a portfolio of financial instruments worth more than EUR 500 000; have carried out an average of at least ten transactions per quarter in financial instruments, all significant in size, over the previous four quarters; and lastly, work or have worked in the financial sector for at least one year in a professional position requiring knowledge of investments in financial instruments.


            The third and last category, which concerns non-professional clients and eligible counterparties, also meets different criteria. The sub-category of non-professional clients refers to natural persons (or companies that do not fit into any of the other categories and are in fact considered as a non-professional clients), whose knowledge of the financial markets is not as advanced. Clients who cannot be categorised as either professional clients or eligible counterparties are included in this category.


            The other sub-category, eligible counterparties, covers financial market professionals, who have real expertise in financial products and services. This is the least protected category with regard to the duty of information. There are three types of eligible counterparties:


            

              	

                Counterparties eligible by nature (for example credit institutions or States);


              


              	

                Eligible counterparties by size that meet at least two of the following three criteria:


                

                  	

                     a total balance sheet of at least EUR 20 million;


                  


                  	

                     net sales of at least EUR 40 million;


                  


                  	

                     shareholder equity of at least EUR 2 million;


                  


                


              


              	

                Eligible counterparties by option. In this case, it is the professional client who asks to be classified in this category.


              


            


          


          

            b.   Luxembourg



            In the Grand Duchy of Luxembourg, “institutional investors”20 meet certain criteria including credit institutions and other professionals in the financial sector investing either on their own behalf or on behalf of their clients. Luxembourg regulations offer different entities the category of institutional investors and introduce the notion of a “well-informed investor”. This category allows private clients with sufficient experience to acquire specialised fund units/shares, an option previously only available to institutional investors. A well-informed investor may be an institutional investor, a professional investor or any other investor who must have confirmed in writing that they have the status of investor informed and can invest a minimum of EUR 125 000, or must have been the subject of an assessment by a credit institution within the meaning of Regulation (EU) No. 575/2013 on prudential requirements for credit institutions and investment firms.21


          


          

            c.   Outside the European Union – Switzerland



            Swiss regulations treat investors as natural persons or legal entities. The category of “qualified investors” is used to determine whether a client may or may not have access to funds reserved for this investor profile.


            In September 2012, the Swiss Parliament amended the “Federal Act on Collective Investment Schemes” (Collective Investment Schemes Act, CISA) of 23 June 2006 and revised the “Ordinance on Collective Investment Schemes” (Collective Investment Schemes Ordinance, CISO). The new definition of qualified investor came into effect in June 2013.22 The following persons/entities are considered to be qualified investors:


            

              	

                Financial intermediaries subject to supervision, such as banks, securities dealers and managers of collective investment schemes;


              


              	

                Regulated insurance institutions;


              


              	

                Public entities and retirement benefits institutions with professional treasury operations;


              


              	

                Companies with professional treasury operations;


              


              	

                High-net-worth individuals when they request in writing to be considered as such (option).


              


              	

                (The Collective Investment Schemes Ordinance (CISO) regards a high-net-worth individual as an investor who:


                

                  	

                     can prove (a) that they have the necessary knowledge to understand the risks of the investments based on their education and professional experience or on comparable experience in the financial sector and (b) to have a net wealth of at least 500 000 Swiss francs; or,


                  


                  	

                     confirm in writing that they hold assets of at least 5 million Swiss francs.


                  


                


              


              	

                Investors who have entered into an asset management agreement that complies with the requirements set out above, unless they have stated in writing that they do not wish to be considered as such (option).


              


            


          


        


      


    


    

    

      Section 3.   The main entities concerned governed by European law



      The European Union’s objective of creating a single financial area has entailed considerable legal harmonisation within the Community area. In this document, we will see that European Community law accounts for a significant share of investment fund regulation. By law, the Council of the European Union is empowered to issue legal acts, usually with the European Parliament. “Directives”, legal instruments used to implement and harmonise State laws, must be transposed into national law. The Council, together with the Commission, may adopt mandatory measures through “regulations” or “decisions”, which are not transposed with direct effect. Finally, the “opinions” and “recommendations” of these institutions are non-binding acts.


      The gradual development of European sectoral regulations has led to greater consistency in national laws with its definitions in European texts. At European level, there are currently different main categories of service companies and financial products. The four major legal entities are: management companies, investment funds, companies in charge of investment services and/or investment activities and depositary banks.


      Depending on the type of service, these four legal entities may be concerned by the two UCITS and AIFM sector Directives, designed in silos, and/or by the MiFID inter-sectoral Directive. Depending on their type of activity and according to their specific needs, they can benefit from European financial passports governed by these three directives. To get a clearer understanding of the multiple possible interconnections, the following subsections describe the main characteristics of these four entities.


      


        
A. THE MAIN ENTITIES CONCERNED



        

          1. Management companies



          Management companies that carry out at least one collective management activity are covered by European Directives 2009/65/EC and/or 2011/61/ EU, respectively known as UCITS IV and AIFM, irrespective of whether they provide investment services.


          

            a.   UCITS management companies



            For the purposes of the UCITS regulation, a management company is usually engaged in the management of financial products referred to as “undertakings for collective investment in transferable securities” (UCITS). These UCITS funds may take the form of mutual funds (Unit Trust in the UK, Fonds commun de placement in France) or open-ended investment company, among others. The management activities of UCITS include the functions referred to in Annex II to UCITS IV, namely, investment fund portfolio management, including risk management, their administration and marketing. The UCITS IV Directive requires a management company to be authorised in the Member State where its registered office is located. Only the competent authorities of the management company’s home Member State is responsible for supervising the company.


            The authorisation granted to a management company by its supervisory authority applies to all Member States. The activities of the company must be limited to the management of UCITS authorised under the UCITS regulations, which does not exclude the possibility of the company managing other UCIs that do not fall under the same directive. The management activities of a UCITS include the functions referred to in Annex II of the UCITS IV Directive.


            In addition to so-called management services, management companies may be authorised by their Member State to provide portfolio management services on a discretionary and client-by-client basis, within the framework of a mandate provided by investors, and ancillary services, such as investment advice as well as the custody and administration for mutual funds. However, the passports required to carry out the mandate management and ancillary services in other Member States are governed by the MiFID regulations. Management companies are not permitted to provide only these services.23


            The UCITS authorisation issued to a management company enables it to exercise the following six activities in the host Member State:24_25


            

              	

                1) To distribute, through the establishment of a branch, the units of the harmonised unit trusts/common funds managed by that company in its home Member State;


              


              	

                2) To distribute, through the establishment of a branch, the shares of the harmonised investment companies, managed by that company;


              


              	

                3) To distribute the units of the harmonised unit trusts/common funds or shares of the harmonised investment companies managed by other management companies;


              


              	

                4) To perform all the other functions and tasks included in the activity of collective portfolio management;


              


              	

                5) To manage the assets of investment companies incorporated in Member States other than its home Member State;


              


              	

                6) To perform, on the basis of mandates, on behalf of management companies incorporated in Member States other than its home Member State, the functions included in the activity of collective portfolio management. Where a management company distributes the units of its own harmonised unit trusts/common funds or shares of its own harmonised investment companies in host Member States, without the establishment of a branch, it should be subject only to rules regarding cross-border marketing.


              


            


            A UCITS management company, if it wishes to benefit from European passports, must make a request, by means of a notification, to its supervisory authority, so that it may exercise, in another Member State, the activity for which it has been approved, both by the establishment of a branch and under the freedom to provide services. For both cases, applications for a UCITS management company passport are possible, Member State by Member State. Thus, with a passport, companies can offer the service(s) throughout the European Union for which they have received an authorisation.26


          


          


            
b.   The managers (AIFMs) of AIF companies



            With regard to the companies in charge of the management of “alternative investment funds” (AIFs), Annex I of the AIFM Directive summarises the investment management functions that an AIFM must at least perform when managing this type of fund, namely (i) portfolio management and (ii) risk management. Annex I also lists other functions that a manager may additionally perform in the context of the collective management of an AIF: (i) administration; (ii) marketing and (iii) activities related to the assets of an AIF (e.g. the performance of the services necessary to fulfil the fiduciary duties of the manager and that infrastructure management is undertaken).


            In addition, the AIFM Directive sets the rules for the authorisation of an AIFM management company, as well as its activities and transparency. The companies in charge of managing AIFs, called “managers” by the AIFM directive, manage and/or market AIFs in the European Union. In accordance with the supervisory principle exercised by the home Member State, the national supervisory authority of a company shall not grant approval where there is evidence that the company has opted for the legal system of a Member State in order to benefit from less stringent standards. This is required by the AIFM Directive.


            The approval of AIF managers27 covers the management of Union AIFs established in the home Member State of the AIFM which also include:28


            

              	

                1) The marketing of Union AIFs managed by Union-based managers to professional investors in the EU; and


              


              	

                2) The management of Union AIFs established in Member States other than the home Member State of the AIFM;


              


              	

                3) The marketing of third-country AIFs to professional investors in the EU and the conditions under which a manager established in a third country may obtain an authorisation to manage Union AIFs and/or market AIFs to professional investors in the EU with a passport.


              


            


            The authorisation granted to an AIF manager by its supervisory authority applies to all Member States. The company’s activities must be limited to the management of AIFM-approved AIFs (activities referred to in Annex I of the AIFM Directive), and additional UCITS management activities, subject to approval under the UCITS regulations.


            In addition to so-called management services, management companies may be authorised by their Member State to provide portfolio management services on a discretionary and individual basis, within the framework of a mandate given by investors, and ancillary services, such as investment advice, custody and administration for mutual fund units and the receipt and transmission of orders on financial instruments. However, the passports required to carry out the management under mandate and the ancillary services in other Member States are governed by the MiFID regulations. Management companies are not permitted to provide only these services.29


            An AIF management company, if it wishes to benefit from European passports, must make a request, by means of a notification, to its supervisory authority so that it may exercise, in another Member State, the activity for which it has been approved, both through the establishment of a branch and under the freedom to provide services. For both cases, passport applications for companies managing AIFs are possible, Member State by Member State. Passporting allows the company to offer throughout the European Union the service(s) for which they have received an authorisation, such as managing AIFs domiciled in Member States other than those in which they are domiciled.30


          


        


        

          2. UCITS and AIF investment funds



          

            a.   UCITS-labelled funds



            UCITS fall under Directive 2009/65/ EC (UCITS IV). A UCITS is a fund based on a French structure and adopted by European law to enable the collective management of funds invested in securities. Funds with the UCITS label are normally intended for the retail market in the European Union, for example investors who do not want to have to invest their capital directly in shares or bonds. UCITS-labelled funds are therefore subject to significant supervision by national regulators. The main advantages of this fund model are to spread risks, draw on greater capital resources, the ability to target several securities and management of the fund’s portfolio investment by a professional (the manager).


            A UCITS may be eligible for a European passport to market it throughout the European Union; a notification must be sent to each host Member State beforehand. The passport is granted to the investment fund. When a UCITS is authorised by the supervisory authority in its Member State of domicile, it is automatically authorised to be offered for sale in that jurisdiction. If a UCITS proposes to distribute units in other Member States, it must first notify the competent authorities of its home Member State. The European passport of the UCITS funds is governed by Chapter XI of the UCITS IV Directive.


          


          

            b.   AIF-labelled funds



            Alternative Investment Funds (AIFs) are governed by Directive 2011/61/EU (AIFM). Like UCITS, AIFs raise capital from investors for the purpose of investing in accordance with an investment policy as set out by the fund manager. When creating the AIFM Directive, the legislator developed the AIF due to the difficulty in defining at European level a homogeneous group of funds aimed at institutional clients, and in consideration of the wide range of different types of funds which did not meet the criteria of a UCITS. All the collective investment funds that do not comply with the UCITS Directive are thus considered as AIFs. However, some non-UCITS funds may not qualify as AIFs and may only be governed by the national law of the Member State in which they are domiciled. Unlike AIFs, these national funds cannot claim any European passport.


            The AIFM Directive is inspired by the UCITS Directive and is very specific, in that it provides a regulatory framework solely for all AIF managers, since AIFs are governed by the national laws of the Member States in which they are domiciled. As its name implies, the AIF is a fund model that offers a risky investment policy to well-informed investors, including “professional clients” (see glossary) as defined by MiFID II.


            The European AIF passport is governed by Chapter VI of the AIFM Directive. An AIF financial vehicle may be eligible for a European passport to offer it for sale throughout the European Union, following notification by the host Member State. The fund passport is granted to the management company, because it is governed by the AIFM Directive.


          


        


        


          
3. Service companies in charge of investment services and/or investment activities



          Framework Directive 2004/39/EC, also known as “MiFID I”, was recast in Directive 2014/65/EU (MiFID II) and partially replaced by Regulation (EU) No. 600/2014 (MiFIR). Together, the MiFID II and MiFIR regulations constitute the new European legal framework for “MiFID”, a generic term defining the requirements applicable to companies such as market operators, data communication service providers or third-country companies providing investment services or carrying out investment activities in the European Union.


          The MiFID cross-sector regulation covers companies whose occupation or usual activity is to provide investment services and/or to engage in investment activities on a professional basis. The main objective is to develop a European financial trading infrastructure that affords a high level of investor protection. MiFID supervises the companies that provide investment services, listed in its Annex I (investment services and activities and ancillary services) and/or engage in investment activities, in a professional capacity.


          The construction of a European integrated market necessitated the setting up of regulations and appropriate structures. The European Union regulates the emerging single market, in part through the MiFID inter-sector Directive, a pivotal directive for the organisation and operation of markets, which governs entities that are likely to provide investment services and/or investment activities.


          The following stakeholders are involved, directly or indirectly:


          

            	

              Investment firms (IF);


            


            	

              Credit institutions;


            


            	

              Market operators such as trading platforms – regulated markets, multilateral trading facilities (MTF) and organised trading facilities (OTF);


            


            	

              UCITS or AIF management companies offering investment services and related services governed by MiFID regulations;


            


            	

              Data Communication Service Providers (DCSP);


            


            	

              Third-country companies providing investment services or carrying out investment activities through a branch.


            


          


          As this book focuses on European passports linked to investment funds, the following sub-sections will only affect UCITS and/or AIF management companies and IFs.


          


            
a.   Management companies, authorised to manage UCITS and/or AIFs



            Management companies authorised to manage UCITS and/or AIFs and having a collective management activity, are governed by the UCITS and AIFM Directives and therefore do not fall within the category of IF. However, these management companies, when they also have UCITS and/or AIF mandated management activities, although they do not fall within the scope of an IF are subject to the MiFID regulations for this service.


            These management companies may provide investment advisory and third-party reception and transmission of orders (RTO). In this case, they are subject, for these services, to the corresponding provisions of the MiFID regulations.


          


          

            b.   Investment firms (IF)



            IFs are usually engaged in the provision of investment services and are not credit institutions. These companies do not engage in collective management activity and are only governed by MiFID regulations. Regarding the European IF passport, see Chapter III of the MiFID II Directive, in particular Articles 34 and 35, on the rights and obligations of approved IFs. Member States register all IFs. The register is publicly available and contains information on services or activities for which an IF is accredited. ESMA must be informed about all authorisations. The European regulator maintains an up-to-date list of all Ifs; it contains information on the services or activities for which each IF is approved. ESMA publishes this list on its website; it is updated on a regular basis.


            IFs may freely provide investment services and/or carry out investment activities and ancillary services in the European Union, provided that such services and activities are covered by an authorisation. Ancillary services may only be provided in conjunction with an investment service and/or investment activity. The investment services and activities covered by the IFs are listed in section A of Annex I of the MiFID II Directive.


            Finally, the MiFID regulation allows each Member State to include, in the definition of the IFs, companies that are not legal entities, on condition that their legal status safeguards the interests of third parties and provides a level of protection equivalent to that offered by a legal entity and that they are subject to equivalent prudential supervision, adapted to their legal form.


          


        


        


          
4. Depositary banks



          Depositary institutions of UCITS and/or AIF-labelled funds have two main roles: to hold the fund assets and monitor that the decisions taken by UCITS, AIFs and/or management companies in charge of their portfolios comply with the law and regulations, as well as with the prospectus of these investment funds. As a general rule, safeguarding assets covers the following activities:


          

            	

              Bookkeeping and keeping the financial instruments in the accounts of the holders and preserving the corresponding assets;


            


            	

              Holding positions that relate to what cannot be registered in the custody network (e.g. derivatives). The depositary must know all the commitments to ensure the authenticity of the positions.


            


          


          Depositary banks’ responsibilities were stepped up following bankruptcies and scandals involving investment funds. Directive 2014/91/EU (“UCITS V”) extended the obligations of UCITS depositaries. The objective of UCITS V is to harmonise the rules with those introduced by Directive 2011/61/EU (AIFM). Note that the regime provided for by UCITS V, in contrast to AIFM (under certain conditions), does not allow the depositary to discharge, by contract, its liability for the custody of financial instruments.


          Delegated Regulation (EU) 2016/438 of 17 December 2015 with regard to obligations of UCITS depositaries, which supplements UCITS IV, also defines the independence requirements and the rules for managing conflicts of interest applicable to depositaries and management companies. Most of the content of the Delegated Regulation is in line with the provisions of Delegated Regulation (EU) 231/2013 of 19 December 2012, which supplemented the AIFM Directive and relates in particular to depositaries.


        


      


      

        B. EXAMPLES APPLICABLE IN THE CONTEXT OF EUROPEAN AND NATIONAL REGULATIONS



        Owing to a certain amount of overlap between key European regulations, it is sometimes difficult to gain a clear overview. The interest of this book is to illustrate the overlap between the UCITS and AIFM sector regulations, and the MiFID cross-sector regulation. The French financial markets regulator (AMF) has done valuable work on this subject and in 2017 it published a guide to clarify how the regulations overlap.31


        The AMF guide indicates, for example, that UCITS and/or AIF management companies that, in addition to their collective management business, also provide services such as investment advice, reception and transmission orders (RTO) on behalf of third parties or discretionary third-party portfolio management services (management under mandate) are subject to MiFID regulations for these services.


        Where a company is authorised under the UCITS IV or AIFM Directives to provide investment services, the company must follow the provisions of the MiFID regulations. The company retains the benefit of the UCITS IV or AIFM Directive for the provision of investment services in Europe.


        In the event that a company is not authorised under the UCITS IV Directive or the AIFM Directive (it manages AIFs with a total value below the EUR 100 million or EUR 500 million thresholds and has not opted into full application of the AIFM Directive), the consequences depend on the services it provides. Two situations are possible:


        If the Company provides only investment advisory services and third-party RTO services, it may continue to provide these services under the MiFID exemption regime. However, it will not be able to passport these investment services.


        If the company provides, as a minimum, a portfolio management service for third parties (management under mandate), this service is outside the scope of the MiFID exemption scheme, thus the company must ensure that it is in full compliance in order to continue to carry out its activity. Three solutions are possible:


        

          	

            Create an IF governed by MiFID regulations;


          


          	

            If the company manages AIFs, opt for full application of the AIFM Directive and, as such, request an authorisation to provide third-party AIF portfolio management services (mandate management);


          


          	

            If the company manages UCITS, apply for authorisation under the UCITS Directive to provide the UCITS third-party portfolio management service (mandate management).


          


        


        To summarise, management companies that carry out a collective management activity and are authorised to manage UCITS and/or AIFs do not fall within the status of an IF. Management companies exercising a collective management and mandated management activity do not fall within the status of an IF and are subject to the MiFID regulations only for the mandated management service.


        In addition to the interconnection between silo directives and cross-sector directives, it is important to note that purely national developments are also possible. For example, in the case of mergers between funds, the UCITS Directive does not preclude the use of other techniques in a national context, if none of the merged funds are traded cross-border. In this case, these mergers remain subject to national law. Otherwise, the UCITS or AIFM directives apply.


        The case of investment advisers offering services in the European Union is also stipulated in the AMF guide. Although this type of service is covered by the scope of the MiFID regulation, it may not be applicable, by decision of the Member States, to persons providing only investment advice and the reception and transmission of orders (RTO) on behalf of third parties. In this case, the activities of these persons should be regulated by the Member States that so wish, in a similar way to those applicable to the IFs governed by MiFID regulations.


        This last section of Chapter I set out to provide an overview of how community and national regulations governing legal entities are overlaid and interwoven.


        The next chapter, the “Procedures manual”, is dedicated to passporting of European investment funds and includes a description of the notification process and the follow-up of the authorisation received from the national supervisory authority. Although similar on a conceptual basis, the eighteen listed financial passports have their own individual characteristics.
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