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Spanish Association of Investment Funds and Companies

XXI st IIFA CONFERENCE

30th October –01 st  November, 2007. SYDNEY

Member Report: SPAIN

1. ECONOMIC AND FINANCIAL BACKGROUND.
The Spanish economy experienced another year of remarkable growth in 2006, further extending its prolonged expansion of twelve years. Last year was marked by job creation, which absorbed further large immigration flows, a productivity increase and a gradual moderation of inflation. Higher interest rates and indebtedness appear to be keep a tight rein on consumption and cooling the housing market. In the policy arena, buoyant fiscal revenues were commendably set aside to raise the 2006 general government surplus to a record 1,8 percent of GDP.

The appreciable fiscal surplus recorded in 2006, the further accumulation of assets in the Social Security Reserve Fund (40 Billion Euros), and the reduction of public debt below 40% of GDP are all commendable achievements. The improvement stemmed totally from revenue overperformance, while primary spending increased by a further 0,4 percentage points of GDP, for the second year in a row. This rising trend has been partly driven by intermediate consumption and social transfers, but also by successive budgets' emphasis on the expansion of "productive expenditure" (R&D, infrastructure investment, etc.).
In 2006, the Spanish UCITS industry’s assets remained stable with increases of 3,7% up to EUR 279 billions, because of slight net redemptions and very positive market performances. Throughout 2006 Ibex-35 index registered a 31,8% rise, which reflected the strength of the national economy, specially based on internal demand and also because of several IPO´s related to different economy sectors. This can be seen as a positive performance in the context of the prevailing financial markets, especially in the equity markets, that showed changes in investors’ preferences for this product types.

On the other hand, Money Market Funds and Bond Funds experienced net redemptions although the increases on interest rates approved by the European Central Bank (ECB), due to investors preferences to deposits  as these products have been highly marketed by banks and saving banks in order to balance their assets and liabilities as to compensate the great amount of mortgages (20% annual increase in the last 5 years) sold out by them. In order to cope with this objective, advertising campaigns have been focused on highlighting future returns in contrast with Money Market Funds past performances (Funds are not allowed to market future performances).

2. KEY TRENDS IN FLOWS AND ASSETS UNDER MANAGEMENT.
The assets of Collective Investment Schemes (Investment Funds and SICAV) stood at 279 billion euros at the end of December. Along the year these assets rose by 10 billion euros (3,6% above December 2005). 

Investor preference continued to be directed into global funds which, as a result of their flexible strategy can obtain higher gains while taking on greater risk.
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EVOLUTION  BY CATEGORIES

(1) In November 2006, Spanish Stock Exchange Commission introduced a reclassification in statistics, transfering assets 

from Money Market Funds to Short Term Bond Funds. 

a) EQUITY FUNDS:
· At 31 December 2006, the assets amounted Euro 108,4 Billion, compared with Euro 93,4 Billion at the end of 2005. This high increase was basically based on positive performance of global equity markets and positive net inflows in Equity Funds, which reach to 2,6 Billion. Equity Guaranteed Funds assets amounted to 44,1 Billion.

· First semester 2007: these Funds have reduced their assets by 0,2%, mainly due to strong outflows.

b) BOND FUNDS:
· During 2006: the assets raised from Euro 74 Billion to Euro 122 Billion in December 2006, that is to say a increase of 65%, mainly based on transfers from Money Market Funds due to a reclassification in statistics introduced by Spanish Stock Exchange Commission.

· First semester 2007: these Funds have increased their assets in 14%, up to Euro 138,6 Billion, due to strong inflows of Short Term Bond Funds.
c) MONEY MARKET FUNDS:
· At 31 December 2006, the assets amounted Euro 0,1 Billion, compared with Euro 54,5 Billion at the beginning of the year, due to the reasons mentioned above.

d) BALANCED FUNDS:
· During 2006, the assets increased from Euro 46,9 Billion to Euro 50,6 Billion, that is to say an increase of 8%. 

· First semester 2007: these Funds have increased their assets up to Euro 51,6 Billion. This increase is mainly based on returns of this kind of Funds, and net inflows of 2,4 Billion in six months.
3. REGULATORY AND SELF REGULATORY DEVELOPMENTS (INCLUDING TAX):
· European Commission: Recommendations on UCITS III in the area of the Simplified Prospectus and Derivatives

The Spanish regulation on both the Simplified Prospectus and Derivatives was developed taking into account the approach inspiring the Directive, so no significant changes have been introduced to adapt the existing regulation to Commission´s prescriptions.

In respect of simplified prospectuses, Spanish Supervisor (CNMV) has approved a rule (Circular 3/2006, of 26 October, which introduces the recommendations ruled by European Commission in 2004 

On the other issue, current legislation on derivatives can be found in the Ministry of Economy Order of 10th of June of 1997, and in the CNMV Circular 3/98, of 22nd of September. A new CNMV Circular on derivatives is expected in the next months. 

· New regulation on MIFID:

Last 27th July 2007, the Spanish Council of Ministers approved the draft Law that will implement MIFID in Spain. The provisions contained in the draft Bill are very general, almost a transcription of the Level I and Level II Directives, and it has been sent to the Parliament for its approval. Although it is very difficult to estimate a date, the Government has mentioned its wishes that an urgent procedure for its final approval would be used by Parliament.

Spanish regulator cannot take any regulatory step until the mentioned draft is approved. However, a number of criteria could be enacted by CNMV before 1st of November, in order to specify the practical aspects regarding its application, according to CESR criteria.  

At the moment, the Spanish supervisor has promoted a number of meetings with the representative national associations of financial institutions (investment firms, banks, saving banks, cooperative banks, Bank of Spain  and collective investment schemes), to evaluate the impact of MIFID on the institutions represented. Nevertheless, all the meetings held until the moment have been focussed to a great extent on very general aspects of the MIFID, mainly because, in the absence of a implementation law, there are a lot of doubts on the entities included in its scope. 

· Regulation on (Funds of ) Hedge Funds:

In November 2003 the new CIS Act was approved. Two years after, in November 2005, and according to the CIS Act provisions, the Royal Decree 1309/2005 entered into force. For the first time in the Spanish market, both Funds of Hedge Funds and Hedge Funds were regulated in its articles 43 and 44, respectively.  Nevertheless, the registration of a (Fund-of) Hedge Fund in Spain still required three normative events, the first of them coming from the Ministry of Economy (Order 1199/2006, 25th of April), the second from the CNMV (Circular 1/2006, 3rd of May 2006). Finally, the last piece of regulation was the amendment of the Royal Decree 1309/2005, necessary to adapt the Spanish regulation to the international hedge funds market practices, which took place through the Royal Decree 362/2007, 16th of March 2007.

New (Funds of) Hedge Funds have been registered since then. At 30 June 2007 there have been registered Hedge Funds and Funds of Hedge Funds, with total assets of 240 Million  Euros (76 Million in Hedge Funds and 164 Millions in Funds of Hedge Funds.
· Taxation of Savings Directive
Royal Decree 1788/2004, 20 of July, implemented the reporting obligations envisaged in the Taxation of Savings Directive (Directive 2003/48/EEC), and the guidance and templates for this reporting have been established by the Order 2339/2005 of 13 July of Ministry of Economy.

· Taxation of Savings Products
In the case of Collective Investment Schemes, the main change introduced by Law 35/2006, which entered into force the 1st January 2007, is that any capital income, irrespective of its particular source (CIS, deposits, stocks, bonds, insurances...) is levied at a fixed rate of 18% (instead of the marginal tax rate, that could reach the 43%). According to the repealed regime, a fixed rate of 15% applied to capital gains generated over one year, except for banking deposits and insurances (which were taxed at the marginal rate, although with percentage reductions in case of being generated in more than 2 years).

4. CORPORATE GOVERNANCE. MAJOR DEVELOPMENTS:

Royal Decree 1309/2005 develops Law 35/2003, and includes the following issues:

· Information to shareholders and investor interested. Law 35/2003 lays down the TER ratio (Total Expense Ratio) and demands a quarterly (on request) and half year report, even an information leaflet to report new investors. The repealed regime obliged to quarterly reports to investors. 

· Affiliated transactions between involved parts, to preserve the different interests.

5. FUND GOVERNANCE:
No new initiatives in this field.

· Fund governance:

According to the new regulation, the management company must exercise political rights regarding shares hold by those Collective Investment Schemes under management, provided that three conditions are complied with:

· The issuer is a Spanish company.

· All Collective Investment Schemes managed, jointly considered, hold over a 1% stake in the capital stock of the company.  

· The stake in the company has been holded, as a minimum, for a year.
· Governance of management company:

The Decree also develops the guidelines laid down by Law 35/2003 about the general and internal code of conduct, affiliated transactions and independence of the depositary.

6. OTHER MAJOR ISSUES AND DEVELOPMENTS:
· Fund Standards and distribution
Foreign Ucits: Spanish regulator Rule (Circular 2/2006, of 27thJune) was approved in June 2006, regarding to the information to be provided by foreign CIS registered in Spain for public offer.
Rebates: A new criterion has been established by the CNMV, regarding to some practices of rebating a part of the fees paid by the Fund when it invests in other Funds managed by the same or by different financial group. These rebates were paid by the underlying Funds to the management Company or to an affiliated entity and not paid back to the Fund. According to the new criterion, this practice does not fit to the Law on Collective Investment Schemes.

Soft Commissions: In September 2006, INVERCO set up a working group, composed of representatives of CNMV (Spanish Securities Commission) and the main brokers and management companies. Its aim was to undertake a joint analysis of the way in which investment managers compensate brokers for their services. As a result of their discussions, the report, which draws up standard that govern the framework for broker compensation was sent to CNMV for its analysis.

· Private pension regulation 

· The government has elaborated a Royal Decree draft bill amending the Pension Plans and Funds Regulation (Royal Decree 304/2004 of 20 February), which will be published by the end of  2007.

The amendments introduced by the Draft may be organized in four areas: actuarial aspects of the Pension Plans, Pension Funds investment regime, behavior and internal control rules of the Management Companies and, lastly, the incorporation of a Special Register of Employment Pension Funds of other EU Member States acting in Spain.

Regarding the actuarial aspects of the Pension Plans, special detail is given to the professional activities of the actuaries, particularly to their roll in the actuaries’ reviews. The amount of the reserves allocated to cover the solvency margin of the Defined Benefit Plans is reduced from 4% to 2%. 

Likewise, the Royal Decree mentioned provides for a new regime on behavior rules, administrative and accounting organization requirements, internal control procedures, related transactions and rules to separate the Custodian and the Management Company, and requires the Management Companies, the Custodians and the distributors to have Internal Behavior Regulations and Codes of Conduct, which shall regulate their activity and shall be inspired in the General Behavior Code of the Stock Markets.
As regards to the investment regime, the list of appropriate assets is enlarged so that the Pension Funds may enjoy the new diversification and opportunities of instruments such as credit derivatives, non-financial derivatives, private equity assets, unharmonised Investment Funds or deposits maturing within a twelve-month period. Besides, flexibility is given to derivatives, private equity firms and structured assets existing within the Pension Funds portfolios. 

Lastly, a new administrative Register is created at the Insurance and Pension Funds General Directorate of the Economy Ministry, a Special Register of Employment Pension Funds of other Member States acting in Spain, and the filing information details are specified.
· The Parliament approved the Law 35/2006, of 28 November, of the Individuals Income Tax and the Government has approved the Royal Decree 439/2007, of 30 March, developing the Law.

The Law 35/2006 provided for a new regime for the tax treatment of contributions and benefits on Pension Schemes, and amended some particular aspects of the general operation of such Schemes. The impact of the new regulation is positive, in some cases, and negative, in others.

As positive changes, they can be mentioned:

· Increase in the flexibility for the receipt of benefits in Pension schemes by their beneficiaries. The previous limit of six months to communicate the event covered by the Pension scheme has been removed, as well as the restrictions regarding the ways or terms for the receipt of the benefits.

· Possibility to make contributions for retirement after the age of 65 (common age for retirement in the Spanish public system).

· The possibility to make contributions after retirement by social security, for contingencies different to death, including retirement.
·  More flexible regime and method of payments and contributions of the Pension Plan Benefits.
· Introduction of  dependency, as a new contingency to be covered by Pension Plans.
Conversely, the negative aspects are:

· Gradual reduction of the tax deduction on  Corporate Tax for the contributions to Pension Plans made by employers on behalf of their employees, until its complete removal in January, 2011.

· Removal of the tax exemption over the 40% of the benefits on Personal Income Tax (that, according to the repealed regime, applied to the benefits where received in the form of lump sum benefits, and the participant made the first contribution two years before).

Another major change is the reduction of the annual maximum limits for contributions made by participants to Pension Schemes (up to Euro 10.000, or Euro 12.500 in case of participants older than 50 years old). The positive or negative effect of this new regime, in comparison with the previous one, mainly depends on the participant´s age (those up to 56 years old will benefit; from 57 years old onwards will be affected). 

Finally, economic and vested rights are permitted to be transferred among the different provisional systems (pension plans and insurance retirement products).
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				Assets and net sales                 (Billion Euros)		Dec-03		Dec-04		Dec-05		Dic-06		Jun-07		% VARIATION				NET SALES

																2006		2006-jun-07		2005		2006-jun-07

				MONEY MARKET FUNDS (1)		57.9		56.7		54.5		0.1		0.0		-100%		-100%		-0.9		-1.6		28.64%		24.32%

				BOND FUNDS		58.7		67.0		73.8		121.5		138.6		65%		14%		-5.4		1.2		29.03%		28.74%

				Domestic		44.8		50.6		54.5		103.2		119.5		89%		16%		-7.0		-0.3		22.16%		21.71%

				International		1.3		2.0		2.6		1.6		1.6		-38%		0%		-0.5		-0.1		0.64%		0.86%

				Guaranteed		12.6		14.4		16.7		16.7		17.5		0%		5%		2.1		1.6		12.36%		14.76%

				BALANCED		25.0		34.4		46.9		50.6		51.6		8%		2%		7.0		2.4		8.65%		9.31%

				Domestic		17.5		21.7		16.2		15.8		16.2		-2%		3%		0.3		0.0		3.71%		5.45%

				International		7.5		12.7		30.7		34.8		35.4		13%		2%		6.7		2.4		29.97%		32.18%

				EQUITY FUNDS		60.6		75.0		93.4		107.6		108.4		15%		1%		3.0		-0.2		2.77%		3.35%

				Domestic		5.6		7.8		9.9		11.4		11.1		15%		-3%		-1.5		-0.5		9.15%		11.80%

				International		18.5		27.5		39.2		52.1		53.7		33%		3%		7.9		1.9

				Guaranteed		36.5		39.7		44.3		44.1		43.6		-0%		-1%		-3.4		-1.6

				TOTAL		202.2		233.1		268.6		279.8		298.6		4%		7%		3.7		1.8
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