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Reply form for the	consultation paper on indirect clearing arrangements under EMIR and MiFIR





Responding to this paper 
The European Securities and Markets Authority (ESMA) invites responses to the questions listed in this Consultation Paper on Indirect clearing arrangements under EMIR and MiFIR, published on the ESMA website.

Instructions
Please note that, in order to facilitate the analysis of the large number of responses expected, you are requested to use this file to send your response to ESMA so as to allow us to process it properly. Therefore, ESMA will only be able to consider responses which follow the instructions described below:
· use this form and send your responses in Word format (pdf documents will not be considered except for annexes);
· do not remove the tags of type <ESMA_QUESTION_RTS_INDIRECT_CLEARING_1> - i.e. the response to one question has to be framed by the 2 tags corresponding to the question; and
· if you do not have a response to a question, do not delete it and leave the text “TYPE YOUR TEXT HERE” between the tags.
Responses are most helpful:
· if they respond to the question stated;
· contain a clear rationale, including on any related costs and benefits; and
· describe any alternatives that ESMA should consider
Naming protocol
In order to facilitate the handling of stakeholders responses please save your document using the following format:
ESMA_ RTS_INDIRECT_CLEARING_NAMEOFCOMPANY_NAMEOFDOCUMENT.
E.g. if the respondent were XXXX, the name of the reply form would be:
ESMA_RTS_ INDIRECT_CLEARING_XXXX_REPLYFORM or 
ESMA_RTS_ INDIRECT_CLEARING_XXXX_ANNEX1
To help you navigate this document more easily, bookmarks are available in “Navigation Pane” for Word 2010 and in “Document Map” for Word 2007.
Deadline
Responses must reach ESMA by 17 December 2015.
All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input/Consultations’. 
Publication of responses
All contributions received will be published following the close of the consultation, unless you request otherwise.  Please clearly and prominently indicate in your submission any part you do not wish to be publically disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. A confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make not to disclose the response is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
Data protection
Information on data protection can be found at www.esma.europa.eu under the heading Legal Notice.

Introduction
Please make your introductory comments below, if any:
<ESMA_COMMENT_RTS_INDIRECT_CLEARING_1>
The Futures Industry Association (“FIA”)[footnoteRef:1] has prepared this response on behalf of its members that are organized or incorporated under U.S. law and registered as futures commission merchants (“FCMs”) with the U.S. Commodity Futures Trading Commission (“CFTC”).  FCMs may serve as clearing members, clients or indirect clients of a European central counterparty (“EU CCP”) for purposes of clearing over-the-counter (“OTC”) derivatives and/or exchange-traded derivatives (“ETDs”).   [1:  	FIA is the leading trade organization for the futures, options and cleared swaps markets worldwide.  FIA’s membership includes firms from more than 25 countries as well as technology vendors, lawyers and other professionals serving the industry.  FIA’s mission is to support open, transparent and competitive markets, protect and enhance the integrity of the financial system, and promote high standards of professional conduct. ] 

The content of this response focuses principally on those elements of the proposed Regulatory Technical Standards on Indirect Clearing Arrangements under EMIR and the Proposed Regulatory Technical Standards on Indirect Clearing Arrangements under MiFIR (collectively, the “RTS”) that, if adopted as proposed, would have a unique impact on FCMs.  In respect of those provisions of the proposed RTS not expressly addressed herein, FIA supports the analysis and recommendations set out in the FIA Europe response letter.  In particular, for the reasons set out in the FIA Europe response letter, we believe that the jurisdictional scope of the MiFIR RTS should extend only to ETDs traded on an EU-regulated market and cleared on an EU CCP.[footnoteRef:2]   [2:  	This conclusion would be consistent with the approach taken by ESMA in respect of OTC derivatives under EMIR.  Specifically, ESMA recognized that the segregation requirements in Article 39 of EMIR apply only to EU CCPs, i.e., CCPs authorized pursuant to Article 14 of EMIR.  See CCP Question 8(j), ESMA 2015/775, “Questions and Answers: Implementation of Regulation No 648/2012 on OTC derivatives, central counterparties and trade repositories (EMIR)”, 27 April 2015 (“EMIR Q&A”).  ] 

In addition, we support the argument in the FIA Europe response letter that, where a third-country firm such as an FCM is present in an indirect clearing chain, such firm should only be subject to its local law requirements relating to customer protection, porting and liquidation.  To the extent that ESMA determines that the RTS should also apply to a third-country firm in an indirect clearing chain, we believe that, for the reasons set out in detail in this response, such third-country firm should not be required to comply with a specific aspect of the final RTS where it is prevented from doing so under its domestic law, including its insolvency regime, provided that such firm is otherwise able to satisfy the underlying purposes of the final RTS.
Impact of Third-Country Insolvency Regimes
The ability of an FCM to comply with the proposed RTS will be limited by the application of the U.S. Bankruptcy Code (“Code”), the U.S. Commodity Exchange Act (“CEA”) and CFTC Rules.  This result is not unexpected.  In the Consultation Paper, ESMA expressly acknowledged that, because the proposed RTS could not override any third-country insolvency regime that may apply to a participant in an indirect clearing arrangement, conflicts of law among jurisdictions would likely make full compliance with the specific requirements of the proposed RTS impracticable for certain participants.[footnoteRef:3] [3:  	This acknowledgment corresponds to the position taken by ESMA that insolvency regimes in third-country jurisdictions may prohibit clearing members from complying with the segregation requirements in Article 39 of EMIR and, in such a case, a client is permitted to “opt out”, provided that client is given sufficient disclosure of the risks of opting out.  See CCP Question 8(i), EMIR Q&A.] 

We are concerned, however, that to the extent ESMA determines that the RTS apply to third-country firms in an indirect clearing arrangement, the proposed RTS do not provide sufficient assurance  of the circumstances in which such firms may participate in the indirect clearing arrangement while remaining in compliance with their domestic insolvency regimes.  We therefore request that, to the extent that the RTS apply to third-country firms, the European Commission confirm that a clearing member, client or indirect client in an indirect clearing arrangement is not required to comply with a specific aspect of the final RTS where it is prevented from doing so under its domestic insolvency regime, provided that such clearing member, client or indirect client is otherwise able to satisfy the underlying purposes of the final RTS.  We believe that such confirmation should be most appropriately made in the context of a “Frequently Asked Questions” document to be published at or around the same time as the final RTS.
The remainder of our introductory comments below provides a brief, high-level summary of certain aspects of the Code, the CEA and CFTC Rules that are relevant to the topics covered in the proposed RTS.  Our responses to the other consultation questions are intended to demonstrate that, notwithstanding the limitations imposed by the provisions of the Code, the CEA and CFTC Rules described below, FCMs are required at all times to offer customer protection arrangements to their direct and indirect clients that satisfy the underlying purposes of the RTS. Accordingly, we submit that, to the extent that FCMs are subject to the RTS, they should not be considered non-compliant with the RTS solely on the basis of the different approaches to segregation, porting and liquidation taken by the RTS when compared with the Code, the CEA and CFTC Rules and, instead, such arrangements should be considered permissible under the RTS.
FCM Customer Asset Protection Regime(s)
In the United States, the assets of an FCM’s customers are subject to differing protection regimes depending on the product traded: (i) cleared swaps; (ii) futures traded on a U.S. exchange (“U.S. futures”); and (iii) futures traded on a non-U.S. exchange (“non-U.S. futures”) (collectively, “cleared derivatives products”).  In each case, the CEA and CFTC Rules impose on the FCM a strict segregation requirement, pursuant to which the FCM must “treat and deal with all money, securities and property” received from a customer to “margin guarantee or secure” a cleared derivatives product “as belonging to such customer”.  Such assets must be “separately accounted for” and may not be commingled with the funds of the FCM or “used to margin, guarantee or secure” the trades of any person “other than the person for whom the same are held”.[footnoteRef:4]  These assets must be received and held by FCMs on a security interest basis; title transfer collateral arrangements are prohibited. [4:  	See, generally, CEA Section 4d(a)(2), 7 U.S.C. § 6d(a)(2), with respect to U.S. futures; CEA Section 4d(f), 7 U.S.C. § 6d(f), with respect to cleared swaps; and CFTC Rule 30.7, 17 C.F.R. § 30.7, with respect to non-U.S. futures.] 

CFTC Rules also provide that customer collateral received to margin cleared swaps, U.S. futures and non-U.S. futures may not be commingled, except as the CFTC may permit by rule, regulation or order, e.g., in connection with a portfolio margining program.[footnoteRef:5]  Instead, each category of cleared derivative product is treated as a separate “account class”[footnoteRef:6] and customer collateral in respect of one class must be held separately from the other account classes.[footnoteRef:7]  This prohibition on commingling is intended to better protect customer assets in the event of an FCM insolvency. [5:  	CFTC Rule 1.20(e), 22.2(c), and 30.7(e), 17 C.F.R. §§ 1.20(a), 22.2(c) and 30.7(e).]  [6:  	CFTC Rule 190.01(a)(1), 17 C.F.R. § 190.01(a)(1).]  [7:  	CFTC Rule 1.20(e), 22.2(c), and 30.7(e), 17 C.F.R. §§ 1.20(a), 22.2(c) and 30.7(e).] 

	Cleared Swaps Customers
For cleared swaps, Part 22 of the CFTC Rules requires FCMs to maintain “legally segregated, operationally commingled” (“LSOC”) accounts for their cleared swaps customers.  LSOC accounts share many important features with the Gross Omnibus Indirect Segregated Account (“GOISA”) contemplated in Article 2(b) of the proposed RTS.  In particular, although the collateral of all cleared swaps customers may be commingled in the same account or accounts, such collateral must be separately accounted for and may not be commingled with an FCM’s funds or be applied in respect of any other cleared swap customer’s trades.[footnoteRef:8] [8:  	CEA Section 4d(f), 7 U.S.C. § 6d(f); CFTC Rule 22.2(d), 17 C.F.R. § 22.2(d).] 

In addition, Part 22 requires each FCM and DCO to maintain books and records that identify the positions of, and the market value of the collateral posted by, each cleared swaps customer.[footnoteRef:9]  This recordkeeping requirement ensures that each FCM can demonstrate that it is not using the funds of one cleared swaps customer to meet the obligations of any other cleared swaps customer (or the FCM).  These records are also relevant to ensure that, in an insolvency situation, the relevant DCO does not use the funds of any non-defaulting cleared swaps customer to meet the obligations of any defaulting cleared swaps customer.  The Part 22 Rules also permit an FCM to maintain excess cleared swaps customer collateral with a DCO, where the rules of the relevant DCO so permit and where the DCO requires the FCM to identify each business day the amount of any excess collateral deposited by any given cleared swaps customer.[footnoteRef:10]   [9:  	CFTC Rule 22.12, 17 C.F.R. § 22.12.]  [10:  	CFTC Rule 22.13, 17 C.F.R. § 22.13.  For example, both ICE Clear Europe and LCH.Clearnet Limited have adopted rules that permit clearing member FCMs to deposit excess cleared swaps customer collateral. ] 

Although we are not aware of any FCM clearing member that currently carries cleared swaps for indirect clients, the foregoing recordkeeping requirements and mechanism for the transfer of excess margin also apply to longer clearing chains where, for example, a non-clearing FCM deposits excess margin with a clearing FCM.  
	Futures Customers
For futures on U.S. exchanges and non-U.S. exchanges, the CFTC Rules contemplate that FCMs and DCOs will maintain an omnibus customer account with the following safeguards.  The FCM that has the direct relationship with the customer is required to maintain books and records concerning the identity of its customers,[footnoteRef:11] the positions held on behalf of each customer[footnoteRef:12] and the collateral deposited by each customer to margin its positions.[footnoteRef:13]  Any intermediate FCM and CCP, however, is entitled to treat the omnibus account as a single customer.  Such FCM or CCP generally does not know the identity of the customers that make up the omnibus account, each customer’s positions or the value of the collateral associated with each customer’s positions.  In this way, the information available to an intermediate FCM and the CCP is similar to that of a clearing member or CCP in respect of the proposed Net Omnibus Indirect Segregated Account (“NOISA”) contemplated in Article 2(a) of the proposed RTS. [11:  	CFTC Rule 1.37, 17 C.F.R. § 1.37.]  [12:  	CFTC Rule 1.33, 17 C.F.R. § 1.33.]  [13:  	CFTC Rule 1.36, 17 C.F.R. § 1.36.] 

In addition, CFTC Rule 1.58 requires each FCM that carries an account for another FCM (or a foreign broker) on an omnibus basis to collect initial and maintenance margin on each position reported “at a level no less than that established for customer accounts by the rules of the applicable” exchange or CCP.[footnoteRef:14]  That is, each FCM along the chain must collect gross margin and deposit that margin up the chain to the CCP; this is a stricter standard than the NOISA set out in the proposed RTS, which anticipates only collecting net margin from the account.  CFTC Rule 39.13(g)(8) further requires a DCO to “collect initial margin on a gross basis for each clearing member’s customer account(s) equal to the sum of the initial margin amounts that would be required by the [DCO] for each individual customer within that account if each individual customer were a clearing member”.[footnoteRef:15] [14:  	CFTC Rule 1.58, 17 C.F.R. § 1.58.]  [15:  	CFTC Rule 39.13(g)(8), 17 C.F.R. § 39.13(g)(8).] 

FCM Insolvency Regime: The Code and CFTC Part 190
Upon the insolvency of an FCM and the appointment of a trustee, customer positions carried by a defaulting FCM may not be transferred (ported) to another FCM without the consent of the trustee and the approval of the CFTC and the Bankruptcy Court.[footnoteRef:16]  Customer positions will be assessed on an account class basis; that is, where porting occurs, cleared swaps customer positions will be ported to the relevant LSOC account of the receiving FCM and futures customer positions will be ported to the relevant futures account (U.S. futures or non-U.S. futures) of the receiving FCM. [16:  	The CFTC’s approval is necessary to assure that any such transfer will not be subject to challenge.  Section 764(b) of the Code provides that a “transfer made before seven days after” the filing of a bankruptcy petition may not be avoided, if such transfer is approved by the CFTC and is “a transfer of a commodity contract entered into or carried by or through the debtor on behalf of a customer, and any cash, securities or other property margining or securing such commodity contract”.  The CFTC’s approval, therefore, removes any legal uncertainty surrounding a transfer of customer positions and margin.  ] 

Under the CFTC’s Part 190 Rules, the trustee is directed to “use its best efforts to effect a transfer” of customer positions.[footnoteRef:17]  The trustee must notify the CFTC as soon as possible, “but in no event later than the third business day after” the FCM has filed for bankruptcy whether the trustee intends to transfer the positions.[footnoteRef:18]  The transfer must be completed no later than seven calendar days after the FCM has filed for bankruptcy.[footnoteRef:19]  Where the trustee is not able to effect the transfer of all customer positions, the trustee is directed to liquidate all open commodity contracts “promptly and in an orderly manner”.[footnoteRef:20]  [17:  	CFTC Rule 190.02(e), 17 C.F.R. § 190.02(e).  This best efforts obligation is reinforced by CFTC Rule 39.16(c)(2)(ii), which requires each DCO to maintain default procedures that include the “prompt transfer” of customer positions.]  [18:  	Importantly, the trustee is not required to obtain the consent of the customers whose positions and collateral comprise the LSOC account or relevant futures account to effect transfer.  ]  [19:  	Although the Code and, in particular, the CFTC’s Rules reflect a preference that customer positions and collateral be transferred to a non-defaulting FCM in lieu of liquidation, Section 556 of the Code nonetheless provides that the “contractual right of a commodity broker” (which includes an FCM and a DCO) to cause the liquidation, termination, or acceleration of a commodity contract (which includes cleared swaps, U.S. futures and non-U.S. futures) “shall not be stayed, avoided or otherwise limited”.]  [20:  	17 C.F.R. § 190.02(f).] 

The trustee is then directed to “distribute customer property ratably to customers on the basis of and to the extent of such customers’ allowed net equity claims, and in priority to all other claims”.[footnoteRef:21]  Customer property includes all assets held in segregation and assets “readily traceable” to such customers.[footnoteRef:22]  Such distributions will be made on an account class basis. [21:  	11 U.S.C. § 766(h)]  [22:  	17 C.F.R. § 190.08(c).] 

<ESMA_COMMENT_ RTS_ INDIRECT_CLEARING_1>



Questions from the consultation paper
Do you agree with the proposed approach to require the choice between an omnibus indirect account and a gross omnibus indirect account with margin at the level of the CCP?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_1>
We do not agree that a clearing member, client or indirect client must offer the choice between a NOISA and a GOISA in all circumstances.  Specifically, to the extent that the RTS apply to a third-country firm in an indirect clearing chain, this requirement should not apply where the offer is prohibited under the third-country firm’s local law, including the insolvency regime, provided that the underlying purposes of the RTS are otherwise satisfied.  
We believe the customer segregation requirements imposed on FCMs demonstrates that the underlying purposes of the RTS can be satisfied without requiring FCMs to offer the choice between a NOISA and a GOISA.
OTC Derivatives
As noted in our introductory comments, Part 22 of the CFTC Rules requires FCMs to open LSOC accounts for their cleared swaps customers.[footnoteRef:23] Therefore, FCMs are prohibited from making the offer required under Articles 4(2) and 5(2) of the proposed RTS in respect of OTC derivatives.  [23:  	Please note that our response analogizes cleared swaps under the CFTC Rules with OTC derivatives under EMIR.] 

Nevertheless, we would note the following key characteristics of LSOC accounts: 
· records are maintained of the positions and collateral value of each cleared swaps customer in an LSOC account; 
· these records ensure that the funds of one cleared swaps customer are never used to meet the obligations of any other cleared swaps customer, either in a business-as-usual or insolvency situation, thereby effectively eliminating fellow-customer risk; 
· excess collateral in respect of a given cleared swaps customer can be passed up to the relevant CCP; and 
· the Part 22 Rules provide a mechanism to replicate these requirements through multiple links in a clearing chain via the obligations on non-clearing and clearing FCMs.  

These arrangements offer levels of protection equivalent to the proposed GOISA, which was introduced in the proposed RTS by ESMA on the basis that the proposed GOISA would “achieve an equivalent distinction between the collateral and the positions held for the account of a specific indirect client from the collateral and the positions held for the account of the direct client or other indirect clients”.  The use of LSOC accounts also ensures that FCMs are able to meet the relevant standards applicable to GOISAs set out in Articles 4(3) and 5(3) of the proposed RTS (collateral value reports) as well as Article 4(4) of the proposed RTS (transfer of excess collateral to the CCP).  
Accordingly, even though FCMs are prohibited from offering cleared swaps customers a choice between a GOISA and a NOISA for indirect clearing arrangements, FCMs are legally obligated to provide the higher, GOISA-equivalent protection to their cleared swaps customers.  That the offer itself cannot be made under U.S. law should not be considered non-compliant on the basis that an FCM’s cleared swaps customers must at all times receive a level of protection that is at least equivalent to the requirements of the proposed RTS. 
ETDs
CFTC Rules prescribe a particular type of omnibus account structure for an FCM’s futures customers.  Therefore, as was the case for OTC derivatives, FCMs are prohibited from making the offer required under Articles 4(2) and 5(2) of the proposed RTS in respect of ETDs. 
Although an FCM’s futures customer account shares the basic characteristics of the proposed NOISA, as noted in our introductory comments, CFTC Rules offer futures customers somewhat greater protection by requiring gross margining along the chain between the end-customer and the CCP.  In that regard, the futures customers of an FCM will always enjoy a greater level of protection than the minimum required under the proposed RTS. We believe that, in such circumstances, an FCM should not be considered non-compliant with the RTS notwithstanding that the offer of a choice between a GOISA and a NOISA is prohibited.
This conclusion is consistent with how ESMA has chosen to approach the imposition of the RTS on existing indirect clearing arrangements in the ETD markets.  Specifically, ESMA recognized in the Consultation Paper that customer protection arrangements for indirect clients are already in place in the ETD markets, and that the impact of the RTS on these arrangements should be “minimised” and should maintain continuity.  Permitting FCMs to continue to offer protection that is at least NOISA-equivalent would uphold this principle of continuity and minimised impact.
We note that ESMA also stated in the Consultation Paper that the proposed net margining arrangements should be subject to “increased standards” and used as an example segregating between indirect client accounts and a direct client’s own account.  This level of segregation is already provided for under the CEA and the CFTC Rules.  Hence, the “increased” standards for net margining are already met in the futures customer accounts provided by FCMs. 
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_1>
Do you agree with the proposed approach for the requirements related to default management? Do you think there are alternative level 2 requirements (compatible with the relevant insolvency regime situations and the level 1 mandate) that would achieve better protections?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_2>
The porting and liquidation arrangements in the proposed RTS appear to be based on an assumption by ESMA that, upon a client’s insolvency, the failure to return liquidation proceeds directly to an indirect client would necessarily be at risk of insolvency challenge or may be treated as forming part of the client’s insolvency estate.[footnoteRef:24]  The proposed RTS therefore require entry into specified contractual arrangements to address these concerns.   [24:  	See Recital (10) to the proposed RTS.] 

We do not believe that the prescribed contractual arrangements should be the only permissible means of addressing ESMA’s concerns.  Instead, ESMA should recognize that its concerns can also be addressed through reliance on mandatory legal and regulatory provisions that meet or exceed the requirements of the proposed RTS relating to porting and liquidation.  In particular, the statutory FCM insolvency regime will apply independently of provisions in a customer contract and, as described in more detail below, these arrangements exceed the requirements of proposed Article 4(7) because they guarantee as a matter of law either porting or the return of liquidation proceeds outside the FCM’s general insolvency estate.[footnoteRef:25] [25:  	Another advantage of the statutory, rather than contractual, approach to customer protection in the United States is that any intermediary in the United States that holds customer funds in connection with trading or clearing cleared derivatives products must be registered with the CFTC as an FCM.  Therefore, no matter how long the chain of indirect clearing relationships in the United States, each such intermediary must, by statute, be registered as an FCM, comply with the customer segregation obligations described in our introductory comments, and be subject to the FCM insolvency regime, thereby reducing or eliminating many of the complications identified in FIA Europe’s response regarding longer clearing chains that rely on a purely contractual approach.  ] 

Porting
Customer porting must occur within the scope of the FCM liquidation provisions of the Code and Part 190 of the CFTC Rules, which require the involvement of, and approval by, the trustee and the CFTC in porting of customer positions and assets.  Accordingly, if an FCM were to enter into the contractual arrangements contemplated by Article 4(7) of the proposed RTS, the FCM would be required to violate the Code and Part 190 of the CFTC Rules in order to take unilateral action pursuant to such contractual arrangements.  Such a result is unnecessary, because the legal arrangements for porting set out in the FCM insolvency regime are more likely in any event to achieve porting of customer positions and assets, especially in a futures omnibus account, as compared with the approach in the proposed RTS, which relies on the prior contractual agreement of all clients in the relevant account of an acceptable transferee.
We also note that the obligation to enter into contractual arrangements relating to porting is subject to an overriding “obligation of means” principle introduced by ESMA, pursuant to which clearing members are not required to guarantee a particular result, in particular in light of the application of a third-country insolvency regime.  In our view, the “obligation of means” as applied to FCMs should be discharged through the operation of the FCM insolvency regime, which is designed to achieve materially similar outcomes as prescribed via the RTS, i.e., porting where possible, otherwise return of liquidation amounts. In addition, the FCM liquidation regime applies automatically as a matter of statute and regulation rather than through enforcing contractual terms, which is less certain and potentially subject to a time- and cost-intensive process of interpretation and clarification.  We would also note that the FCM insolvency provisions relating to porting will apply at every level of a U.S. clearing chain as a result of the requirement for intermediaries located in the United States holding customer funds and assets to be registered as FCMs.  
Accordingly, FCM customers will always receive protections equivalent to, if not greater than, those required by Article 4(7) of the proposed RTS through the application of the statutory FCM insolvency regime, and FCMs should not be required to enter into any additional contractual commitments in this regard.  
Liquidation / “Leapfrog” Payment
As a matter of contract, an FCM would be permitted under the Bankruptcy Code to establish “robust procedures” and “contractual commitments” within the meaning of Article 4(7) to allow for the prompt liquidation of the assets and positions of indirect clients following the default of its client.  However, FCMs would not be able to comply with the Article 5(7) “leapfrog payment” requirement, i.e., to return liquidation proceeds directly to the indirect clients in a GOISA upon the default of a client FCM.  This obligation is incompatible with the provisions of the Code and Part 190 of the CFTC Rules, which require such amounts to be returned to the trustee for distribution to the relevant customers.  
This provision is subject to ESMA’s “obligation of means” principle.  For the same reasons set out above in respect of porting, FCMs should not be required to enter into any additional contractual commitments relating to leapfrog payments on the basis that the mandatory FCM insolvency regime provides for the return of liquidation proceeds to the customers of an insolvent FCM.  
As important, the treatment of liquidation proceeds owed to customers in an FCM insolvency should satisfy the requirement in Article 5(8) of the proposed RTS that, where such amounts are returned to the insolvent FCM’s trustee, they do not form part of such FCM’s insolvency estate.  Although these proceeds are under the administration of the trustee along with the remainder of the insolvent FCM’s estate, the operation of the Code and Part 190 of the CFTC Rules provide that all such liquidation amounts for distribution to the insolvent FCM’s customers are wholly protected from bearing any losses forming part of the insolvent FCM’s general estate.  
Specifically, in the event of an FCM insolvency, all customer collateral will receive, as a class, the protections set out in the Code: “property held by or for the account of a customer, which is segregated on behalf of a specific account class, or readily traceable on the filing date to customers of such account class, must be allocated to the customer estate of the account class for which it is segregated or to which it is readily traceable”.[footnoteRef:26]  Such amounts must be distributed “ratably to customers on the basis and to the extent of such customers’ allowed net equity claims, and in priority to all other claims”, except the costs of administration.[footnoteRef:27] This result meets or exceeds the requirements of Article 5(8) of the proposed RTS. [26:  	17 C.F.R. § 190.08(c).]  [27:  	11 U.S.C. § 766(h)] 

Clearing Member Obligations
We agree with FIA Europe that it would be neither proportionate nor feasible for clearing members to perform ex ante due diligence on all indirect clients in a clearing chain with a view to managing a client’s insolvency.  In particular, we urge ESMA to act on FIA Europe’s recommendation to issue a Q&A document that provides greater clarity as to what is required of clearing members pursuant to Article 4(7) of the proposed RTS.
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_2>
Do you agree that the proposed approach adequately addresses counterparty risk throughout the longer chain by ensuring an appropriate level of protection to indirect clients? If not, are there alternative approaches compatible with Level 1?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_3>
For the reasons set out in our responses to Q1 and Q2 above, we believe that, under the FCM customer funds protection regimes, indirect clients in a longer chain can be provided an appropriate level of protection through reliance on mandatory legal and regulatory provisions relating to customer segregation, porting and liquidation where such provisions provide a level of protection that at all times satisfies the underlying purposes of the RTS. 
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_3>
For longer chains, what other details (liquidation trigger and steps, flow and content of information, other) should be taken into account or what additional requirements or clarification should be provided in order to avoid potential difficulties when handling the default of a client or an indirect client facilitating clearing services?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_4>
Number of Accounts in Longer Chains
We share the concern expressed by FIA Europe in its response that, to the extent the proposed RTS require opening separate NOISAs and GOISAs at each step of a longer chain, this would mean a very substantial increase in the number of accounts to be opened, with a concomitant increase in operational burdens and the risk of operational errors in managing such a high number of accounts.  We support FIA Europe’s request for confirmation that, in line with ESMA’s stated preference for a “simpler” account structure for indirect clearing, that it would be sufficient for a clearing member to open a single NOISA or GOISA at the CCP level to hold the assets and positions of all of its indirect clients.
Reliance on Information Flow in Longer Chains
Article 5(9) of the proposed RTS would require clients to establish arrangements to provide each clearing member with “sufficient information” to identify, monitor and manage the risks of its clients (i.e., the clearing member’s indirect clients), including the number of such clients and the jurisdiction in which each is located.  Although this requirement is operationally burdensome in respect of a basic indirect clearing arrangement, it becomes significantly more challenging in longer chains as the ability of the client to obtain such information directly from each level of underlying indirect client may be drastically limited.  
Accordingly, to the extent such a requirement remains in the final RTS, we request ESMA’s confirmation that: (1) clients are permitted to rely on reasonable representations from their indirect clients as to the accuracy of the identifying information provided from each further step along a longer chain; and (2) the right to rely on reasonable representations applies mutatis mutandis at each subsequent link down a longer chain, i.e., a first-level indirect client would rely on reasonable representations from a second-level indirect client in respect of its third-level indirect clients, and so on. 
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_4>
Do you consider that the new provision assigning by default to the indirect client the choice of an omnibus indirect account following reasonable efforts from the client to receive an instruction is appropriate? If not, what other considerations should be taken into account?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_5>
[TYPE YOUR TEXT HERE]
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_5>
Do you consider appropriate that the collateral provided on top of the amount of margin the indirect client is called for is treated in accordance with the contractual arrangements?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_6>
[TYPE YOUR TEXT HERE]
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_6>
In view of the different amendments described above, do you consider that this set of requirements ensures a level of protection with equivalent effect as referred to in Articles 39 and 48 of EMIR for indirect clients?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_7>
[TYPE YOUR TEXT HERE]
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_7>
Please indicate your answers to the cost-benefit survey?  
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_8>
[TYPE YOUR TEXT HERE]
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_8>
Do you have any comments on the draft RTS under EMIR not already covered in the previous questions?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_9>
Articles 4(5) and 5(4) of the proposed RTS call for the establishment of segregated accounts at the CCP level for the “exclusive purpose” of holding indirect client positions and assets.  FCMs are not expressly prohibited from agreeing to open such accounts.  
However, as noted in our introductory comments, the Code protects customer assets and positions on an account class basis and provides for the application of pro rata loss sharing arising from the positions and assets of the FCM’s other customers in the same account class.  Accordingly, customers in a given account class may face losses either as a consequence of fellow-customer risk (as in a futures customer account) or due to the failure of the FCM to treat customer money in accordance with the customer protection requirements of the CEA and CFTC Rules (which would apply equally to an LSOC account and a futures customer account).  
This risk of pro rata loss sharing between indirect clients is a feature of the proposed NOISA, and we therefore do not see any particular conflict between the proposed RTS and the provisions of the Code. However, there remains some uncertainty whether Articles 4(5) and 5(4) of the proposed RTS are intended to eliminate entirely all mutualization of risk between indirect clients in a GOISA.  Specifically, Article 4(3) of MiFIR and Article 30(1) of MiFIR require that indirect clearing arrangements have “equivalent effect” to Articles 39 and 48 of EMIR, which require no loss mutualization across individually segregated accounts.  ESMA argues in the Consultation Paper that individually segregated indirect client accounts are not necessary because indirect clients in the proposed GOISA would “overall” receive protections of “equivalent effect” to individual segregation.  Despite this claim, the text of Recital (12) to the proposed RTS contemplates some risk of exposure between indirect clients in a GOISA in the event of a client’s insolvency.  
We would invite ESMA to clarify that there is no inconsistency between these provisions and to confirm that indirect clients in a GOISA may face some limited risk of pro rata loss sharing in the event of a client’s insolvency.  This conclusion would be consistent with the operation of an FCM’s LSOC accounts which, as described in greater detail above, effectively eliminate fellow-customer risk but do not necessarily eliminate all risk of pro rata sharing of losses that may arise as a consequence of an FCM’s failure to comply with CEA and CFTC segregation requirements.
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_9>
Do you have any comments on the draft RTS under MiFIR not already covered in the previous questions?
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_10>
Please see our response to Q9 above.
<ESMA_QUESTION_RTS_INDIRECT_CLEARING_10>
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