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ESMA CONSULTATION PAPER
ON GUIDELINES ON PARTICIPANT DEFAULT RULES AND PROCEDURES UNDER CSDR

AFTI CONTRIBUTION 

N° Register : 344174218621-09
AFTI is the leading association representing the post-trade businesses in France and Europe.

AFTI represents through its 83 members a wide range of activities: market infrastructures, custodians, account-keepers and depositaries, issuer services, reporting and data management services, which employ about 28,000 people in Europe of which 16,000 in France.
Our members acting as financial intermediaries represent 26 % of the European market.
Our two market infrastructures have managed respectively 29 millions of settlements and 186 millions of operations cleared in 2014.
QUESTIONS

Q1. Do you consider other stakeholders should be involved in the definition of the default rules and procedures of a CSD? If so, which ones, and what should be the level of their involvement?

Yes, we consider that the CSD should establish rules for participant default in cooperation with its national supervisor in addition to the participants that are enumerated in the question. Any plan for a default procedure should be approved by the supervisory authorities of the CSD, the participants as well as the respective resolution authorities.
National Central Bank of the CSD and the Euro-system (when applicable) should also be associated in the development of rules and procedures for a participant default, as operator of the settlement platform. In this respect, we recommend that ESMA takes into consideration the work which has been conducted by the T2S CSG Task Force on Insolvency (the “CSG Task Force”). In 2014, the CSG Task Force carried out an analysis and mapping exercise of the insolvency procedures in place in the 23 T2S participating CSDs. The CSG Task Force identified discrepancies in two main areas:

· management of insolvent participants within the CSDs, including the handling of the pending settlement instructions (i.e. transfer orders);

· the various national insolvency proceedings themselves, which differ from one national jurisdiction to another, e.g. in terms of the scope of the entities covered, the situation vis-à-vis foreign insolvency cases, insolvency declaration and notification, resolution measures.

The taskforce finalised the legal analysis and produced a Collective Agreement (CA) in early 2016 and highlighted some procedural steps, which would need to be taken in the event of the insolvency of a participant. We fully support this type of initiatives, which contribute to harmonisation of a participant default rules and procedures across the EU such as to ensure consistent application of these rules in a cross-border context. The migration to T2S will increase the number of situations where CSDs and/or participants from different countries will be involved. It is thus crucial to have the emergence of such a unique framework.
Q2. Do you think that such acknowledgement process is appropriate? In particular, do you consider it necessary for the CSD to verify the information regarding the default with the designated authority under the SFD before the CSD can take any action, or should the CSD be able to start taking actions based on its reasonable assessment of the participant’s situation and on the reliability of the source that informed the CSD in the first place?
AFTI believes the process as described in the proposed guidelines is globally relevant. We agree that a defaulting participant must be required to advice as soon as possible the national competent authority and that the participant itself or its designated authority under the Directive 98/26/EC (Settlement Finality Directive, SFD) should notify the CSD about the default. Such notification should take place in a timely manner in order to minimize any risks for the CSD and its other participants. 
At the same time, it may take some time before the CSD is officially notified as mentioned above. We therefore consider that, as soon as the default of a participant is reasonably assessed, this participant should not be authorized any more to enter new settlement instructions into the CSD for obvious counterparty and systemic risk reasons. However, the access with this participant should be maintained to maintain the outflows as effective delivery of clients’ assets, any additional income or potential claims. This is essential to preserve the defaulting participant’s client business. 

As already mentioned above it is of upmost importance that the same approach prevails in all Members States, once again to ensure consistency application in case of a cross-border context. 

Q3. Do you consider that the actions listed are appropriate or that other actions should be listed? Should certain actions be mandatory, depending for instance on the type or size of default, the characteristics of the participant or the CSD or any other criteria?
As a general comment, we think that the actions as enumerated in paragraph 19 are not precise enough and that notably the various statuses of pending settlement instructions should be taken into consideration when defining the relevant measures.
Regarding action (a), full suspension of the defaulting participant’s access is not appropriate. The suspension should partially apply, depending on when the instructions have been received by the CSD and the status of the instructions. On this, we are in phase with the requirements which have been defined by the T2S CSG Task Force and which can be summarized as follows:

- for instructions entered before the time of the opening of the insolvency proceedings: no action is to be taken and they should be processed according to the system rules
- for instructions entered after the opening of the insolvency proceedings and which are matched: no action is to be taken (i.e. these instructions should settle normally), except for instructions unsettled at the end of the day. In this case, the instructions should be cancelled in the CSD system to avoid the risk of settlement attempt. However, they should be archived by the CSD as it would be up to the liquidator designated to solve the insolvent participant to decide if these instructions should ultimately settle or not.

- For instructions entered after the opening of the insolvency proceedings and which are not matched: these instructions are to be cancelled immediately to prevent any matching and settlement. 
In addition the effective settlement of matched instructions should be maintained up to the end of the first business day of insolvency (i.e. settlement of these instructions should not be suspended immediately when the opening of the insolvency proceedings is announced but only at the end of the day). For some markets it seems relevant to extend the settlement of these matched instructions up to a cycle of settlement after the insolvency has been notified (as required by equity markets). 
Finally, it is key that any pending instruction at the end of 1st (or second) Business day of insolvency are removed from the settlement system. This is to (i) avoid recycling of these instructions following the insolvency and (ii) to put these instructions on hold as long as the insolvency liquidator makes a final decision on these instructions. This is the best way to preserve the interests of non-defaulting participants and of the clients of the defaulting participant. 

Regarding action (b), immediate termination of the default participant’s access does not seem relevant in any case. As mentioned above the access should be maintained for different reasons, essentially to preserve outflows but also for technical and operational reasons. In any case effective termination of the defaulting participant’s access is a decision to be made by the court or the designated authority.
Furthermore, we consider that it essential to implement one single harmonised process for the identification and management of pending transfer orders, especially in the T2S cross-border context. Currently there is no harmonisation of rules within EU markets about the processes of holding, recycling or cancellation of pending instructions (transfer orders) for the account of the defaulting participant (also noted by the T2S Ad-Hoc Task Force). We recommend, as mentioned earlier, that ESMA takes into consideration the conclusions of this task force when drafting the final guidelines.

We have also some comments on the other actions listed in the guidelines:

19(c): “changes to normal settlement processes”. We think that the types of changes should be defined. Do these changes refer to ‘suspension’ and ‘termination’ as mentioned in (a) and (b)? Or to anything else?

19(d): it is unclear to us why there should be any changes to proprietary and customer settlement instructions due to the insolvency. For example, should all settlements become client settlements after the opening of the insolvency proceeding? In that case, to which client should securities be attributed? Or should settlements become proprietary settlements? The result of that would be that clients get deprived from their securities. Most importantly, such changes can be provided for only by law, not by the CSD. 

19(e): “which financial resources” should be further specified this point is too vague as currently presented in the guidelines.

19(f): “any other mechanisms” is also not clear to us. 

Q4. Do you think other items should be included in the internal plans?
Yes, we think that the CSD internal plan should mention that any procedure against an insolvent participant is subject to any instructions that the insolvent participant’s insolvency administrator or judge might give. 

In addition, we are of the opinion that some elements specified in the guidelines should not be included in the internal plans: more specifically the roles, obligations and responsibilities of the non-defaulting participants are not to be determined by the CSD internal plan, but depend on the national insolvency rules. The CSD has an operational role and should not have influence on legal requirements. 
Finally, we take the occasion of this question to raise another issue, which is not addressed by the guidelines. What should be done in the case where one participant is defaulting in a CSD, but not in other CSD or in the CCP where trades are cleared? Once again, it appears that definition of harmonized rules is key, especially in a cross-border context. 
Q.5 Do you think that information on the implementation of the default rules and procedures should be transmitted to other stakeholders? If so, which other stakeholders?
AFTI generally considers the list appropriate. As mentioned in response to Question 1, we think that national central banks and operator of the T2S platform should also be included in the list.
Q6. Do you think that such testing and reviewing processes are appropriate?

The processes as described in the guidelines appear appropriate. 

In the context of the T2S common settlement platform, it is essential to ensure that these testing activities should be harmonised across all participating CSDs and NCBs.

In addition and with reference to para 31: “The results of these tests should be shared with the CSD’s management body, risk committee, competent authority and relevant authorities”, we would suggest that these test results should be made available also to CSD participants, as part of their own risk assessments of dealing with these market infrastructures. We believe such information would be of interest to internal risk management functions.
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