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ESMA Consultation Paper: Technical Advice under the CSD Regulation 
A response from the Wealth Management Association

The Wealth Management Association (WMA) welcomes the opportunity to respond to ESMA’s Consultation Paper in respect of its Technical Advice to the European Commission. We have focussed in particular on Questions 1-3 of the Consultation Paper in view of the vital and unique role that market makers (referred to in the UK retail market as Retail Service Providers) play in the UK in providing electronic quotation and dealing facilities to UK retail brokers. 

Question 1: What are your views on the proposed basis for the cash penalty calculation?
WMA agrees that the cash penalty should relate to the value of the transaction that fails to settle. We also agree that the principle of neutrality concerning the securities holding models should apply so that no given securities holding model is significantly disadvantaged.

WMA notes that the Commission expects the deterrent characteristic of the penalties to lead to improved levels of settlement efficiency and whilst we agree that the cash penalty should be proportionate and take into consideration the specificities of the different asset types, the liquidity and category of transactions we are concerned that ESMA has chosen to set the proposed daily flat penalty rate at 1.0 bp for all equities. We set out our concerns in more detail in response to Question 2 below.
We have no objection to the proposal for the cash penalty to apply to the total amount of the failing settlement instruction in situations where there is partial delivery of the financial instrument or cash.

Q2 What are your views on the proposed approach regarding the categories of financial instruments and the penalty rates? In particular, do you consider that these penalty rates could dis-incentivise trading in small caps? Please provide evidence to support your views.
We believe that the category for equities is too wide and needs to reflect the more flexible time period for SME growth market shares. With 1.0 bp for all equities potentially the cash penalties for less liquid securities could apply for much longer than liquid securities. Given that the very illiquid nature of many SME growth market shares, market makers will be penalised with cash penalties over a longer period where they may not be able to borrow the stock.
Paragraph 35 of the Consultation Paper notes that the less liquid an instrument, the more difficult it is to source and the more expensive it will be to borrow and that this is an important element for consideration in order to set the penalty rate. We question why this is not therefore reflected in the proposed category for equities. Our understanding is that there are stocks where it is virtually impossible to borrow the stock and therefore a 1.0bp charge to reflect the cost of borrowing is irrelevant for these types of stock. 
We believe that the statement that “equities should be the least problematic to source on the market, and therefore a higher penalty is needed to strongly disincentive unavailability of securities in a context where sourcing them is least disruptive to the market” is too general a statement and does not take account of the widely varying degrees of liquidity across the equity market.

We believe that the category for equities in terms of the daily cash penalty rate should reflect the relevant extension periods for the different categories of equities based on their liquidity.
We accept that the liquidity of stocks can change depending on market conditions and specific company activity but ESMA could keep under review the effectiveness of a more flexible cash penalty regime for equities to ensure that it maximises settlement efficiency without imposing significant additional costs on market makers and potentially damaging the SME growth market.
As WMA flagged in its response to ESMA’s Discussion Paper we are concerned that a narrowly focussed regime will potentially increase market manipulation and abuse in those less liquid stocks where there is not an active stock lending market.  This will be caused by a participant deliberately ramping the shares of a less liquid instrument by continually purchasing stock from one, or more, counterparty with the net effect, and purpose of, taking them short and causing them to be bought in or “cashed-out”. This will have significant upward price pressure in a security. The opportunity for a cash settlement following a failed buy in will thus allow the abuse of markets in less liquid securities for financial gain. This will act as a significant disincentive to investors, market makers and liquidity providers alike.
It will be important for Competent Authorities to monitor this closely. 

Q3. What are your views on the proposed approach regarding the increase and reduction of the basic penalty amount?

WMA agrees that the penalty mechanism regime should be as simple as possible to administer and comply with and we therefore support that, in the first stage, there should be no increase or decrease of the penalties to take account of different and various circumstances such as exceptional or repeated fails.

WMA also welcomes confirmation from ESMA that in those limited circumstances where settlement cannot be performed for reasons that are independent from any of the participants or the CSD, such as where the instrument has been suspended from trading, the penalty would not be charged. It will be important to have clear guidance from the relevant Competent Authority as and when these circumstances arise.
Wealth Management Association
22 City Road
Finsbury Square

London EC1Y 2AJ

Tel: +44(0) 20 7448 7100

info@thewma.co.uk
13 February 2015
� The Wealth Management Association (formerly the Association of Private Client Investment Managers and Stockbrokers - APCIMS) is a trade association representing 183 Wealth Management firms and Associate Members. With formal contracted client relationships our firms deal in stocks and shares and other financial instruments for individuals, trusts and charities and offer a range of services across a spectrum spanning execution only through to full discretionary services.





Our member firms act for over 4 million private investors and carry out around 20 million transactions a year in the marketplace.  Our members also manage £600 billion of wealth in the UK, Ireland, Channel Islands and Isle of Man, operate across more than 580 sites and employ approximately 32 000 staff.





Our aim is to ensure that any changes including operational, regulatory, tax and other business matters across Europe and the rest of the world are appropriate and proportionate for our wealth management community and, most importantly, their clients.
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