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The Financial Services Club
146 New London Road
Chelmsford
Essex
CM2 0AW
UNITED KINGDOM

3rd August 2012


Dear sirs


Response to the Consultation on the Draft Technical Standards for the Regulation on OTC Derivatives, CCPs and Trade Repositories


In February 2012, the Financial Services Club established the Clearing & Settlement Working Group (CAS-WG) to investigate the impact of draft regulations such as EMIR on the London markets.  The specific activities of the group can be found at http://thefinanser.co.uk/fsclub/cas-wg/

The CAS-WG has had many meetings since its inauguration and has four Subject Groups in operation studying the Risk, Regulation, Standards and Market Infrastructure implications of change.

On behalf of these groups, we submit our perspectives on the draft EMIR regulation below.

Please acknowledge receipt and response as you see fit.


Yours faithfully

Chris Skinner
Chairman of the Financial Services Club 



Submittal from Rory Webster, Co-Chair of the CAS-WG Regulation Subject Group

I think there are some ‘lost in translation’ issues in the implementation of G20 proposals. ESMA have had to ‘articulate’ a whole raft of processes that already happen – not very efficiently at times, but they happen.  If Clearing facilities etc were more ‘interoperable’ in response to a commercial need, that would be great...but having worked for both Euroclear and Clearstream I have a low opinion of their attempts to interoperate [it is minimal!]; and any efforts by them to bring ‘change’ in reporting by issuing banks, agent banks etc has met with little or no success, because banks mistrust clearers!!. So interoperability will have to be forced on them!

Not forgetting that DTCC is a monopoly in the US – and is trying to achieve the same everywhere else – and did they get things right back then in 2008 etc. No – they did not, and there are white papers about what their problem is and a bubble of $100 billion of money in the wrong place because they have been unable to solve a small but expensive problem. Agent banks limit their ‘interoperability’ with DTCC to some pretty tight timeframes [5 days prior to payment when it could be 90!]

Back to ESMA – I think it is perfectly possible to implement what ESMA wants, by diluting some of the ‘high-handedness’, crossing out a lot of unnecessary text and by improving existing reporting standards first and then building some ‘rules’ around the result.  We are a Trade Repository, on-line debt securities database/store...the latter description comes first because Trade Repositories are an invention of the recent law – it just happens that we do most of the things that a Trade Repository [as described by the law] would do, and we set up 12 years ago. Did we see things going wrong – yes, in Northern Rock’s case – rates began steadily rising for them in the wholeeale market with no real explanation as to why; that was all visible.  The hitherto private market is where it goes wrong because ‘private’ collateral got used for public liabilities – and that spooked everything.   

As SWIFT say in their comments – boil it all down to the scope of data to be captured, the content of the data fields and the format [message structure] – the pages and pages of law can be put to one side...we can all get on with the job. That is what we are doing in response to all the literature.

So the message must be – keep it simple and it will work.




Submittal from Roger Davies, Member of the CAS-WG Regulation Group

I am responding further to your request at the FSC CAS-WG Plenary session for input regarding the ESMA ‘Standards’ consultation paper. I understand from my Regulation working group that Rory Webster will be submitting a detailed review of the CP text and its implications for the City. I will, therefore, restrict my own commentary to more general statements concerning the issues raised by the EMIR proposals.
Firstly, I must stress that it appears that EMIR is being implemented with indecent haste. Whilst it is appreciated that commitments were given to the G20 for a 31/12/12 deadline (and the Dodd-Frank Act became law in the USA in July 2010) it is clear that we are proceeding out of expediency rather than by design. It can be by no means guaranteed that the proposals are fit for purpose with many key features (eg LEIs, extraterritoriality issues) still subject to much debate. Many politicians appear blind to the size and complexity of this market with outstanding OTC derivative contracts estimated at $700 trillion in June 2011.
New financial regulation is normally applied to existing infrastructure. With EMIR we are essentially starting with a clean sheet. Standards should normally reflect good practice but ESMA appears to be promoting more of a 'wish list' with less thought being given to 'do-ability'. Surely ESMA should be in a position to promote a working electronic operational model meeting the demands of the G20 (a level playing field with ‘neutral’ platform operators)? Member States could then adopt this model where appropriate for the control of their national derivatives market. Writing regulation text and standards for what is basically at this stage only a concept, and one which impacts on complicated and varied products, does risk the law of unintended consequences applying at both macro and micro levels. The more so as the implementation deadline is driving the pace of development denying practical periods for cross-border trial and testing. This is also irrespective of very major concerns regarding the macroeconomic impacts of the reforms on capital velocity for countries seeking economic recovery. A huge shortfall globally in 'quality assets' has already been forecast which demands action pre-EMIR launch. Ideally, what is needed is a global model with common constituent parts and product codes in order to designate appropriate collateral, obtain accurate monitoring figures for supervisors and to avoid the ever present threat of regulatory arbitrage. Sadly, such international cooperation has not been a feature of the G20 and ESMA appears hell bent on delivering the new EMIR regime to their current schedule.
As recognised in the CP, it has not been possible for ESMA to complete a cost benefit analysis for the proposals. Indeed, the impact analysis in annex VII is no more than descriptive comment lacking any element of financial information. Although it could be argued that any reforms which reduce the likelihood of a global economic crash can easily pay for themselves (and the derivatives market was undoubtedly under-collateralised in 2007-8) it should not be overlooked that new regulation should be proportionate and acknowledge that derivatives are essential to the smooth operation of world capital markets. The cost of EMIR to the industry will be very substantial and for many a show stopper. The legal bills alone will be immense. The additional fees necessary to recover investment spend will undoubtedly reduce hedging activity amongst corporate treasurers and, on the downside, potentially increase commercial business risk. If ESMA/EC cannot guarantee full CCP interoperability then EMIR as proposed will not be fit for purpose. Time must be granted so that this can occur.
ROGER DAVIES,
Principal Consultant,
UK and European Regulation,
ea Consulting Group.



Submittal from David Nordell, Member of the CAS-WG Regulation Subject Group

The relationship between Know Your Customer and the planned Legal Entity Identifier system in the financial industry
Version 1.1

David Nordell
CEO, New Global Markets Ltd.

This paper is written in response to a discussion of the Regulation sub-group of the FSC Clearing and Settlements working party in London. The Global Unique Identity to which the paper refers, which is part of a customer identification system being developed by New Global Markets Ltd, and its application to the use cases described here, are part of the company’s intellectual property. 

The Legal Entity Identifier system that is now in the process of being adopted by financial industry regulators in the USA, European Union and elsewhere is meant to provide a robust enabling infrastructure for the reporting of transactions and analysis of risk within the global capital markets. But even after the full adoption of LEIs, the processes for regulatory reporting in the clearing and settlement of OTC derivatives and other capital market transactions leave considerable lack of clarity about the identities and relationships of the various counterparties involved, especially if investment banks are transacting on behalf of clients rather than on their own account. This lack of clarity not only leaves some important information unrecorded in the reporting of ‘normal’ transactions, but makes it more difficult to identify and investigate cases of market abuse, or of money laundering through capital market transactions, which both fall under separate regulatory frameworks, whether within the EU or other jurisdictions. Transactions within the regulatory situation following implementation of the proposed Legal Entity Identifier (LEI) can be described graphically as follows (the LEI and GUID formats in this paper are purely illustrative): 




This diagram does not take account of the possibility (now extremely unlikely because of the draft ISO17442) that there will not be a single market standard for LEIs, and whether this would have negative implications for regulatory reporting, or what would be the implications of a decentralised system of LEI issuers rather than a centralised one.

This situation is in principle satisfactory so long as the investment banks are only trading on their own account. However, this is not necessarily the case, and it would be more desirable for the transaction reports to include the possibility of explicit identification of the external investors in a transaction – essentially to include explicit Know Your Customer data in the report. The following diagram shows how this would take place, using New Global Markets’ GUID system, which is designed to become a market standard encompassing both natural persons and legal persons across the banking, insurance and capital markets. 





In this model, Investor 1 and Investor 2 have gone through an explicit KYC process (which could also include secondary characteristics such as MiFID classification). Some instances of market abuse or money laundering/terror financing would probably be identifiable by internal intelligence processes within the GUID reference database, as well as reference to external black lists, sanctions lists or other intelligence sources. 
However, this model can be improved further, by adding data on the ultimate beneficial owners or controllers of both the investment banks and the external investors, as shown in the following diagram (for convenience, only one ultimate beneficial owner is shown for each party):



This not only allows much fuller regulatory reporting, but makes it easier to identify, trace and investigate cases of market abuse, by looking at the relationships between the various ultimate beneficial owners (it being understood, of course, that any of the investment banks and investors may have multiple beneficial owners). Obviously, if, say, GUID3 is identical with GUID6, or can be shown to be related to it, this is a clear indication of an artificial transaction, unless the contrary can be proved.

Building explicit links between the LEI infrastructure and an underlying infrastructure of KYC reference data is especially important because of another global change in the capital markets that has already taken place: the growth of trading the same instruments in multiple exchanges across multiple jurisdictions. If an instrument (say a block of shares) is first traded in one location, the original purchase may subsequently sell it on to a new purchaser in a second location, and so on, and this transaction chain may be used as a convenient cover for money laundering or terror financing, even on a large scale. And, unlike international trade in tangible goods, which is also exploited frequently for trade-based money laundering, the entire transaction chain in a traded instrument may take place, including clearing and settlement, so quickly that it is difficult to intercept or investigate in real time. This adds to the rationale for KYC reference data that can be created and accessed internationally.

These are only the most basic use cases, and others need to be described in more detail, both in words and graphics. For example, a transaction might be carried out where the payment to the seller is made to a third party representing (or ostensibly representing) the seller of the instrument; but where in fact the money is being laundered. Similarly, this same model of identity intelligence can be used to identify, say, an artificial option transaction whose only purpose is money laundering.
Although the writer does understand that counterparties in OTC transactions and other wholesale market transactions would generally prefer for completely legitimate reasons not to be identified, the purpose of this proposal is not to force publication of their identities to the public domain. On the contrary, the use of a GUID system where the details of any counterparty, including its ultimate beneficial owners, provides counterparties with a high level of privacy while still allowing complete transparency when necessary to both regulators and law enforcement authorities, and ensuring that the entire transaction chain is compliant with the EU’s current Market Abuse Directive and Money Laundering Directive (and, presumably, their successor directives or regulations, and similar regulations in other jurisdictions). 

[bookmark: _GoBack]In short, while the LEI is a necessary solution for improving the state of risk management in financial markets and eventually (as already proposed elsewhere) financial transactions in general, it is not a complete solution. On the contrary, it needs strong KYC to complement it, not least because the losses to financial institutions from AML or market abuse compliance failures, both in fines and reputation damage, may exceed the losses from poor risk management in transacting and holding actual instruments.

The writer wishes to thank Greg Caldwell of aSource Global and Chris Pickles of BT plc for their invaluable comments.

Copyright © New Global Markets. 2012
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