
 
 

 

MFA’S RESPONSE TO PROPOSED REGULATION OF OTC DERIVATIVES, CENTRAL 

COUNTERPARTIES AND TRADE REPOSITORIES  

November 11, 2010 

Managed Funds Association (“MFA”)1 strongly supports the European Union’s efforts to 
promote central clearing and thereby “increase transparency of the derivatives market, reduce 
counterparty and operational risk in trading and enhance market integrity and oversight” as set forth in the 
European Commission’s (“Commission”) Proposal for a Regulation of the European Parliament and of 
the Council on OTC Derivatives, Central Counterparties and Trade Repositories (the “Proposal”).  As 
active participants in the over-the-counter (“OTC”) derivatives market, MFA members have a strong 
interest in promoting its integrity and proper functioning.  We also believe that a well-functioning OTC 
derivatives market is essential to the restoration of capital flows, given its critical role in the investment 
and risk management activities of many market participants.  In this spirit, we offer our comments to help 
bolster the effectiveness of the Proposal and minimize any adverse impacts or unintended consequences 
in its implementation.  

I. Definitions  

MFA appreciates that in Article 2, the Commission provided definitions for certain key terms 
used in the Proposal.  However, we believe that two of them require modifications to be more effective.   

First, we believe that the definition of “class of derivatives” is overbroad.  The definition 
identifies that a class of derivatives refers to “OTC derivative contracts that share common, essential 
characteristics”.  However, this term is used in Article 4 in relation to defining which similar products 
will be subject to clearing, and we believe that applying this definition will incorrectly result in some 
products being part of the same class and subject to clearing, when they should be treated differently with 
respect to the mandatory clearing obligation.  For example, interest rate swaps (“IRS”) share common and 
essential characteristics, such that they might constitute a class of derivatives.  However, while some IRS 
might be standardized enough that they are suitable for clearing, other IRS might be too customized or not 
have adequate price transparency for CCPs to clear them.  Given that the Commission’s intent is to 
require clearing of only specific groups of products that central counterparties (“CCPs”) and the European 
Securities and Markets Authority (“ESMA”) deem appropriate for clearing, we recommend that the term 
not be defined in the final Regulation adopted by the European Parliament and the Council of Ministers 
(the “Regulation”), and instead give ESMA the authority to define it. 

Second, the definition of “financial counterparty” includes, among others, alternative investment 
fund managers as defined in the Alternative Investment Fund Managers Directive (“AIFs”).  This term 
relates to who is required to clear eligible OTC derivative contracts in accordance with Article 3.  We 
believe that the Regulation should incorporate a modified definition that references the “alternative 

                                                 
1  MFA is the voice of the global alternative investment industry.  Its members are professionals in hedge 
funds, funds of funds and managed futures funds, as well as industry service providers.  Established in 1991, MFA is 
the primary source of information for policy makers and the media and the leading advocate for sound business 
practices and industry growth.  MFA members include the vast majority of the largest hedge fund groups in the 
world who manage a substantial portion of the approximately $1.5 trillion invested in absolute return strategies.  
MFA is headquartered in Washington, D.C., with an office in New York. 
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investment fund” rather than the fund’s investment manager.  We believe that modification of the 
“financial counterparty” definition in this manner is consistent with the Commission’s intent because it is 
the AIF that is the counterparty to, and maintains the position in, the OTC derivative contracts. 

II. Eligibility for the Clearing Obligation 

MFA supports the clearing obligation set out in Article 3 of the Proposal, which provides that all 
financial counterparties should clear all eligible OTC derivative contracts with CCPs.  We believe that 
central clearing will play an essential role in reducing systemic, operational and counterparty risk and that 
the imposition of clearing, to the extent practicable, will offer increased regulatory and market 
efficiencies and greater transparency and competition.   

MFA also generally supports the combined “top down” and “bottom up” approach in Article 4 of 
the Proposal for the balance it provides to the clearing determination process.  However, some areas of 
this process require greater clarity given the variety of bodies and timelines involved.  Specifically, as 
permitted in Article 4(5) of the Proposal, in a case where ESMA determines that a class of derivatives 
should be cleared, but no CCP has authorization to clear them, market participants should be permitted to 
continue trading those derivatives over-the-counter until a CCP with the necessary authorization accepts 
them for clearing.  Similarly, in a case where a CCP has authorization from its competent authority to 
clear a class of derivatives, but ESMA has not yet ruled on them with respect to a mandatory requirement, 
CCPs should be permitted to clear such class even before, or even without, such a determination.  
Clarifying these points will ensure a level of certainty and fluidity in the marketplace, such that the 
combined “top down,” “bottom up” approach enhances rather than interrupts the normal flow of trading.   

III. Transaction Reporting Obligations 

MFA strongly supports the timely reporting of non-cleared, OTC derivatives contracts to trade 
repositories.  However, we are concerned that clients that are financial counterparties would be required 
to comply with trade reporting obligations.  Although we appreciate that the Proposal permits a 
counterparty to delegate the obligation to the other counterparty,2 the burden would still be on the client to 
reach agreement with their dealer counterparty about that delegation.  Instead, we believe that the most 
efficient method to ensure timely transaction reporting would be to obligate the dealer to report each 
derivatives contract whenever it is a counterparty to a trade.   

In general, as a function of their role as market makers, there is a dealer counterparty in nearly 
every derivatives transaction.  As a result, dealers already have established robust systems for position 
and transaction reporting, which they currently use in other markets and could effectively apply in this 
context as well.  Clients of dealers, on the other hand, generally do not have similar reporting systems in 
place and requiring them to establish such systems would be costly.  We agree that in the rare instance of 
a trade between two non-dealers, they should determine which one should be required to report. 

IV. Risk Mitigation Techniques for OTC Derivatives Contracts 

A. Proportionate Holding of Capital  

Article 8 of the Proposal requires the counterparties to an OTC derivative contract that is not 
cleared to put in place risk management procedures that include “the timely, accurate and appropriately 
segregated exchange of collateral or the appropriate and proportionate holding of capital.”  MFA 

                                                 
2  Article 6(3) of the Proposal. 
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appreciates the optionality, but notes that capital requirements would be misplaced, and that only a 
collateral posting requirement would be appropriate, in the case of AIFs.  Unlike banks, AIFs do not hold 
capital, but instead manage assets on behalf of their investors, who have the right to redeem them subject 
to the terms of their contractual agreements.  Accordingly, AIFs post collateral to secure their obligations 
to their counterparties, which similarly protects their counterparties and the financial system against their 
default.  Requiring AIFs to hold capital would be inconsistent with their business structures and would 
materially increase the cost of entering into OTC derivatives contracts.  Furthermore, imposing capital 
requirements over and above the collateral posted could have significant, unintended consequences, 
including potentially precluding AIFs from participating in the market altogether.  We believe that the 
time-tested, effective practice of using collateral instead of capital should continue for AIFs, and that the 
Regulation would benefit from recognizing this distinction. 

B. Segregated Exchange of Collateral 

With respect to OTC derivatives contracts that are not cleared, we strongly support the protection 
of client collateral and the Proposal’s requirement that counterparties segregate and exchange margin to 
mitigate risk.3  However, in Article 8, we believe that the requirement to exchange collateral should be 
separate from, and imposed regardless of whether there is also, a requirement to hold capital.  Current 
market practice is for the client counterparty to an OTC derivative contract to post initial margin with its 
dealer counterparty at the outset of a trade and for the client and dealer to exchange variation margin 
throughout the life of a trade to reflect any mark-to-market changes.  In addition, as mentioned above, 
while dealers post variation margin (but not initial margin) to their counterparties, dealers also hold 
capital to mitigate the risk of loss their clients may bear in the case of their default.  We believe that to 
require dealers to either exchange collateral or hold capital, rather than exchange variation margin and 
hold capital, would disadvantage their client counterparties and pose market-wide risks.  Specifically, in 
such case, so long as the dealer held sufficient capital, it would not be required to post variation margin to 
the client, thus leaving the client exposed in the event of the dealer’s default and potentially resulting in 
other follow-on effects. 

In addition, with respect to the requirement to segregate collateral, we respectfully request that 
the Regulation clarify that both counterparties to the transaction are required to segregate only initial 
margin (wherever applicable) and not variation margin.  As mentioned above, counterparties to an OTC 
derivatives contract exchange variation margin, usually on a daily basis in an amount equal to the 
termination value of such transaction.  Unlike initial margin, which is a margin requirement added on 
over and above any variation margin intended to reflect potential exposure, variation margin is collateral 
intended to cover solely the market exposure of the transaction on any given valuation day as if the 
transaction had been terminated.  Thus, we think it would be inappropriate and result in unnecessary costs 
to require counterparties to segregate these assets, which are their own profits, from their other assets. 

C. Maximum Time Lag for Confirmation 

Article 8 reasonably requires that, where possible, counterparties must ensure the timely 
confirmation of OTC derivative contracts.  Moreover, Article 8 of the Proposal delegates the power to the 
Commission to adopt standards “specifying the maximum time lag between the conclusion of an OTC 
derivative contract and the confirmation”.  MFA supports the Commission adopting such standards and 
we suggest that the most prudent way to determine what time lag is appropriate would be to evaluate any 
such proposed standard through a public consultation.  We would expect that market participants would 
be useful in providing input on, among other things, whether the maximum time lag should vary for 

                                                 
3  Article 8 of the Proposal. 
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different classes of derivatives, what is a reasonable standard and at what point the time lag creates an 
unacceptable amount of systemic risk. 

V. Recognition of Third Country CCPs 

MFA has a strong interest in ensuring that any regulatory reform in the European Union 
addresses counterparty and systemic risk, while permitting access to, and competition among, CCPs 
organized in non-European countries.  For that reason, we generally believe that the Commission’s three 
criteria in Article 234 for the recognition of third country CCPs will balance the need to mitigate risks 
with the goal of enabling CCP growth and non-discriminatory access.  However, the implementation of 
these criteria will be important and we encourage regulators to ensure that third country CCP approvals 
do not become unreasonably difficult to obtain.  Otherwise, there is potential that the derivatives market 
will become fragmented along jurisdictional lines.  Such segmentation could cause significant harm to the 
markets by, among other things, impeding competition, impairing portability and eventual 
interoperability, limiting participant access to clearing and their ability to operate in certain jurisdictions, 
and ultimately creating artificial barriers across a global marketplace and instrument type.   

Therefore, we request that the Commission and ESMA take steps to ensure that the equivalency 
test applied is reasonable and not unduly restrictive toward regulatory frameworks of third countries, 
which we believe would be best achieved through coordination with non-European regulators on the 
approval procedures, with the view toward encouraging cross-border efficiency and consistency. 

VI. CCP Boards and Risk Committees  

Articles 25 and 26 of the Proposal provide composition requirements for the boards and risk 
committees of CCPs.  MFA recognizes that the success of clearing will depend on the structure, 
governance and financial soundness of CCPs.  Accordingly, we support the independence and 
transparency provisions in the Proposal.  However, we believe that the Regulation should affirmatively 
mandate that CCP boards and risk committees include non-dealer, client representatives rather than 
allowing CCPs to only consult with clients.5  As approximately 50% of the trading volume of the OTC 
derivatives market,6 clients are important stakeholders and should have their views reflected in the critical 
decisions of these bodies. 

We are concerned that without such a mandate, a CCP may not adequately take into account the 
views of all market participants.  In our view, measures that require client representation will foster 
confidence in the CCPs and their governance structure.  Such measures would also help to reduce the 
interconnectedness that results from excessive credit exposure caused by transacting through a limited 
number of derivatives dealers. 

                                                 
4  Article 23 provides that “ESMA shall recognize a CCP from a third country, where the following 
conditions are met: (a) the Commission has adopted a Decision in accordance with paragraph 3; (b) the CCP is 
authorised in, and is subject to, effective supervision in that third country; (c) co-operation arrangements have been 
established in paragraph 4.” 

5  See Article 26(6) of the Proposal. 

6  See Bank of International Settlements, OTC Derivatives Market Activity in the First Half of 2009 at 8 
(2009), http://www.bis.org/publ/otc_hy0911.pdf?noframes=1.  A large portion of dealer-to-dealer volume does not 
represent risk taking by the dealers, but rather trades used by dealers to offset risk assumed in dealer-to-client trades, 
or for price discovery.  If the concentrated group of dealers traded only with each other, they would be engaging in 
trading activity with no financial benefit.  Stated differently, a significant level of dealer trading activity is motivated 
by the dealers’ ability to earn profits from their non-dealer, OTC derivatives clients.  
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VII. CCP Participation Requirements 

MFA strongly supports the Commission’s mandate in Article 35 that CCPs establish categories of 
admissible clearing members and non-discriminatory, transparent and objective admission criteria.  In this 
vein, we request that the Regulation clarify that CCPs are required to permit non-dealer clients to have 
direct access to clearing membership to the extent that such clients can meet reasonable and appropriately 
tailored requirements for membership.  We recognize that the standard capital requirements used to 
determine the suitability of dealers for clearing membership would need to be modified for certain market 
participants, such as investment managers to AIFs and their affiliates.  Nevertheless, we believe that 
CCPs are capable of developing analogous procedures to determine the suitability of such market 
participants and that permitting such diverse clearing membership is of overriding importance to diffuse 
risk in the financial markets. 

VIII. Segregation and Portability 

With respect to cleared derivative contracts, MFA generally supports the proposals in Article 37, 
in which the Commission requires each clearing member to distinguish and segregate its clients’ assets 
from its own.  MFA has consistently advocated for the protection of client positions and collateral as well 
as the portability of cleared client contracts 7 because we believe that each measure is critical to the 
success of central clearing initiatives.   

MFA understands that the Commission’s intent in providing clients the option to have “a more 
detailed segregation of their assets and positions”8 was to enhance the level of protection and certainty 
available at a CCP, thus further mitigating the risks arising out of a clearing member default.  In our view, 
the way to accomplish this goal is to require CCPs to segregate client initial margin in individual accounts 
that are separate and apart from the assets of the clearing member or CCP (or their affiliates), and also 
completely remote from the insolvency of such clearing member.  As a result, we suggest that the 
Regulation reflect this explicit understanding of what constitutes more detailed segregation.  Our concern 
is that in the absence of this express guidance, the broad language of Article 37 would provide CCPs too 
much discretion to interpret the Commission’s intent and that because of overstated concerns about costs 
and infrastructure, CCPs would not offer clients the option of individual third party segregated accounts. 

Furthermore, we are pleased that the Proposal imposes an obligation on CCPs to ensure that they 
are able to port derivatives contracts to another clearing member without the consent of the defaulting 
clearing member subject to certain conditions.  In our view, permitting portability greatly reduces client 
and systemic risk associated with the trading of derivatives through a CCP.  However, it is unclear what it 
means to permit a transfer of contracts to another clearing member only “where it has previously entered 
into a contractual relationship for the purpose.”9  We believe that clients should be able to negotiate 
transfers of their positions to another clearing member at any time, whether prior to or following the 
default of their current clearing member.  Therefore, we think the logical and intended reading of the 
Proposal language is that the CCP will not compel another clearing member to accept positions.  

                                                 
7   See MFA’s letter to the U.S. Securities and Exchange Commission, U.S. Treasury and U.S. Commodity 
Futures Trading Commission dated December 23, 2008; MFA’s written statement before the U.S. House of 
Representatives Committee on Financial Services’ hearing entitled, “Reform of the Over-the-Counter Derivatives 
Market: Limiting Risk and Ensuring Fairness” on October 7, 2009; MFA’s letter to the U.K. House of Lord’s dated 
February 1, 2010; MFA’s letter to the U.S. Treasury dated February 12, 2010.  All of these materials can be viewed 
on MFA’s Web site at www.managedfunds.org. 

8  Article 37(2) of the Proposal. 

9  Article 37(3) of the Proposal. 
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However, given the ambiguity of the language, we would appreciate it if the language in the Regulation 
could better reflect this understanding.   

In this regard, we encourage European policymakers to clarify and take steps to ensure that the 
insolvency regimes of member states do not interfere with the portability of client positions or initial 
margin in the event of a CCP or clearing member insolvency.  We also request that the Regulation permit 
transfers of positions and initial margin, without incurring “unwinding costs” at the CCP level at all times 
and not only in the event of a clearing member’s insolvency.  Eliminating unwinding costs in this 
circumstance is essential because to achieve the critical systemic risk reduction goals of portability, 
clients must be allowed to (i) swiftly collapse offsetting positions, and thus, secure optimal netting of 
their portfolios at any point in a derivative contract’s lifecycle, and (ii) timely transfer risk away from 
clearing members that clients view as having increased counterparty risk. 

IX. Default Waterfall 

Article 42 specifies which clearing member resources and default contributions each CCP may 
use, and the order in which the CCP may use them, as part of its default waterfall.  We think it is essential 
that Article 42 also explicitly exclude client collateral and assets from each CCP’s default waterfall.  We 
believe that such an exclusion is consistent with the goal of protecting clients and maintaining orderly 
markets.  As a general matter, CCPs and clearing members are in the best the position to effectively 
assess, manage and hedge the risk of each client, because they have transparency into all of their clients’ 
portfolios and risk profiles.  In contrast, clients do not know the identity, financial strength or risk profiles 
of their clearing members’ other clients, and therefore, cannot quantify that risk and protect themselves.  
If one client were to default and trigger its clearing member’s default, other clients would potentially be 
required to cover a shortfall in the waterfall and would lose their collateral.  Forcing them to bear this 
burden of unknowable and unmanageable risk -- they cannot directly hedge it other ways -- would be 
inappropriate and may ultimately curb their ability to fully participate.  Therefore, we believe an 
exclusion from the default waterfall for client resources and collateral is prudent and would foster a 
market based on central clearing that is fair, predictable and conducive to capital formation. 

X. CCP Collateral Requirements and Investment Policy 

Article 43 limits the amount of risk that CCPs are permitted to take on by permitting CCPs to 
accept as collateral only “highly liquid collateral with minimal credit and market risk”.  Similarly, Article 
44 restricts CCPs from investing their financial resources in any instruments except “highly liquid 
financial instruments with minimal market and credit risk.”  We think that these limitations are prudent 
and necessary to ensure that CCPs have sufficient liquidity to meet their obligations as they become due.  
Thus, in order to prevent any confusion as to what constitutes highly liquid collateral or financial 
instruments, we suggest that the Regulation specify that “highly liquid” means cash denominated in G7 
currencies and highly rated government securities.   

XI. Default Procedures of Clearing Members 

The Proposal appropriately obligates CCPs to have procedures in place to address a clearing 
member’s defaults or failure to comply with its requirements.10  However, the Proposal is silent on the 
default procedures and systems that clearing members themselves should have in place.  As with CCPs, 
we believe that the Regulation should require clearing members to have robust systems and procedures to 
mitigate their risks to the system and their clients.  In particular, the Regulation should mandate that 

                                                 
10  See Article 45 of the Proposal. 
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clearing members have in place stringent protections for client collateral and assets such that in the event 
of a clearing member’s default or insolvency, its clients can quickly liquidate their positions with the 
clearing member or port them to another clearing member.  Although, as discussed earlier, Article 37 
requires a CCP to ensure that it is able to port derivative contracts, it is necessary that similar 
requirements be imposed on clearing members so that the systems and procedures are aligned and 
adequately protect clients when they are needed most. 

XII. Settlement 

Article 47 of the Proposal sets forth the basic principles for how CCPs should settle their own 
obligations.  We believe that the Proposal should also provide that CCPs must settle their obligations on a 
daily basis.  Given the CCP liquidity requirements in Article 43 and the requirements for CCPs to collect 
margin in Article 39, CCPs should have the resources to meet their obligations each day.  Although we 
would presume that in the ordinary course, each CCP would settle its transactions daily, we think the 
specific requirement is necessary to mitigate the exposure of the CCP and potential for its default.  In 
addition, in the case where a CCP is unable to settle its obligations on any given day, it also gives 
regulators an early indication that there are issues surrounding such CCP’s soundness that regulators need 
to address before it adversely impacts its clearing members, the clients or the markets.   

XIII. Confidentiality 

Throughout the Proposal, there is broad authority for data to be shared by and among trade 
repositories, ESMA and member states via their competent authorities.11  While we support providing 
information at a level that would enable regulators to monitor and regulate systemic risk, we are 
concerned about the prospect of public disclosure of position level data (including the identities of the 
counterparties) and other sensitive details.  Trading strategies are often complex in composition, with 
various pieces combining to express a single view.  A narrow or otherwise compromised perspective, 
particularly in a pressurized environment, could lead to misunderstanding and potentially misuse.  Given 
the multitude of national regulators involved, and the various interests represented, we would be 
concerned that unfettered access without precondition could have harmful side effects on the very markets 
that are meant to be protected.  

As such, we believe that the Commission should establish a “reasonable threshold” or “nexus” 
requirement for member states to gain access to data from a trade repository, ESMA or another member 
state.  Without constraining legitimate interests, such a requirement would appropriately balance the 
proprietary nature of market transactions with the overall goals of the Regulation. 

XIV. Coordination with Third-Country Regulators 

MFA supports an internationally coordinated approach to regulation that reflects the global nature 
of the OTC derivatives market.  While we recognize that the Regulation may need to diverge from similar 
laws promulgated in third countries -- including the Dodd-Frank Wall Street Reform and Consumer 
Protection Act in the U.S. -- in order to address issues specific to the European Union, we strongly 
encourage European policymakers to maintain an open dialogue with their U.S. counterparts and actively 
work toward commonality.  Substantive differences may unintentionally and adversely impact the market 

                                                 
11  See e.g., Recital 43 of the Proposal indicating that “many authorities across Member States will need access 
to the data maintained by trade repositories”; Article 21 requiring competent authorities to “provide ESMA and one 
another with the information required for the purposes of carrying out their duties”; Article 37 requiring a CCP to 
make its records “available upon request to the competent authority and to ESMA”; and Article 67 mandating trade 
repositories to make aggregate position data available to ESMA, competent authorities and relevant central banks.  
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by creating confusion or multiple standards that result not from necessity, but rather custom or 
insufficient attention.  The concern about this potential disharmony extends beyond the recognition of 
third country CCPs and into, for example, reporting requirements for counterparties or collateral 
segregation for clients.  Ensuring that the rules are consistent wherever possible, and that participants 
have the ability to compete based on merit, will serve both the development of the market as well as the 
regulators’ ability to effectively oversee it. 

 

* * * * * 

 


