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FERNANDO RESTOY'S DRAFT RESPONSE TO DISCUSSION QUESTION 2
TOPIC 1
PROLIFERATION OF ALTERNATIVE TRADING PLATFORMS.

The proliferation of alternative trading platforms has affected the
competitive dynamics and efficiency of the exchange industry. The issue
of competition may be somewhat misplaced. How does the proliferation
of alternative trading platforms affect the competitive dynamics and
efficiency of the exchange industry? What would the policy implications
be?

A) How does the proliferation of alternative trading platforms affect the
competitive dynamics and efficiency of the exchange industry?

- Trading platforms competition yields a great deal of pro-consumer oriented
consequences. Its main benefits are:
e Transactions costs are reduced.
e Increased competition and new trading functionalities are available to
market participants. .
e Possibility to have access to several shares at one venue.
e The 2011 Oxera report’ shows how competition among European
trading platforms has led to improving liquidity and cost reduction.

- However the competition among trading platforms also has its drawbacks:
e Unintended consequences on the level playing field:

o0 Free riding: when the main market has stopped the trading in a
particular stock due to a volatility circuit breaker or any other
cause (technical failures), new trading platforms cease trading
also.

o Dumping: most of the new trading platforms have been losing
money for several years in a row, despite the fact that those new
trading platforms are not usually subject to the same requirements
as the Regulated Markets.

e More difficulties to supervise: transaction reporting mechanisms are
necessary.

e Benefits only affect Blue Chips and Professional Investors, mainly
investment banks. Competition or market fragmentation do not affect
small caps or retail investors?.

B) What would the policy implications be?

- Policy implications and areas that CAs should explore:

Oxera Monitoring prices, costs and volumes of Trading and post-trading services. Report prepared for European
Commission DG Internal Market and Services. May 2011. Oxera is a consultancy Group located in Oxford. Its speciality is
conducting reports regarding the impact of the regulation in the functioning of any sector: industrial, financial or
agricultural.

2 Equity market fragmentation and liquidity: the impact of MiFID, Tilburg University January 2011 and The impact of
dark and visible fragmentation on market quality, European Banking Center Discussion Paper. April 2011. Hans Degryse,
Frank de Jongy and Vincent van Kervelz.






Need to amplify regulatory perimeter. CAs should ensure that all
organised trading is conducted at organised trading venues. These,
in turn, should be supervised by CAs. In this respect, the EU is
setting up a new segment called Other Trading Facilities and the US
has established the new Swap Exchange Facilities layer.

Need to align different regulatory requirements and supervision
intensity. CAs should assure identical regulatory requirements and
supervision intensity on trading platforms in order to avoid regulatory
arbitrage and free riding.

Need to look at fee policies. Specific regulatory and supervisory
measures should be developed in order to ensure that fee structures
are fair, transparent and non discriminatory and avoiding dumping
situations.

A single harmonised definition of best execution should be
drawn up among the CAs of the main geographical areas.

A consolidated tape is hecessary not only on post-trade but also
on pre-trade information. The protection of investors and the
correct price formation should not only be based on consolidated
tape on post trade information or transaction reporting mechanisms.






FERNANDO RESTOY’'S RESPONSE TO DISCUSSION QUESTION 1 TOPIC
2:
NEW TRADING STRATEGIES (HFT AND ALGORITHMIC TRADING).

Regulators on both sides of the Atlantic have been looking at these new
trading strategies. The European Commission, in particular, proposed a
draft law, known as MiFID IlI, with a focus in this space. What are
regulators’ key concerns? What have policy makers and regulators
proposed? How do the proposals address the concerns?

A) What are regulators’ key concerns?
Response:

Market developments since MiFID | have challenged the current regulatory
framework. Technological developments present opportunities and challenges.

- Opportunities.
* Rethink positive effects on market liquidity
- Challenges.

* Potential pull out of the regular long term oriented participants (professionals
and retail).

* There is an increase of the number of Dark Pools. HFTs are expanding their
activity to the Dark Pools too.

* Potential threats for the orderly functioning of markets: volatility, market abuse.
* New developments in oversight and monitoring of such activities by CAs are
necessary and those developments are rather costly.

B) What have policy makers and regulators proposed?

* Policy makers and regulators have not yet agreed an accepted definition of
what constitutes HFT. Policy makers and regulators feel that a deeper analysis
is needed. In particular the new trends in trading should be carefully analyzed
including the consequences of the increasing use of automated trading, the
possible consequences of increasingly sophisticated algorithms. This analysis
will facilitate a categorization of the different strategies applied and the different
types of traders.

* Need for a gradual approach in order to decide which areas could require
additional regulatory and supervisory measures.

Regulatory developments in Europe:

New Proposal MiFID: MIFID Il includes provisions in order to adequately deal
with the potential threats that have been identified (article 17 and 51 of MiFID
.
e Article 17 of the draft Directive states that Investment firms shall have in
place:






o effective systems and risk controls to ensure that their trading
systems are resilient and have sufficient capacity,

0 are subject to appropriate trading thresholds and

o limits and prevent the sending of erroneous orders to the system.

o The obligations of this article 17 will also be applicable to all
Pension Funds, Insurance companies or Managers of CIS when
engaging in HFT.

e However, the most important is paragraph 3 of article 17 in the current
draft of MIFID Il which states that an algorithmic trading strategy shall be
in continuous operation during trading hours. This provision tackles the
problem of lack of liquidity when market conditions abruptly change in a
very short period of time. Nevertheless, there will be some exceptions for
those HFT that are focusing on management orders or on order
execution.

e Article 51 requests that Member States shall require a regulated market
to have in place effective systems, procedures and arrangements to
ensure its trading systems are resilient, have sufficient capacity to deal
with peak order and message volumes, and are able to ensure orderly
trading under conditions of market stress.

e Article 51 also mentions that there will be a further detailed legislation
dealing with issues like trading halts, co-location or trading fees.

- As a matter of fact, this MIFID Il is not expected to come into force before
the end of 2013 or even later. Consequently, ESMA has issued a Guideline
which sets out the ESMA member’s view of appropriate supervisory practices in
this particular area. The purpose of these guidelines are to ensure common,
uniform and consistent application of MiFID and MAD as they apply to the
systems and controls required of trading platforms and Investment Firms in an
automated trading environment and in relation to the provision of Direct Market
Access and Sponsoring Access. This guideline is bringing forward most of the
requirements included in MIFID I1.

Market participants should be able to comply with them from 1st May 2012.

C) How do the proposals address the concerns?
Response:

Both proposals (ESMA guidelines and MIFID Il) try to establish regulatory and
supervisory measures in order to tackle the specific risks that these new
technological developments imply not only from an organisation point of view
but also in minimising the situations where the liquidity is suddenly withdrawn.

In the ongoing debate on MIFID Il and its further practical development, there may be a
need to further reflect on several issues:
¢ Need to adopt specific requirements for specific types of algorithm traders (such
as HF)
¢ Revise the scope of market making obligations
e Think on how to cover higher costs of supervision






FERNANDO RESTOY'S RESPONSE INTRODUCTORY PRESENTATION
TOPIC 3: OTC DERIVATIVES CCPs

The OTC derivatives regulatory regime in most jurisdictions is likely to
have a degree of extra-territoriality. This is somewhat inevitable because
of the global nature of the OTC derivatives market. Mutual recognition of
CCPs is one solution to address extraterritorial issues in relation to the
mandatory clearing requirement. Another solution is to develop common
standards for mandatory clearing requirements and cooperative
regulatory oversight and information sharing agreements to facilitate
recognition of CCPs. How do you see the different regulatory views
around the world would eventually converge on this very important issue?
(Mr Fernando Restoy & Mr Howard Wetston).

* Centralized clearing might become more global.

CCPs will increase their clearing activity after the implementation of new
regulation developing G20 agreements.

Global CCPs will deal with more clearing members from several jurisdictions
and will presumably concentrate products from different markets and
currencies. In this kind of business, size yields huge synergies.

* There will be an increasing need to clear in CCPs established in foreign
jurisdictions.

New central clearing obligations will apply for all jurisdictions but not all CCPs
will offer clearing services for all the range of products subject to mandatory
clearing.

* |International consistency between mandatory regimes is desirable as it
reduces the gaps and the opportunities for reqgulatory arbitrage and increases

efficiency.

A relevant proportion of the OTC transactions are cross border. Proposed new
regulations will impact non-domestic participants and will have some
extraterritorial components. EU regulation will impose requirements for central
clearing to contracts whose parties were not established in Europe. Other
jurisdictions could follow similar approaches.

Costs associated with the implementation of new legislation such as those of
central clearing obligation, margins for non cleared derivatives, new capital
charges and others could tend to increase substantially if each jurisdiction
implements regulatory reform in its own way.

The development of a financial environment that might encourage regulatory
arbitrage should be avoided.






For those reasons there is a regulatory consensus of a need for coordination to
identify overlaps, conflicts and gaps among clearing regimes for reducing
inefficiencies.

CPSS-IOSCO Principles for Financial Market Infrastructures (PFMIs) are
designed to support global financial markets. Therefore, they constitute a
relevant starting point for a good coordination. Their adoption is expected in a
relevant set of jurisdictions by the end of 2012.

* Recognition of foreign CCPs could be the best choice for Competent
Authorities from many jurisdictions which may need to know in detail how a
CCP is performing.

There are two main choices: registration/licensing or recognition.

In the registration/licensing model the foreign CCP registers with a foreign
supervisor, which has two consequences: the CCP recognizes the authority of
that supervisor (apart from their own, home supervisor) and the CCP commits
to comply with the regulation in the foreign jurisdiction --the supervisor's law--,
apart or on top from their own regulation (home regulation). This approach
would grant satisfaction to the local authorities but could also entail some
perverse implications even in critical aspects (e.g. the application of different
bankruptcy regimes).

In the recognition model the CCP is recognized by a foreign supervisor, based
on two conditions: i) it's regulated and supervised with similar/equivalent terms
to the recognizing jurisdiction; and ii) the Competent Authorities have
mechanisms in place to share information between them. This does not require
subjecting the CCP to the foreign authority or the foreign regulation. The
European Union has supported this model.

If the regulations on CCPs in the main jurisdictions are similar on the core
elements the issue of recognitiOn versus registration model of a foreign CCP
could be solved. However, a CCP which is subject to two different legal
regimes may face different challenges:

a. If both pieces of legislation deal with one topic in the same way, the
solution is expensive but possible. The CCP should follow the stricter
regulation. An example is the capital requirement: one legal system
requires keeping capital to cover the risk of the major clearing
member whereas the other stricter jurisdiction requires covering the
two major participants.

b. If both legislations contain requirements which are mutually exclusive,
the CCP was not being able to comply with both. Imagine that one
jurisdiction requests that the customer’'s account shall be segregated
into only one account and that it is not possible to have single
customer accounts at the CCP whereas the other allows it.

However, although from a legal point of view, these options may differ
substantially, in practice, they must not differ that much, specifically if the
requirements for CCPs have sufficient reliance on the host supervisor authority.
In particular, a registration model based on:





1) the compliance of the supervisor of the CCP with international principles,
and

2) that the legislative framework for CCP of this supervisory authority is
comparable/equivalent to the legislation of the licensing authority, and

3) that information sharing mechanisms are put in place,

may work as long as the non crucial details are overlooked.

* Adequate cooperative arrangement for CCPs are essential in day-to-day
supervision and in crisis management.

In any case, effective supervision or oversight of the CCP is a necessary
precondition. One possible choice might require the establishment of
cooperation arrangements between competent authorities with the aim of
facilitating:

) How the relevant information should be exchanged and how to
assure that the foreign CCP can provide all information requested by
the local authorities.

i) How to assure that the authority where the CCP is established has a
prompt notification of any breach of the CCP with the requirements it
is obliged to meet.

i) How to grant that the local authority may be informed of all the new
services the foreign CCP may provide in the local jurisdiction.

iv) How to assure a proper coordination of the supervisory activities of
both authorities. This might include on site inspection of the CCP and
the clearing member if deemed appropriate.

Finally, cooperation should reach crisis management level. However, | have
some doubts about whether the FSB Key Attributes defined for GSIFIS
should apply directly to CCPs. The CPSS/IOSCO working group and the
FSB are working on a resolution methodology for CCPs and important
issues should be discussed in the second part of this year.






FERNANDO RESTOY'S DRAFT RESPONSE TO DISCUSSION QUESTION 1
TOPIC 4
HEDGE FUNDS

As the capital markets in mainland China become more developed, different
investment opportunities and strategies, such as hedge funds and private
equities, will become available. While the hedge fund sector offers the
advantage of a larger range of product choices to investors, and the trading
activities of hedge funds may add to market liquidity, there are concerns in the
global marketplace about the impact of hedge fund participation on financial
stability risk. How are regulators responding to the regulation of hedge funds?
What are the lessons that the Mainland could learn from the more developed
markets? (Mr Fernando Restoy & Mr Howard Wetston)

Response:

The regulators have been looking at the HFs since the crisis of LTCM in 1998.
IOSCO issued some recommendations due to that event but recently as result
of the recent financial crisis and Madoff, IOSCO drew up some high principles
in June 2009 which have been used by the regulators all over the world. Most
of them are related to mandatory registration, regulation of key aspects which
include a general mention of prudential issues, mandatory reports to the
regulators and cooperation.

The US and the EU have issued their regulation on the HF. In the EU the
regulation was issued last June and it is coming into force in July 2013. | would
like to focus on two aspects of the EU regulation: the adequate levels of
information to investors and authorities and the role of the depositary.

The mandatory registration, the capital requirements, and other pieces of the
regulation of HF are important but only an adequate level of disclosure to the
investors of a Hedge Fund and to the regulators can contribute to foreseeing
any future problems. Here, a good reporting system to HFs' clients and
regulators can be used to detect in the early stages possible unbalanced
situations. The sophisticated clients would be able to check the accuracy of the
information reported by the HF. The regulator could use that information for
checking alleged wrongdoings.

The second aspect of the EU regulation | would like to stress is the role of the
Depositary. The experience in the UCITs" world in Europe shows that when a
really implicated third party is risking its own neck in the game then risk controls
work much better.

Personally, | foresee that the main challenges of the AIMFD are:

e Third country passport. the AIFMD introduces for the first time in
European financial legislation a passport for non-European countries in
order to market AIF to professional investors all around Europe. In this
sense, in order to preserve investor protection, one of the main
challenges of the AIFMD is to guarantee an adequate level of
cooperation and exchange of information among the different involved






authorities. Currently, ESMA, according to its delegated powers, is
working in a comprehensive MoU to address this issue.

e Types of AIFM: the AIFMD in its level 1 defines its scope by way of not
including in it the UCITS. Therefore, it is of outmost importance to define
the types of AIFM so as to be certain that the right kinds of vehicles and
structures are included in the scope of the Directive, and in this way to
achieve the ultimate objectives of the AIFMD of preventing systemic risk
and preserving investor protection. Currently, ESMA, according to its
delegated powers, is also working in this issue

Finally, I think that the Mainland could take advantage of the new EU and US
regulation and more specifically reinforce the disclosure regime and the role of
the Depositaries, as long as the other requirements like the compulsory
registration and other are met. As in any other aspect of the securities
regulation, disclosure and transparency are the key tools to reach a sound
development in the securities industry.










