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11 January 2013 
 
 
Dear Sirs,  
 
European Commission Consultation on a Possible Recovery and Resolution Framework for Financial 
Institutions other than Banks 
 
The Alternative Investment Management Association (AIMA) appreciates the opportunity to provide comments on 
the European Commission’s (EC) Consultation on a Possible Recovery and Resolution Framework for Financial 
Institutions other than Banks (the Consultation).  AIMA believes that it is of fundamental importance that a robust 
and effective framework is developed which is capable of dealing effectively and efficiently with the recovery 
and resolution of all systemically important non-bank financial institutions in accordance with the Financial 
Stability Board (FSB) Key Attributes of Effective Resolution Regimes for Financial Institutions (Key Attributes).  
However, to enable such a framework to be effective and comprehensive, we believe that it is important that 
clear distinctions are made between different categories of non-bank financial institutions. 
 
Resolution regime for asset managers not necessary 
 
AIMA believes strongly that the nature, size, activities and structures of hedge fund managers and asset managers 
more widely, when combined with the robust regulatory requirements contained within various legislative 
provisions, including the EU Alternative Investment Fund Managers Directive (AIFMD), UCITS, EMIR, MIFIR/MIFID, 
mean that asset managers are, in general, not systemically important institutions.  
 
In particular, asset managers exhibit numerous differences from banks and other potentially systemically 
important financial institutions. By way of example: 
 
• asset managers invest as agents on behalf of their clients and do not trade with their own proprietary capital.  

They are, therefore, less susceptible to (and will be less likely to contribute to) any systemic distress in the 
broader financial system; 
 

• asset managers’ clients and investors bear the full burden of market risk and losses associated with 
investments made by the managers on their behalf and should hold no expectation on their part for the return 
of the full principal amounts invested; 
 

• asset managers do not themselves hold client assets but, instead, use third party depositaries.  Depositaries 
are, or will soon be, subject to rules requiring the general safekeeping of client assets and must assume strict 
liability for any lost assets; 

 
• asset managers have the ability to tailor the liquidity profiles of their funds ex ante by aligning redemption 

policies to match the instruments in which each fund has invested, thereby increasing the manager’s ability 
to weather periods of financial distress - AIFMD requires an alignment of the liquidity profile of the fund 
managed with its redemption policy; 

 
• asset managers rely upon a predictable percentage fee based income stream, which facilitates the stability of 

the management firm. 
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In addition, hedge fund managers exhibit certain characteristics which reduce still further their systemic 
relevance, below that of other asset managers, namely: 
 
• hedge fund managers have an ability to tailor their funds’ liquidity profiles ex post after certain adverse 

events through the use of such tools as ‘gates’, ‘side pockets’ and other contractual restrictions on an 
investor’s ability to redeem their investment. Such tools allow hedge funds to halt any potential withdrawal 
of funds from investors during periods of financial distress to enable either a more efficient liquidation of 
assets or for conditions to return back to normal, reducing procyclicality; 
 

• hedge funds typically rely on a sophisticated investor base which understands and anticipates the inherent 
risks in the market and which has the ability to anticipate and manage the risks associated with such 
investment without exacerbating systemic instability. 

 
For these reasons AIMA considers that it is difficult to foresee how a resolution or recovery regime may be 
applicable to asset management firms – and, more particularly, to hedge fund managers.  Hedge fund managers 
have consistently demonstrated that, when under stress, they are able either to use the contractual tools 
highlighted above to mitigate investor redemption requests under extraordinary conditions or liquidate their 
businesses in an orderly manner.  Tools available to managers such as ‘gating’ allow extra time to consider how 
best to resolve a situation of market illiquidity or an unusual wave of investor redemptions.   
 
It is estimated by the HFR Global Hedge Fund Industry Report of Q3 2012 that around 5,000 hedge funds were 
liquidated between 2007-2012, with 1,471 liquidated in 2008 alone.  None of these liquidations, however, appear 
to have resulted in systemic consequences.  AIMA believes fundamentally that the current corporate model, which 
uses a combination of contractual agreements and ordinary insolvency law, is suitable for the structure and risk 
profile of such institutions and does not require the introduction of a targeted recovery and resolution regime.  
 
Resolution tools for CCPs should not mirror those for banks and investment banks 
 
AIMA agrees with the premise set out in the Consultation, that central counterparties (CCPs) are, in general, 
systemically important financial infrastructures which potentially pose a great threat to global financial stability 
should one or more of them fail. This is especially the case for CCPs which clear derivatives contracts, and it is 
these on which we focus in our submission.  As major users of such CCPs, AIMA’s fund manager members have a 
significant interest in the ongoing stability of EU CCP services and, therefore, in the appropriateness of any 
recovery and resolution regimes which may be applied to such institutions. 
 
We hold the view that the current patchwork of different national insolvency laws is unsuitable for dealing with 
the failure of CCPs and that an alternative regime is desirable.  However, we are concerned that the typical tools 
designed for the resolution of banks or large investment firms – such as those contained within the EC’s proposal 
for a Directive establishing a framework for the recovery and resolution of credit institutions and investment 
firms (RRD) - would not be suitable for CCP resolution in the same way as for banks. 
 
In relation to CCP resolution, AIMA suggests that the rules contained within the RRD should be revisited. In 
particular we propose that:  
 
• all clearing members be moved within the scope of the RRD;  

 
• the main objectives of resolution – as provided for under Article 26 of the RRD – are amended to include 

maintenance of the continuity of CCP services; and   
 

• it would be unsuitable to apply any haircut tools to open derivative positions or to margin held by the CCP or 
clearing member because of the inherent difficulties in valuing such positions and because of their 
widespread use by market participants for risk management. 
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Our response at Annex I below sets out the key points in relation to CCP resolution in greater detail. 
 
I would be happy to discuss in more detail any of the points raised in AIMA’s response if you so wished. 
 
Yours faithfully,  
 

 
 
Jiří Król  
Director of Government and Regulatory Affairs 
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ANNEX 1 -  Potential Resolution of CCPs 
 
CCPs are large and interconnected institutions which aggregate and net-off the credit risk of various contract 
participants within the exchange traded and certain OTC derivative markets. Previous failures have demonstrated 
that the failure of such institutions at national level can give rise to grave consequences.  Accordingly, the failure 
of a European CCP could be extremely damaging for the financial system in the EU and beyond and an appropriate 
framework should be developed to prevent this occurrence.  
 
AIMA notes, however, that barring full government financial backing, CCP resolution actions can pose a number of 
complexities and other challenges for relevant authorities including the following: 
 
1. Third party transfer and bridge institution tools  
 
Third party transfer 
Reorganisation tools typically used for bank resolution which involve: (i) the separation of critical functions from a 
failing institution; (ii) public authority maintenance of those critical functions; and (iii) private sector transfer, 
may be unsuitable for CCPs.  
 
Many CCP services lack substitutability.1

2. Bail-in and other loss allocation tools 

  This is a result of two factors. First, CCP markets are heavily 
oligopolised and pose elevated barriers to entry to prospective entrants.  The European market, for example, 
comprises only a small number of participants.  Second, derivative positions held by a particular CCP often lack 
legal and operational fungibility with those of another CCP.  This is because particular assets, liabilities and 
operational systems of individual CCPs are highly idiosyncratic.  A transferee may not have the relevant 
relationships and general expertise in the particular market in which the failing/failed CCP participates. Positions 
held by such a CCP may not be compliant with the transferee CCP’s risk policies or compatible with its IT systems.  
This is especially so in the realm of OTC derivatives due to the tailored nature of such contracts.  
 
Overall, these factors together mean that: (i) it may be difficult, if not impossible, to quickly locate a third party 
transferee which would be willing to take on the positions of a failing/failed CCP due to the sheer scarcity of 
alternative providers, and (ii) even if a willing participant was found, it remains questionable whether the third 
party transferee could, in fact, manage those positions on an ongoing basis and in an effective manner due to the 
lack of operational consistency between CCPs.  
 
Bridge institution 
The Consultation refers to the possible use of a publicly controlled temporary bridge institution.  AIMA considers 
that the extensive period of time which would be needed to find a willing and able private sector transferee for 
the critical functions of a failing/failed CCP would be likely to necessitate the use of a bridge entity on most 
occasions; for example, the due diligence alone would take an extensive period to complete.  AIMA, however, 
has equal concerns about the suitability of this tool. In particular, due to the sheer operational complexity of 
CCP activities, it is likely to be especially difficult for the tool to be used successfully.  Non-defaulting clearing 
members and other stakeholders are likely to wish to terminate their exposures and withdraw from the CCP, 
impacting upon wider market confidence. This fall in market confidence is likely to reduce liquidity in key 
markets and possibly cause further systemic issues in direct conflict with the objectives contained within the FSB 
Key Attributes. 

 

 
In general, loss allocation tools such as the bail-in tool, proposed in the context of banking resolution within the 
RRD, are also unsuitable for the specificities of CCP resolution. As recognised within the CPSS-IOSCO Consultative 
Report ‘Recovery and Resolution of Financial Market Infrastructures’, CCPs: (i) do not have a capital/liability 
structure which includes a substantial proportion of debt securities and other creditor claims; (ii) are owned by 
their participants; and (iii) operate as privately owned utilities.2

                                                 
1 

 These factors demonstrate that CCPs are 
unsuitable for the application of bail-in or loss allocation tools since there are few suitable liabilities to haircut 
and that, even if the owners do have their interests affected as part of the bail-in tool, they are also the 
participants to which the critical services should continue to be rendered, therefore, not entirely meeting the Key 
Attribute of protecting critical services to participants at the expense of owners and creditors. 
 

CPSS-IOSCO Consultative Report: Recovery and Resolution of Financial Market Infrastructures – p.12 
2  Ibid p.13 

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD388.pdf�
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CCPs and clearing members hold liabilities largely in the form of derivative contracts.  However, as described 
within the AIMA response to the EC Discussion Paper on the Debt Write-down Tool (Bail-in),3

3. Ex ante resolution funds  

 derivative contracts 
are inherently unsuited to the application of a bail-in tool.  This unsuitability arises from issues of valuation and 
the widespread use of such instruments by various market participants for the purpose of risk management. AIMA 
would argue, therefore, that any EU resolution framework which engages CCPs must avoid the bail-in of open 
derivative positions held by CCPs and clearing members.  
 
The Consultation describes a possible loss-allocation tool to be applied to margin posted to the CCP by clearing 
members and their clients.  AIMA considers, however, that the application of such a tool to margin is eminently 
undesirable. For example, if haircuts were applied to both clearing member margin and client margin, 
transactions with a failing CCP would become unattractive to, and potentially unviable for, clients. Equally, even 
if only clearing member margin is subject to a haircut, problems would arise due to the imposition of costs upon 
members above and beyond default fund contribution and assessment rights to which clearing members are 
already subject. 
 
The bailing-in of variation margin is unjustifiable due to the arbitrary manner in which liabilities are cut.  It would 
be entirely coincidental whether a particular participant would be ‘in’ or ‘out’ of the money at the specific time 
the tool is engaged.  This would result in an unbalancing of positions and possible instability among surviving 
clearing members if those ‘in-the money’ positions which have been bailed-in subsequently become ‘out-of-the-
money’ positions for which the member may then incur additional liquidity costs.   
 
We are of the view that the potential haircutting of initial margin may be the least undesirable option for the 
reasons articulated within the Consultation.  
 
AIMA does not believe that the specific liquidity call tool described within the Consultation is suitable for CCP 
resolution in accordance with the FSB Key Attributes. We are concerned that the tool has the potential to 
exacerbate procyclicality and result in contagion among surviving clearing members and other CCPs of which the 
former entities are also clearing members.   Potentially unlimited liability upon clearing members is implied by 
such liquidity calls.  This could result in regulators imposing much more strict capital and liquidity requirements 
upon clearing members.  The resultant increase in costs is likely to be passed on to participants and result in a 
reduction of the liquidity of relevant swap markets. 
 
AIMA would stress the importance of making use of adequate capitalisation measures and the development of 
stronger firewalls by CCPs pre-failure in order to avoid the need to apply such loss allocation/recapitalisation 
tools.  
 

 
The implementation of loss-allocation tools could be avoided through the adequate use of a resolution fund 
resourced through contributions made ex ante by all clearing members.  Such a resource would be preferable as 
it would ensure the equitable mutualisation of costs among all members and prevent disproportionate burdens 
being placed on surviving clearing members which are not necessarily responsible for the CCP failure in question. 
However, one must query the existence of such funds which would be additional to those provided in the 
framework of EMIR as, arguably, the prudential regime of that regulation should provide for adequate safeguards 
against CCP failure.  
 
4. Objective of fast and efficient liquidation of all open positions 

 
AIMA proposes that an alternative resolution objective be adopted in place of the main objective of maintaining 
critical functions proposed within the Consultation.  Instead, we suggest that any resolution framework for CCPs 
should seek to ensure the rapid and efficient liquidation of all open positions of all CCP members, followed by the 
timely return of client monies.   
 
AIMA believes that the lack of suitable third party transferees for CCP services, described above, would have the 
natural consequence of necessitating the eventual liquidation of positions and winding down of activities of a 
failed CCP in all circumstances, regardless of whether or not a bridge institution tool has been used during an 
interim period.  

                                                 
3 Please see AIMA’s response to the EC Discussion Paper on the debt-write down tool (bail-in) - here - which highlights the fundamental 

difficulties of applying any bail-in tool to derivative contracts. 

http://www.aima.org/en/document-summary/index.cfm/docid/EC530A88-70A7-481D-89DBFEFFED77B9DE�
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By liquidating all open positions of the failed CCP as quickly as possible, any undesirable systemic risks posed by 
the use of a bridge institution tool and general delay would be avoided.  Surviving participants would be able to 
take alternative positions quickly in the market to meet their investment or risk management objectives and 
systemic confidence would be maintained through a clear, concise and effective solution. 
 
5. RRD provision for the continuity of any CCP functions of any credit institution or investment firm 

within its scope 
 
AIMA believes that it is important for all clearing members to be included within the scope of the RRD.  We note 
that many of the credit institutions and investment firms currently within the scope of the RRD have business arms 
which engage in CCP related activities – either as CCPs or clearing members.  Rules should, therefore, be 
enshrined within the RRD which incorporate all clearing members within its scope in order to ensure that all 
providers of critical CCP services are covered by the same regime.   
 
AIMA also proposes, in particular, that the objectives of resolution actions contained at Article 26 of the RRD 
should include the objective to ensure the continuity of CCP services. 
 
 


