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GLOBAL CLIENT & COUNTERPARTY DATA HIERARCHIES

WARNING:

This paper has been circulated purely as a discussion document and does not constitute a guide to market practice or policy. All feedback is warmly welcomed so please send your comments to simon.leightonporter@citigroup.com
1 Executive Summary

The aim of the RDUG Entities and Funds Committee is to develop a low-cost solution to the problem of identifying legal entities and underlying funds. Its work is based on the premise that existing data structures and identifiers can be combined to create an industry standard client and counterparty data structure that will increase the efficiency of securities processing. The proposed solution relies on the agreement of industry participants, regulators and vendors to accept a common identifier format based on the BIC code. The BIC has been chosen over other proprietary formats because of its global usage and compliance with ISO15022. The solution also lends itself to real-time enrichment of messages with SSIs without recourse to VMUs.

2 Statement of Problem

Main areas of concern

1. Legal and compliance

2. Processing

3. Risk

In summary:

· No commonly agreed identifier for regulated entities.

· Difficult for counterparties to identify the other side’s contracting entity.

· No commonly agreed identifier for funds managed by these entities.

· No existing method (outside VMU) for real-time enrichment of SSIs on confirmation messages.

· Increased operational and credit risk.

· Difficult to group entities together for firm-wide risk exposure purposes.

· Failure to meet G30 requirements.

3 Assumptions and Definitions

It is assumed that:

1. A new identifier, to be called the Legal Entity Identifier (LEI) and based on the existing 8-character BIC code structure, will be created.

2. The LEI will not be the same as any existing BIC. It is simply based on the logic of the BIC and is an ISO15022-standard identifier.

3. The LEI will not be used for SWIFT messaging.

4. The LEI will be used to identify a unique regulated entity, or in the case of unregulated entities, the fund or organisation to which an order (or part of an order) is allocated.

5. An issuing authority for new identifiers will be appointed.

6. Agreement of all parties to the proposed structure will be obtained.

7. Data providers and regulators will agree to carry the new data fields.

8. The proposed hierarchy is designed to meet compliance (EDD, KYC, AML etc) and processing requirements only.

Example Data Structure
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4 Scope

While all elements of the structure are in scope, the most pressing need is to create those relationships which most directly affect STP: 

1. Business or legal entity

2. Fund or beneficial owner

3. SSI. 

The relationship between those entities above the Business Entity in the data structure shown in section 4 will be mainly used for risk calculations and are thus out of scope for security processing. Individual firms’ risk management departments can use existing data sources such as D&B, Bankers’ Almanac etc to link their risk groupings to the Business Entity structure proposed by this paper. We have not attempted to impose a formal structure for those entities above the business/legal entities in the hierarchy because individual departments (risk, CRM, financial, compliance etc) will want to create their own groupings for this hierarchy.

5 Suggested Implementation

5.1 Ideal Structure

The basic problem to be solved is to create this relational structure:
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As explained earlier, the hierarchy above the business entity level (Parent and Subsidiary) is out of scope for STP considerations and will be modelled differently by individual groups within the firm.

5.1.1 Business Entities

National regulators and exchanges hold data on their members and business entities which they regulate, but each of these organisations present their data in different forms and it is therefore difficult to consolidate the available information. 

The proposed solution is to work with SWIFT (possibly acting as issuing authority), national regulators and exchanges to ensure that each regulated business entity and exchange member firm is assigned a unique 8-character LEI (based on the BIC code) and that the LEI  is published on the exchanges’ and regulators’ databases as a mandatory field. For example:
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This will make it far easier to carry out know-your-client (KYC), Patriot Act  and anti-money laundering (AML) compliance procedures. The LEI could also be used for regulatory reporting.

5.1.2 Funds

One of the most difficult problems faced by the industry is that there is no globally agreed fund identifier. Part of this gap is filled by OMGEO’s Alert product, but usage is far from universal.

Again, the structure of the BIC code supplies a possible solution for creating a LEI hierarchy that uniquely identifies funds.

The last 3 characters of the 11 character BIC code are intended to be used to identify branches of the parent institution represented by the 8-character BIC. However, given that these 3 characters can be arranged in a very large number of unique permutations they could also be used to identify individual funds without conflicting with their intended use as branch identifiers. 

The number (P) of 3-letter groups (r) that can be created from 26 letters (n) can be calculated using the following formula: 

P(n,r) = 
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or in this example P(n,r) = 
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 = 15,600 3-letter groups.

(If, in addition to using the letters A to Z, the numbers 0 to 9 are included, the available number of unique groups goes up to 42,840)

Therefore, we can create a unique LEI composed of the first 8 characters of the BIC to represent the legal entity plus a 3-letter group to give a possibility of 15600 (42,840) fund ids. We can call this the Fund LEI. 

The next part of the relational structure is thus created:
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There is no conflict between this new field and existing identifiers such as the Alert acronym/access code pairing. For example, an existing Alert fund under Omgeo Acronym BIGBANK1 with Omgeo Access Code 123 might have a Fund LEI of BIGBNY21XYZ, and Alert would show both values.

It is also important to note that there would be no attempt to standardise fund identifiers across different fund managers. For example, if the Teacher’s Pension Fund of Texas was managed by 2 fund managers, each would use their own distinct 3-character Fund LEI. Similarly, when a fund’s trustees remove the mandate from one fund-manager and give it to another, the receiving manager will assign the fund an new Fund LEI.

5.1.3 Standing Settlement Instructions (SSIs)

Assuming that:

1. Creation of a globally-accepted, industry-wide SSI database is not feasible,

2. All organisations which publish data about funds or broker entities use the Fund LEI as the unique identifier,

3. All data vendors agree to take this additional field,

4. SSIs will conform to the ISO 15022 standard,

The available solutions for transmitting this data are:

1. Where there is no data vendor, brokers and buy-side firms can exchange this information bilaterally and save it in their own databases.

2. Participants can use “just-in-time” enrichment of allocation and confirmation messages with SSI information.
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6 Just-in-Time SSI Enrichment

(See section 13 below). If all parties to a trade can agree on how to identify themselves to each other and the buy-side use the proposed Fund LEI model to identify their funds, there is no longer any need for the industry to use and maintain costly shared account and SSI databases. Instead, custodians would send fund managers a periodic update file (in ISO15022-compliant format) of basic SSI details which would be captured in a database within the buy-side’s OMS. This would have the advantage of keeping the responsibility for SSI maintenance with the custodians but allow fund managers to enrich their allocation messages with up-to-date SSIs. With their smaller number of SSIs, broker-dealers would maintain their own SSI data with which they would enrich their confirmations. Both sides would match the other’s SSIs for settlement channel compatibility, and if the match is successful, would then instruct for settlement. There would also be a major gain for sell-side firms who would no longer have the maintenance overhead of maintaining multiple SSIs for each client fund. The key to the success of this flow will be strict adherence to agreed data standards.

7 Return on Investment

In order to convince industry participants to adopt this solution, the RDUG needs to undertake a return on investment analysis for each of the interested groups. This will be a powerful lobbying tool to encourage early adoption of LEIs.

8 Regulatory Considerations

One of the keys to the success of this approach is its acceptance by regulators and exchanges. It is likely that these bodies will welcome a global standard for identifying their member entities that does not conflict with existing identifiers, although there may be a reluctance to make the technology investment required to prepare their databases for the use of LEIs. Also, the adoption of the LEI structure directly addresses and number of the issues and action plans raised by the recently published G30 report, ‘Global Clearing and Settlement, a Plan of Action.’ 

9 Administration and Control

The issue of new LEIs and Fund LEIs will need to be controlled centrally by a single registration and issuing agency. The service will need to be available H24, and the buy-side must be able to request and receive new Fund LEIs within 30 minutes. All requests for new LEIs at the entity level will be subject to compliance and legal checking in accordance with the governing law of their regulator. Although the creation of new entities will be a relatively rare event, there will be an administrative overhead involved: one option would be for the new entity firstly to request registration with a national regulator and for the regulator to make the request to the issuing agency for a new LEI. It is assumed that buy-side firms would not be willing to pay the full initial set-up costs involved in the creation of LEIs and Fund LEIs and that sell-side firms would be expected to foot some of the bill. This issue will affect any new identifiers that the industry chooses to adopt.

10 Risk

10.1 Project Risk

A number of issues and risks face this proposal:

· ROI proves insufficiently compelling to persuade all parties to adopt the solution.

· Buy-side OMS vendors unwilling to invest in the necessary changes to their systems.

· Regulators do not adopt the new identifiers.

· Control and admin overheads prove too high.

· Adherence to industry data standards is poor.

· Industry participants unwilling to face the start-up and maintenance costs.

10.2 Operational Risk Reduction

One of the major potential advantages of the approach outlined in this paper is the reduction of operational risk. All participants’ cost per transaction will reduce as will the number of unmatched and failed trades. With the advent of Basel 2, any decrease in operational risk should be seen as a strong selling point for the LEI model.

11 Next Steps

To create the desired data structure, the steps required can be summarised as follows:

	Action
	Organisations

	Complete ROI analysis
	RDUG

	Lobby regulators, exchanges and buy-side vendors
	RDUG

	Create LEIs for all relevant entities
	SWIFT, participating firms, regulators, exchanges, issuing authority

	Create Fund LEIs
	SWIFT, buy-side firms, data vendors

	Examine possible expansion of the initiative to provide messaging enrichment.
	RDUG, REDAC, FIX technical committee, custodians, OMS vendors


12 Appendix 1 - Proposed STP Flow

This diagram shows a simplified STP flow using FIX for messaging and LEI for entity and fund identification.

1. Order and NOE flow is out of scope

2. Custodian sends periodic SSI update file to buy-side OMS database.

3. Buy-side sends allocations using Fund LEI to identify funds. Allocations are enriched with SSIs from OMS database.

4. Sell-side matches SSIs for settlement channel compatibility.

5. Sell-side sends confirms enriched with both parties’ SSIs.

6. Buy-side matches complete trade and if match successful, instructs custodian and sends affirmation to sell-side. On receipt of affirmation, sell-side instructs its clearing agent.
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