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Draft technical standards on the Regulation (EU) xxxx/2012 of the European Parliament and of the Council on short selling and certain aspects of credit default swaps 

The UK Debt Management Office (DMO) recognises the benefit to a deep and liquid gilt market of the continuous provision of liquidity at low cost. The exemption of primary dealers in sovereign debt from the short selling Regulation, in accordance with Article 17, is welcomed. However, the UK DMO also recognises the importance of a wider group of stakeholders who provide liquidity to investors and other market participants on a more or less frequent basis. This broader liquidity provision contributes to the smooth and continuous adjustment of gilt prices to reflect changing views on fair value and builds investor confidence in the ability to enter and exit the gilt market in all market conditions, at low cost. The response of the UK DMO to the ESMA survey reflects a desire to protect the interests of all stakeholders; to preserve a well-functioning gilt market that remains an attractive place to invest.

Q1: Do you agree with the approach of providing an exhaustive list of types of agreement, arrangement and measure that adequately ensure shares or sovereign debt instruments will be available for settlement and setting out the criteria these should fulfil? 

Clarity about the types of acceptable agreements and arrangements is important. However, in respect of sovereign debt, each of the different markets has established its own agreements and settlement cycles that are designed to protect investors and to avoid settlement failure. Some flexibility to reflect the measures that are already in place would be welcomed, therefore. The gilt market, for example, works on a comparatively short, next day settlement cycle and the incidence of settlement failures, notwithstanding, has been acceptably low. This low incidence of fails has no doubt been aided by the unconditional and unlimited same day standard and special repo facilities provided by the DMO. Direct access to these facilities is the exclusive right of primary dealers who can, if necessary, draw on them to provide bonds to cover the short positions of other stakeholders. The ability to source gilts from a primary dealer at all times should mitigate the need for special locate arrangements in advance of transacting a short sell.  

Q2: Do you agree with the proposed list of agreements and enforceable claims and the criteria they should meet? Are there any other types of agreement or enforceable claims or criteria which should be added?

As mentioned above, in the case where primary dealers have in place unconditional and unlimited access on the settlement date to repo facilities with the national debt agency or the central bank, this should provide investors with reasonable expectation of settlement and could negate the need to locate bonds in advance of the short sell.

Q3: Do you consider that these criteria will entail additional costs as compared to current practices on the market? If so, could you specify the drivers for those additional costs and any indication of their amount?

A need to locate bonds before entering into a short sale could raise the overall cost and risk in the case where the short sale ultimately did not proceed and the repo transaction needed to be reversed. Further, any information that identified the sales of bonds as short sales rather than outright sales may negatively impact the commercial advantage of the seller, affecting the selling price and/ or the price of the agreement to cover the short sale. 

Q4: Do you agree with the proposed list of third parties which may be parties to the arrangements or measures and the criteria proposed by ESMA that they should fulfil?

See response to Question 1.

Q5: Are there further criteria which should be added?

N/A

Q6: Does the fact that a third party should be a distinct legal entity from the entity entering into the short sale entail costs? If so please provide estimates of those costs.

If trading desks were obliged to locate bonds that had been short sold from counterparties other than their own repo desks this could add to costs as it might impede the efficient netting of repo and reverse repo positions, with attendant costs to balance sheets. 

Q7: Do you agree with the approach proposed by ESMA on the standard/same day/liquid shares locate confirmation arrangements and measures and the criteria that they must fulfil?

N/A

Q8: In circumstances other than intraday short selling or short selling on liquid shares, can you suggest any additions to the methods for effective allocation set out in this consultation paper which would provide the necessary comfort that shares can be delivered for settlement in due time?

N/A

Q9 In relation to the approach suggested for liquid shares, do you consider it appropriate to use the MiFID definition of liquid shares? Do you think ESMA should consider different approaches to determine the reasonable expectation test for liquid and illiquid shares? If not, can you provide indications as to the criteria to consider to define liquid shares or to take into account the liquidity of the shares in these circumstances?  Is securities lending activity an additional factor to consider when determining liquidity of a share?

N/A

Q10: Do you agree with the approach proposed by ESMA on the location confirmation and reasonable expectation arrangement in relation to sovereign debt and that the reasonable expectation test should only apply in the case of intraday short selling of sovereign debt?

Yes, although we believe it is sufficient for the structural based arrangements, such as repo facilities with the central bank or debt management office, to be open to some market participants; e.g. primary dealers, and not to all participants in order for the reasonable expectation arrangements to be effective. This is provided that access to these arrangements by the primary dealers is both unconditional and unlimited in size, so that rationing would not apply.

 Q11: Do you agree that there should be one standard format for notifying relevant competent authority for each type of instrument?

Yes, in order to minimise the cost of reporting and to facilitate aggregation of positions.

Q12: Do you agree that there should be one standard form for public disclosure of information on significant net short position in shares?

N/A

Q13: Do you agree with the proposed way to identify natural and legal persons, including the contact information details?

Yes, on the proviso that the contact information is never publicly disclosed.

Q14: Do you agree with the proposed way to notify and disclose the size of the relevant position?

In the case of sovereign debt, the proposal to disclose the size of the net short position aggregated across the whole curve in nominal cash terms is preferable largely because of its simplicity. While this aggregation should largely net out the common practise of holding short positions at one part of the curve against longer positions at another, this may nonetheless give rise to misleading conclusions. One such misleading conclusion would arise when an investor was hedging a long position at the long end of the curve with a short position at the short end of the same curve. This would be recorded as a net short position since a larger nominal amount of the short bonds would need to be sold to balance the risk of the long position in long bonds, although the overall exposure of the investor would be neutral. Similarly a short position in sovereign bonds could be hedged with a long position in a closely related product, such as interest rate swaps in the same currency, again giving rise to a net short position as calculated. While these other factors may be known to the regulators as part of the wider disclosure, a simple nominal figure may be open to misinterpretation by the general public. 

Q15: Do you have any comments on the proposed way to identify the issuer in relation to which the relevant net short position is held, including how to use the ISIN code in this matter?

N/A

Q16: Do you agree with the ISO 8601 2004 standard use to notify and publicly disclose the date on which relevant position was created, changed or ceased to be held?

N/A

Q17: Do you agree that the additional information as described above should be provided?

N/A

Q18: Do you agree that information on the central website should be provided at least in a machine-readable format?

N/A

Q19: Do you agree that information on the central websites should at least include data as provided in Annex 1 of the draft implementing standard presented in appendix to this consultation paper?

Disclosure of the names of the holders of net short positions in sovereign debt could lead to misuse or misinterpretation by uninformed readers (see response to Question 14). 

Q20: Do you foresee any other situation that might merit an update of the list of exempted shares within the two-year effectiveness period?

N/A 
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