	[image: BTPS Logo - New]
	
BT Pension Scheme 
Management Limited
Lloyds Chambers  
1 Portsoken Street  
London  E1 8HZ

Tel (020) 7680 8080 



August 3rd 2012



ESMA – Consultation on the Draft Technical Standards for the Regulation on OTC Derivatives, CCPs and Trade Repositories

Introduction to BT Pension Scheme

By way of background, the BT Pension Scheme (BTPS) is the UK’s largest corporate pension scheme, managing assets worth around £38 billion, paying over £2bn in pension payments per year and accountable to some 330,000 beneficiaries under a defined benefit (DB) structure. As a pension scheme in the UK we are limited by law from the use of derivatives except for the purposes of risk mitigation or facilitating portfolio management. For the basis of this regulation, we believe that BTPS is defined as a “financial counterparty” under IORP directive.

Our derivative usage to date has been limited in comparison with our pension scheme peers across Europe. We use derivatives to 1) rebalance to agreed asset allocation targets 2) managing the scheme’s asset mix profile where the derivative is more effective than the physical and 3) to hedge the liabilities. The third case is by far the most significant an important of these current uses. As we continue to reduce risk in the scheme in line with its increasing maturity, we intend to increase our liability hedging with the ultimate long term ambition of removing all risks where possible from the liabilities.  To clarify, the targeted largest risks of the schemes’ liabilities are inflation (RPI and CPI), interest rate (UK) and longevity. We currently trade bilaterally with a portfolio of approx ten well-rated bank counterparties under bilateral CSAs and utilising gilts (index linked and nominal) as collateral. 

We would also like to note a connection to the proposed solvency based regulation for IORPs that is currently being proposed by the Commission and EIOPA. This will force pension schemes to provide solvency capital against any residual risk. In contrast, it seems that centralised clearing will lead to increased costs of hedging. This will lead to an interesting exercise for many pension schemes to analyse the relative costs and benefits before entering into any material hedging programmes in future: in essence, one regulation strongly encourages greater risk management, while the other introduces significant additional cost burdens on an attempt to do so.

As we currently only have a small exposure to derivatives, we have not been directly engaged in the EMIR consultations beyond feeding into responses made by the UK’s National Association of Pension Funds (NAPF). However with our plans to increase usage, we are currently carrying out two pieces of quantitative analysis which we will distribute on completion. We are looking at modelling the required size of our expected inflation hedging programme and estimated annual derivative usage over the next 10 years and secondly we are working with our potential counterparties to estimate the extra costs of transacting bilateral derivatives outside of clearing in term of credit and capital costs.

General comments:
We welcome the temporary (and transitional) exception for pension schemes for central clearing, this concession for pension schemes needs to be applied consistently across all the current reviews of derivative regulations (including capital requirements such as Basel III and CRD IV). We are concerned that the capital requirements on non cleared  trades will be onerous for the banks, and no doubt passed to the end users,  if the current rules are applied to the long maturity transactions without some additional consideration of the strong credit quality of pension schemes. While we are in broadly in favour of CCPs and client clearing regulations in that they reduce systemic risks within the inter-bank market, we retain significant concerns about how the exemption for pensions schemes will work and what will happen at the end of this grace period.

Our concerns are twofold:- the potential increase in costs arising from transacting outside of clearing; the restrictions around eligible collateral for initial and variation margin.

In terms of the increase in costs:
· We are concerned that non-cleared transactions (i.e. ineligible instruments) or transactions with exempted entities (i.e. pension funds) will be priced more expensively, as a consequence of Investment Banks passing through any increased capital charges they suffer for non cleared trades.
· Overall under the proposed arrangements it could be that pension funds as ultimate end users are penalised for mitigating risk.
· CCPs are generally not set up for all ‘standard’ OTCs including inflation swaps (and in the future longevity swaps) causing bifurcation and reduced netting benefits if we are required to trade Interest rate swaps “cleared” and Inflation swaps bilaterally / “uncleared”.
With regards to eligible collateral: 
· We are used to mark-to-market collateralisation and have experience of bi-lateral initial margin arrangements and accept that there is a quid pro quo for minimisation of credit risk through collateralisation (i.e. a cost of carry of the collateral)
· Our concerns would be increased if collateralisation was restricted to too short a list of eligible securities or that repo transactions to generate acceptable cash collateral were disproportionally expensive.  To avoid significant investment return drag we require the CCP’s to accept UK index linked gilts as collateral for initial and variation margin. The liquidity risk must be dealt with by the CPP rather than passed back to pension schemes. If there is too narrow a class of eligible securities there will be a potential skewing effect for portfolios and a further crowding of the market into already overpriced assets.
· Due to our long term liabilities we need to utilise long term instruments which will have potentially larger initial margin requirements. We propose considerations of the long term investment term and the strong underlying credit quality of pension schemes when calculating these margin amounts.
· As pension schemes generally have a directional bias in their portfolios (and this is the very nature of our need for hedging as a risk management tool) there will be little in the way of netting benefits although eliminating the bifurcation of interest rate and inflation swaps will mitigate this to a limited extent.

Specific comments on the text.

19. On indirect clearing  we would agree that there is a need to ensure the individual segregation of assets and that we get our own specific assets back (i.e. Inflation-linked gilts of the same maturity that were posted).

24. and 32-39 We need to stress the importance for pension schemes that inflation swaps and in the longer term longevity swaps need to be included as asset classes in clearing. The criteria on defining classes of derivatives needs to be sufficiently wide  for inflation swaps in the short term to be included in CCPs. These instruments provide long term risk mitigation tools that are generally long term buy and hold (and hence liquidity may not be such an issue or should be considered in a different way).
65-67.  The calculation of clearing thresholds per asset classes does not include “inflation derivatives” as a separate asset class. The inclusion of inflation in “commodities and others” could be dangerous as the characteristics and usage of inflation compared to commodity swaps is very different. 
Clearing thresholds may need to consider annual usage rather than buy and hold long term positions that are built up over a numbers of years. To give some idea on data, for example, we would ultimately intend to end up with a inflation derivatives notional amount of c.£40bn to fully match our liabilities but we may only transact c£1-3 bn a year as we build up this position.

165. The increase in confidence levels to 99.5% (up from 99% in the BCBS and IOSCO consultation paper) leads to a substantial increase in margins to be posted by pension funds, we are not convinced that this will automatically result in improved safety.

197. Collateral provision needs to be workable and available in the long term for pension schemes as well as for the CCP – the condition that it needs to be “highly liquid” may cause problems if it means we are unable to use Index linked Gilts. If we assume the scheme is 100% hedged in the future the margin requirements may be as high as 20% (as suggested by the IMA’s analysis) [footnoteRef:1] then we need to liquidate 20% of the scheme investments to facilitate cash margining and suffer the return drag from only being 80% invested. Index linked gilts have minimum credit and market risk in comparison to other suggested assets such as covered bonds, equities and bank guarantees. [1:  http://www.investmentfunds.org.uk/assets/files/consultations/2010/20100709-eucponderivatives.pdf] 


208. We have a strong preference for there being no minimum proportion of cash

222. CCPs should be restricted from the reuse or rehypothecation of non-cash collateral posted with them, such non-cash collateral should be held with the custodian in the name of the posting entity with a security interest provided to the CCP. We are concerned that reuse or rehypothecation could increase systemic risk.
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