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[bookmark: _Toc280628648]Responding to this paper 
The European Securities and Markets Authority (ESMA) invites responses to the specific questions listed in the ESMA Discussion Paper on Review of Article 26 of RTS 153/2013, published on the ESMA website.

Instructions
[bookmark: _GoBack]Please note that, in order to facilitate the analysis of the large number of responses expected, you are requested to use this file to send your response to ESMA so as to allow us to process it properly. Therefore, ESMA will only be able to consider responses which follow the instructions described below:
· use this form and send your responses in Word format (pdf documents will not be considered except for annexes);
· do not remove the tags of type <ESMA_ QUESTION_RTS_153_26_1> - i.e. the response to one question has to be framed by the 2 tags corresponding to the question; and
· if you do not have a response to a question, do not delete it and leave the text “TYPE YOUR TEXT HERE” between the tags.
Responses are most helpful:
· if they respond to the question stated;
· contain a clear rationale, including on any related costs and benefits; and
· describe any alternatives that ESMA should consider

Naming protocol
In order to facilitate the handling of stakeholders responses please save your document using the following format:
ESMA_ RTS_153_26_NAMEOFCOMPANY_NAMEOFDOCUMENT.
E.g. if the respondent were XXXX, the name of the reply form would be:
ESMA_RTS_153_26_XXXX_REPLYFORM or 
ESMA_RTS_153_26_XXXX_ANNEX1
To help you navigate this document more easily, bookmarks are available in “Navigation Pane” for Word 2010 and in “Document Map” for Word 2007.

Deadline
Responses must reach us by 30 September 2015.
All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input/Consultations’. 
[bookmark: _Toc335141334]
Publication of responses
All contributions received will be published following the end of the consultation period, unless otherwise requested. Please clearly indicate by ticking the appropriate checkbox in the website submission form if you do not wish your contribution to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. Note also that a confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
[bookmark: _Toc335141335]
Data protection
Information on data protection can be found at www.esma.europa.eu under the headings ‘Legal notice’ and ‘Data protection’.



Introduction
Please make your introductory comments below, if any:
< ESMA_COMMENT_RTS_153_26_1>
Chicago Mercantile Exchange Inc. (“CME”) and CME Clearing Europe, together CME Group Inc. (“CME Group”), appreciate the opportunity to comment on ESMA’s consultation paper regarding liquidation periods for client accounts.  CME Group is the parent company of four Designated Contract Markets (“DCMs”): CME, the Board of Trade of the City of Chicago, Inc. (“CBOT”), the New York Mercantile Exchange, Inc. (“NYMEX”), and the Commodity Exchange, Inc. (“COMEX”).  These DCMs offer the widest range of benchmark products available across all major asset classes, including futures and options based on interest rates, equity indexes, foreign exchange, energy, metals, agricultural commodities, and alternative investment products.  CME’s clearing house division (“CME Clearing”) and CME Clearing Europe offer clearing and settlement services for exchange-traded futures contracts and over-the-counter (“OTC”) derivatives.  CME Clearing Europe is regulated and supervised by the Bank of England as an authorized central counterparty under the European Market Infrastructure Regulations (“EMIR”).  CME Clearing is registered with the CFTC as a Derivatives Clearing Organization (“DCO”), has been deemed a systemically important financial market utility by the Financial Stability Oversight Council and is in the process of becoming recognized under EMIR.

CME Clearing is strongly in favor of a gross margining standard, as it results in more collateral held at the CCP which facilitates porting and liquidation in default scenarios (since all customers are fully margined at the CCP), while increasing the CCP’s ability to withstand daily price moves under both normal and stressed market conditions.  Historically, 1-day liquidation periods for liquid contracts traded on central limit order books have been more than sufficient to allow for hedging, or otherwise offsetting risks in the portfolio, and successful customer porting during periods of high volatility.  Gross margining reduces fellow customer risk, protects clearing members from large client exposures, and allows the CCP to maintain market stability by providing maximum porting flexibility in a clearing member default.  Net margining, as shown in the quantitative analysis later in this response, considerably reduces the amount of margin available to the CCP and inhibits successful porting of client portfolios.  Further, it may lead to a vicious cycle of client defaults in stressed market conditions, given that the collapse of one customer has a greater impact on the margin of another, in conjunction with that of the clearing member, in net margining regime.  As noted in a review of the Hong Kong Futures and Stock Exchanges, after the near-collapse of the Hong Kong Guarantee Fund Corporation and risk management failure by ICCH Hong Kong in October 1987, extreme volatility led to margin calls that numerous participants could not meet.  The inadequate margin levels resulted in a recommendation by the Review Committee to migrate to a gross margining standard, citing the following reasons: 

“(b) The CH in particular can be better – possibly much better – protected against price swings.  Under a gross system it can withstand a higher price shift for the same level of default.  In other words, the effect rate of margin for the CH is increased;
(c) In the event of a default, the CH may find it easier to transfer individual client positions to another broker as the whole of the relevant margin can be transferred at the same time”1

Effectively, the analysis concluded that the system would have been better protected in a gross margin regime because of the ability of the CCP to withstand larger price shocks within margin cover and the fact that it would have been better able to transfer client positions to a new clearing member due to the full client margin on deposit at the CCP.  

This event exemplifies the fundamental role of margin in risk management and the market-wide disruptions that imprudent margin setting and collection can cause.  Substantial quantitative analysis, in conjunction with the reasoning cited above, supports CME Clearing’s conclusion that gross margining of client accounts results in significantly greater margin levels at CCPs.  This is true even where applying an increased liquidation period of 2-day in a net regime versus a 1-day liquidation period for gross margining.  The deficiencies of a net margin regime are exacerbated where clearing members are only required to collect reduced levels of margin, if any, from their clients.  It is important that regulators both require clearing members to collect gross margin from their customers and ensure that CCPs closely monitor that clearing members collect the required margin.  Such a requirement exists in the US and has proven valuable in ensuring that sufficient margin is collected and held by clearing members, in addition to CCPs.  

During periods of market stress or in default scenarios, clients are likely to be subject to much more procyclical margin calls, while collateral in other markets will be simultaneously more constrained.  The reduced availability of quality collateral increases the likelihood of additional client, and potentially clearing member, defaults.  Given that clients are likely to be ported to multiple clearing members under a net regime, partially or fully eliminating netting benefits and thus increasing the margin requirements for client portfolios, the limited availability of quality collateral may be exacerbated. 

The determination of the quality of a margin regime should be made in light of the coverage it provides across asset classes, the appropriateness of the account structure, and the effectiveness and efficiency of the system in terms of risk management and operations, respectively, in periods of market stress and default scenarios.  Focusing myopically on liquidation periods rather than considering the variety of factors that impact the robustness of margin standards, such as gross versus net, intraday day settlement cycles, appropriateness of lookback periods, confidence versus coverage level and a number of other factors, will result in reduced market stability and increased systemic risk during times of stress.   The data makes clear that 1-day gross results in higher CCP held margin levels than 2-day net, particularly at large systemically important CCPs.  The impact of gross margin standards on CCP held margin is only reinforced when comparing 5-day net and 5-day gross for OTC portfolios where gross results in approximately double the CCP held margin based on CME Clearing’s analysis.

1Report of the Securities Committee Review on the Operation and Regulation of the Hong Kong Securities Industry 5/27/1988 
< ESMA_COMMENT_ RTS_153_26_1>

ESMA welcomes views on the assumption that client margins maintained at CCP level on a OSA gross margining with one-day liquidation period would generally be higher than margin held at the CCP under an OSA net with a two-day liquidation period. Please, provide quantitative analysis on the effect of the reduction of margin on the basis of 2 vs. 1 day MPOR and of the net (between clients’ positions) margining vs gross margining. Please also consider the potential impact of the case in which a one-day OSA gross is considered equivalent to the EU system and the RTS are not changed and the impact for the whole system if the MPOR at CCP level is reduced.
<ESMA_QUESTION_RTS_153_26_1>
A gross margining regime results in higher client margin collection by a CCP even where a net regime utilizes a longer liquidation period (e.g. 1- versus 2-day).  Below CME Clearing has provided a comparison of its margin levels under the CFTC 1-day gross plus procyclicality regime versus what they would be under the EMIR 2-day net plus 25% procyclicality buffer standard. Utilizing a one month data set and breaking the comparison down on an asset class basis, CME Clearing found that the smallest average ratio of gross to net was over 210% in energy.  On average, CME Clearing under the CFTC standards held 302% of the margin that would be required of it under a 2-day net plus procyclicality margin standard under EMIR. 

The table below provides an asset class level breakdown of the differences in margin collection under both regimes.

	
	Asset Class Level Comparison

	
	Agriculture
	Energy
	Equities
	FX
	Interest Rates
	Metals
	Aggregate

	Averages
	222.1%
	210.2%
	446.4%
	269.4%
	315.9%
	253.2%
	302.5%



Note that CME Clearing utilizes a variety of tools to address procyclicality under CFTC regulations, including but not limited to volatility floors and seasonal margin requirements

CME Clearing notes that the last sub-question in this section appears to make an assumption that margin levels throughout the system would be higher under a 2-day net than a 1-day gross regime.  To the extent that this is the assumption being made, we believe it important to consider whether a requirement exists to collect customer margin under EMIR.  It is our understanding that such a requirement does not exist under EMIR, let alone a requirement to collect client margin on a gross basis.  Barring such a requirement, it is likely that the amount of margin required to be passed on to the CCP (greater under 1-day gross) will drive the margin collection practices of clearing members, due to the potential costs of margin financing, which would result in higher margin in the system under a 1-day gross margin regime. 
<ESMA_QUESTION_RTS_153_26_1>
If the RTS were modified to allow one-day gross margin collection for ETDs, should this be extended to financial instruments other than OTC derivatives? What are the costs and benefits of either approach?
<ESMA_QUESTION_RTS_153_26_2>
Irrespective of the asset class, gross client margin collection has proven to be more robust than net margin collection.  Gross margining increases client protection (by reducing the likelihood that one client will suffer losses due to the failure of another) and the level of margin held at the CCP, providing greater financial stability during periods of market stress.  Consequently, we believe it valuable to apply gross client margin standards to all financial instruments.  However, it is imperative to consider the risk characteristics, market structure and the level of liquidity for other financial instruments when developing the appropriate MPOR.
<ESMA_QUESTION_RTS_153_26_2>
If a differentiation of MPOR is made for ETDs depending on the gross or net collection of margins, should this differentiation be made for OTC derivatives as well? Would seven days MPOR for OTC derivatives be appropriate for net OSA? Please, provide quantitative analyses in support of your answer.
<ESMA_QUESTION_RTS_153_26_3>
As stated previously, it is CME Clearing’s experience that held margin levels are significantly higher in a 1-day gross versus 2-day net regime for ETD and similar results are found under a 5-day gross versus 5-day net regime for OTC derivatives.  For example, applying a 7-day MPOR for net margins would theoretically result in 20% higher requirements, using a blunt calculation standard.  In contrast, CME Clearing has found a 5-day gross standard to equate, on average, to approximately double the margin held at the CCP.  Please see the analysis below (margin figures in millions):

	5-day Gross vs. 5-day Net
	5-day Gross vs. 7-day Net

	266.6%
	222.2%




Since the amount of margin held by the CCP has a controlling impact on the ability of a CCP to withstand market shocks and successfully port its clients, the fact that 5-day gross results in higher CCP margin levels than 5- or 7-day net should be considered by ESMA and national competent authorities in their evaluation of EMIR.  The best solution would be to implement a gross margin regime under EMIR to improve market stability and customer protection.  Should ESMA conclude that the net margin regime should remain in place for OTC derivatives, the application of a longer liquidation period to obviate some of the differences between gross and net margin standards for OTC derivatives would be highly advisable.    

That said, we believe that it would be wise to consider the entirety of tools in a given margin regime rather than focusing on the liquidation period solely.  Many other factors impact margin standards at CCPs, as noted above and failing to consider the overall approach to margining will result in weaker customer protection, decreased market stability and increased likelihood of cross border regulatory conflict (potentially fragmenting liquidity and making global markets more volatile).  Gross client margin collection should be the minimum standard rather than an increase to MPOR which may or may not be relevant.
<ESMA_QUESTION_RTS_153_26_3>
Should ISA and gross OSA be treated equally in terms of MPOR? Please provide quantitative evidence to support your arguments.
<ESMA_QUESTION_RTS_153_26_4>
Individual segregation is not a working account class in the US; however margin levels should not differ greatly from those used under CFTC regulations, such as gross omnibus and LSOC.  ISA and gross OSA should theoretically result in the same amount of required margin if using the same margin parameters on an identical portfolio.  Margin requirements for ISA are calculated only for the positions in a given account, with netting allowed only within that account.  Similarly, customer accounts under the gross omnibus margining structure are margined individually despite the positions and collateral in the pool being commingled, as netting between individual customers is strictly prohibited.  It should be noted, though, that net omnibus accounts will not result in as much CCP held margin as their gross OSA or ISA counterparts.  Whereas the latter two structures result in gross client margin held at the CCP, net OSA accounts generally result in significantly less margin at CCPs and consequently may require an extended liquidation time horizon to ensure a CCP has sufficient margin on hand to manage a default.  

While omnibus structures allow commingling of collateral, they have proven to be very effective in the ETD space; ISAs present operational hurdles that could potentially inhibit the ability to quickly and easily port portfolios where customers are either permitted or required to preselect an alternative clearing member in the event that their clearing member defaults.  In these circumstances, it is unclear whether the operational mechanism for such clearing member choice has been built out which, in contrast to a regime where clients may move to clearing members of their choice after porting, is likely to result in increased operational complexity and extended time required for successful porting.   Since these same risks don’t exist for gross OSA, we believe that, at a minimum, gross OSA should not be required to utilize a higher liquidation period than ISAs.

However, we strongly urge ESMA to consider the risks of net omnibus accounts and either apply gross client margining as a minimum standard or evaluate other options to reduce the risk attendant to these account structures.  The net margining regime has historically proven to be a weaker system, as evidenced by the problems attendant to the bailout of the clearinghouse in Hong Kong.  Net omnibus simultaneously decreases the amount of margin on hand and increases fellow customer risk.  The end result is likely to be the calling of procyclical margin from clients either due to required porting to multiple clearing members (resulting in reduced or eliminated netting) and increased likelihood of client losses due to fellow customer risk or due to the failure of the clearing member affiliate who may be netted against other customers.  
<ESMA_QUESTION_RTS_153_26_4>
Do you consider that specific conditions should apply in order to ensure that margins are called intraday in case the MPOR is reduced to 1-day under a gross client margins collection?
<ESMA_QUESTION_RTS_153_26_5>
A standard intraday settlement cycle allows CCPs to reduce risk in the system on a twice daily basis, update collateral requirements to be more reflective of current exposures, and is a valuable risk mitigation tool.  Intraday settlements are beneficial where there is an ability to perform them efficiently based on the market structure so we believe that they should be utilized where possible.  Central limit order book execution and greater depth of book in ETD markets make real-time centralized pricing more readily available for use in the calculation of intraday variation margin.  However, we strongly disagree with any specific conditions being applied where a CCP is utilizing a 1-day gross OSA margining standard.  If any heightened conditions are applied, they should be enforced on net client margining regimes where significantly less margin is held by CCPs.  While 2-day net margins in theory capture price moves over an extended period as compared to 1 day gross, any risk mitigation benefits are negated by the reduction in CCP-held client margin due to netting across accounts, exacerbating fellow customer risk.  CCPs collecting net margins should therefore be subject to specific conditions, if appropriate, such as intraday margin collection. 
<ESMA_QUESTION_RTS_153_26_5>
Do you agree that entities of the same group as clearing members should not be allowed to benefit from a lower MPOR even if they chose an OSA gross or ISA account? What are the costs and benefits of either approach?
<ESMA_QUESTION_RTS_153_26_6>
Clearing member affiliates should be unilaterally prohibited from being commingled with customer accounts under any omnibus structure to reduce contagion risk and protect customers from exposures related to their member’s activity.  Client accounts must be segregated from those of their clearing member so as to not be exposed to risks associated with their clearing member’s positions to the extent possible.  Strict segregation between clearing members and their customers is a globally accepted regulatory standard and to permit clients to be indirectly exposed to their clearing members via commingling with clearing member affiliates is diametrically opposed to this prudent risk management standard.  Requiring affiliates to be treated as customers and thus potentially in the customer segregated pool greatly increases the risk that the pool will be polluted by its own clearing member, putting client margin at risk.  To the extent that a clearing member or its affiliate has financial difficulties, it is highly likely that such issues will spread to their affiliated entities thus putting client margin at risk no matter the source of the financial difficulties since the client pool is likely to be impacted.  

This issue is further magnified in a net margining regime where affiliates of clearing members could be netted against client positions.  This construct creates significant contagion risk.  For example, a clearing member failure would likely cause financial difficulties at its affiliates whose failure would in turn put fellow clients at heightened risk, particularly where their exposures have been netted against that clearing member affiliate.  

Consequently, the best solution to reduce clearing member affiliate risk is to eliminate their ability to be treated as and pooled with customers.
<ESMA_QUESTION_RTS_153_26_6>
Do you consider that specific conditions (e.g. compulsory pre-existing arrangement with a back-up clearing member) should apply in order to enhance the portability of client positions in order to benefit for the gross margining with one-day liquidation period? What conditions in your view would enhance the portability of client accounts? What are the costs and benefits of the suggested condition? Is it feasible that each client in an OSA would nominate a back-up clearing member or could this be a practical impediment to the establishment of gross margining? Is it feasible to expect an alternative clearing member to guarantee to accept porting of a client’s positions in the event of the primary clearing member’s default?
<ESMA_QUESTION_RTS_153_26_7>
Gross margining of clients alone significantly enhances portability even where a longer liquidation period is used in a client net margining regime.  This is due to the fact that gross margining results in higher margin levels at the CCP and that the amount of margin held by a CCP has the largest positive impact on portability.  In a gross client margining regime, all client accounts are fully margined at the CCP, allowing them to be easily ported to a new clearing member without having to post additional collateral to cover lost netting benefits.  Net regimes require much lower margins, decreasing the likelihood that client accounts can be easily transferred to one or multiple surviving members.  Client portfolios may need to be transferred to multiple clearing members in a default scenario depending on their size and risk profile.  Given this possibility, the CCP may need to cease netting client positions, likely resulting in many portfolios being under-collateralized and unable to be ported until fully margined.  

In periods of stress, collateral availability may be constrained, preventing clients from posting the required margin at their new members and consequently triggering additional client defaults.  This risk is exacerbated by margin financing practices permitted in the EU.  While one clearing member may offer financing to its clients, a surviving member to whom the defaulter’s clients are ported may not be willing or able to offer similar services.  Thus, the lack of client margin posted to the CCP may present issues both due to a reduction in netting and potential unavailability of financing at the new clearing member.  Consequently, we recommend that ESMA move to a gross margining regime to enhance client portability.  The other options considered in the question are unlikely to improve portability. 
<ESMA_QUESTION_RTS_153_26_7>
Is there any other aspect or concern that ESMA should consider when reviewing Article 26 with respect to client accounts?  
<ESMA_QUESTION_RTS_153_26_8>
We believe it valuable that ESMA, and other global regulators, closely analyze the market structure of financial instruments when determining the appropriate margin period of risk.  While many factors impact appropriate margin framework, the platform for liquidation (i.e. a central limit order book) should be evaluated relative to a CCP’s ability to manage a clearing member default and protect the customers of that clearing member in a short time frame.  Increased liquidation periods are particularly important in less transparent, uncleared over-the-counter markets without any centralized mechanism for trading.  Such bilaterally traded, uncleared products are often more difficult to liquidate due to their trading conventions and their bespoke nature.  
<ESMA_QUESTION_RTS_153_26_8>
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