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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
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:
[bookmark: _GoBack]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>
Exelon Generation Company (“Exelon Generation” or “Exelon”) appreciates the opportunity to provide the European Securities and Markets Authority (“ESMA”) with comments in response to its August 26, 2015 discussion paper seeking feedback on the time horizon for liquidation periods for omnibus and individually segregated client accounts at central counterparties (“CCPs”) or clearinghouses (“Discussion Paper”).  Exelon provides these comments to address one critical issue – the importance of bringing greater sophistication to the margin calculation methodologies contained within CCP risk models, and encouraging CCPs to utilize the most up to date methodologies that are determined to be based on sound risk management principles.  Exelon submits that if this issue is properly addressed by regulators, and CCPs currently utilizing severely outdated risk systems are able to replace those systems with updated margin calculation methodologies, the question of time horizon for liquidation periods would become irrelevant.  These comments are responsive to Question 1 in the ESMA discussion paper:
	Q1: 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.
	Statement of Interest
Exelon Generation is one of the largest energy companies in the world with more than 30,000 megawatts (“MW”) of owned generation capacity, comprising one of cleanest and lowest-cost power generation fleets including nuclear, fossil, hydroelectric, solar, landfill gas, and wind generation assets.  Exelon is a quintessential end user of commodities and accesses centrally traded and cleared derivatives markets, including those located in Europe, for the purpose of hedging and managing risk associated with these business activities.
< 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>
Responsive Comments 
In response to Q1, Exelon believes that ESMA should give CCPs the discretion to use a Margin Period Of Risk (MPOR) that is appropriate given the risk of the product and the underlying liquidity of the market. However, the flexibility of CCPs to use discretion in setting the MPOR for their marketplace is just one part of the question, because the MPOR ignores the specific margin methodology utilized by a CCP. The MPOR appears to be based on the assumption that a CCP still utilizes an outdated Standard Portfolio Analysis of Risk (SPAN) margining regime, a regime which has been, and should continue to be, replaced at CCPs by newer margin methodologies that more appropriately account for the risk created by an entity’s entire portfolio of positions.  Therefore, Exelon submits that regulators should promote CCP replacement of margin models that utilize outdated margin calculation methodologies such as SPAN, and encourage the implementation of updated risk models that include advanced margin calculation methodologies determined to be sound under modern risk management principles.  
Currently,  the systems used by some CCPs to calculate initial margin are outdated, and do not provide appropriate initial margin calculations for diversified portfolios as compared to more advanced margin calculation systems that have been implemented or are under development.  SPAN, the predominant system used to determine initial margin requirements on cleared transactions, dates back to the 1980’s.  The key difference between SPAN and more advanced margin systems is that SPAN approaches the margin calculation from an individual contract level, while advanced margin calculation systems address all contracts held in a portfolio simultaneously.  Thus the antiquated SPAN modelling system does not recognize many correlations and offsets and does not optimize the netting benefits across a portfolio of positions.  Value at Risk (VAR) based methodologies which calculate initial margin using Historical Simulation (H-Sim or HVAR) applied to a portfolio of positions, however, recognize many of these correlations and allow for more netting of exposures in the initial margin calculation. CCPs such as LCH.Clearnet and EUREX have received regulatory authorization and successfully utilize these 21st century risk models which have proven to be sound from a risk management perspective.  Most recently, the United States Commodity Futures Trading Commission approved the application of Nodal Clear, a subsidiary of Nodal Exchange, to establish a clearinghouse that will utilize a more sophisticated VAR-based portfolio margin calculation methodology with a 2-day liquidation horizon. See http://www.nodalexchange.com/products_and_services/clearing/clearing.php Under these advanced margin calculation methodologies, end users often see overall reductions in initial margin, even under a 2-day liquidation horizon, compared to CCPs that utilize outdated SPAN-based systems and a 1-day liquidation horizon because the more sophisticated portfolio-based risk models account for the portfolio diversification unlike the antiquated models that can hold excessive margin because they use simplistic methods to approximate portfolio risk.  
Therefore Exelon submits that the current cross-border focus by regulators on a 1-day versus 2-day liquidation horizon is a misplaced focus on a small sub-element of CCP risk models that would become irrelevant if the regulatory focus is correctly placed on updating CCP risk models in their entirety to proven and sound modern risk management methodologies.
Regulators should support and encourage the broad adoption of HVAR-based margin calculation methodologies, similar to the models already adopted by LCH.Clearnet and EUREX because:
1. Broad implementation globally by CCPs of more sophisticated portfolio risk models (e.g., VAR-based portfolio models) would bring stronger risk management to the marketplace and would balance the competitive advantage of the exchanges that already have implemented these methodologies. The MPOR (e.g., 1-day versus 2-day), while simple to dictate and monitor, is not the determinant of a sound risk model.  

2. Utilization of outdated margin calculation methodologies adds risk to the financial system by often requiring market participants to post more margin with the CCP than is required for sound risk management. The largest risk created in this situation is liquidity risk. During a period of market volatility, central clearinghouses with less sophisticated risk models will often need to raise margin levels in order to address breaches that were created by their unsophisticated models. This drains liquidity from the system and motivates firms to sell their positions at a time when there are no buyers. This is a proven formula for an asset crash, and it will only be exacerbated when outdated margin calculation methodologies are already dictating the over-collection of margin.

3. Outdated margin calculation methodologies can unnecessarily tie up working capital of commercial enterprises like Exelon, which stifles growth in the real economy and does not allow capital to be utilized to create jobs and stimulate economic development.

4. Broad implementation globally by CCPs of more sophisticated risk models (e.g., VAR-based portfolio margin calculation methodologies) would render current cross border debates such as the 1 versus 2-day liquidation horizon irrelevant, as end users would see appropriate risk-adjusted margin levels, even under a 2-day liquidation horizon or more. For example, the EUREX, which has adopted a VAR-based model, has proposed a 4-day liquidation horizon. See http://www.eurexclearing.com/blob/115394/affab634042342489630d1596a9cfec5/data/factsheet_eurex_clearing_prisma.pdf at page 2. 

Exelon does not advocate for the adoption of unproven and unsound margin calculation methodologies that add risk to market participants and to the exchange eco-system.  As part of its robust risk management infrastructure, Exelon has adopted controls relating to margin on exchange-traded and cleared transactions, and performs its own independent study on each margin calculation model utilized by the CCPs it transacts on. The fact is that VAR-based / H-SIM calculation methodologies have already been adopted by other CCPs for years and are working soundly and safely to the benefit of end users. Exelon merely proposes that regulators support the broader adoption of these already proven CCP risk models and focus more on the overall risk model and not any one single element such as MPOR or net versus gross margin.   
In conclusion, Exelon recommends that ESMA and regulators of CCPs throughout the globe aim to bring greater sophistication to the margin calculation methodologies contained within CCP risk models, and encourage CCPs to utilize the most up to date methodologies that are determined to be based on sound risk management principles. <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>
TYPE YOUR TEXT HERE
<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>
TYPE YOUR TEXT HERE
<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>
TYPE YOUR TEXT HERE
<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>
TYPE YOUR TEXT HERE
<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>
TYPE YOUR TEXT HERE
<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>
TYPE YOUR TEXT HERE
<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>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_RTS_153_26_8>
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