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1 Executive Summary

Reasons for publication

The European Securities and Markets Authority (ESMA) is mandated to provide a report to
the European Commission, in cooperation with the European Systemic Risk Board (ESRB),
on whether any trades that directly result from post-trade risk reduction services (PTRR
services), including portfolio compression, should be exempted from the clearing obligation
referred to in Article 4(1) of EMIR.

ESMA published a Consultation Paper on 26 March 2020 containing several questions on
PTRR services. The consultation ended on 15 June 2020. ESMA received 13 public
responses and a few confidential responses. This final report to the European Commission
takes into account the feedback provided by the respondents to the consultation. In addition,
ESMA has worked with the ESRB to integrate their input in the final report.

In this report, ESMA is looking into the different types of PTRR services being offered, their
purpose and whether there is a need for the new trades, that these may generate, to be
exempted from the clearing obligation, and if such an exemption could lead to the risk of
some counterparties circumventing the clearing obligation.

Conclusions

The 2008 financial crisis has underlined the importance of central clearing as an effective
risk mitigation tool. Central clearing has an important role to play in reducing systemic risk
in the OTC derivatives markets and remains a cornerstone of safe and transparent markets.
The respondents to the consultation have confirmed that they fundamentally support central
clearing and a majority of financial institutions are now centrally clearing significant shares
of their OTC derivative transaction portfolios, thereby reducing systemic risk in line with the
G20 commitments.

ESMA notes that PTRR services complement the clearing obligation in bringing systemic
risk reduction to the financial market and PTRR transactions are successfully undertaken
today and have reduced a considerable amount of risks in the market. However, the use of
PTRR services today are subject to some noteworthy considerations. PTRR transactions
cannot be clearable if the portfolio they derive from consists of uncleared transactions as it
would detach the replacement or rebalancing trade from the risk it is designed to reduce, for
example in principle legacy trades cannot be compressed today without an exemption. The
market, to some extent, may use other instruments, not subject to the clearing obligation, to
execute PTRR transactions in uncleared portfolios, however such PTRR services become
more complex and the products used are less standardised, to avoid the clearing obligation.
Also, by using more complex transactions PTRR services become less accessible for all
markets participants either due to regulatory concerns or due to less advanced internal
management systems. ESMA therefore notes that without an exemption to the clearing




obligation PTRR transactions in uncleared portfolios will either not be undertaken today or
would be using PTRR transactions not subject to the clearing obligation.

Hence, if certain compression or rebalancing trades would benefit from an exemption from
the clearing obligation, this would enable market participants to further reduce risk in non-
cleared (and to some extent cleared) portfolios. This reduction in risk on the individual level
would also result in an overall reduction of systemic risk.

ESMA concludes that the benefits of allowing certain PTRR transactions to be exempted
from the clearing obligation would reduce risk in the market, allow for legacy trades to be
compressed, increase participation in PTRR services of counterparties less interested to
participate today (due to complex structures) and overall reduce complexity in the market by
using simpler trades for rebalancing. ESMA is of the view that, in the absence of compelling
evidence or reasoning to the contrary, those positive effects outweigh, inter alia, the
increased operational burden on market participants and regulators and the increase in
gross risk in the non-cleared netting sets (in case of portfolio rebalancing).

ESMA further notes that the mere function of allowing PTRR transactions to be exempted
from the clearing obligation when related to uncleared portfolios of transactions would not
reduce the amount of transactions cleared with the CCP. Indeed, currently the risk in
portfolios is offset with the use of uncleared instruments. An exemption from the clearing
obligation would allow risk to be offset with standardised contracts. Moreover, regarding
bilateral outstanding risk, an exemption would allow the booking of one uncleared trade (that
would remain in the uncleared portfolio) to offset the bilateral risk between these two
counterparties, and in addition, counterparties could book a mirroring cleared trade facing a
CCP shifting the overall risk exposures of each counterparty to a CCP. ESMA finally
concludes that any such exemption should be limited and subject to certain requirements,
to reduce any risk of circumvention of the clearing obligation.

Contents

This report is divided into 3 Parts and 8 Sections. Section 2 provides an introduction to this
consultation paper and section 3 provides a background.

In Part 1, Section 4 covers the types of post trade risk reduction services, including what
they are, how they function, the risks they aim to reduce, why and to what extent market
participants use them and their regulatory framework. Section 5 refers to noteworthy aspects
of PTRR services.

In Part 2, Section 6 assesses how the current clearing obligation may affect those services
and the need to clear or to exempt the new trades that might be generated by PTRR services
(PTRR transactions) from the clearing obligation and assesses the risks with an exemption
from the clearing obligation.

In Part 3, Section 7 considers possible conditions or requirements for the provision of PTRR
services. Section 8 provides key features and proposed requirements for PTRR services.




Finally, Annex 1 provides a description of rebalancing, Annex 2 provides for a cost and
benefit analysis and Annex 3 presents a high-level matrix over the exemptions for portfolio
compression in other jurisdictions.

With this report ESMA, in cooperation with the ESRB, aims to contribute to the assessment
of the European Commission, in their consideration of post-trade risk reduction services,
and to the extent any exemption should be provided to the clearing obligation.

Next Steps

ESMA has submitted this final report to the European Commission. The European
Commission is mandated under EMIR to prepare a report assessing whether any trades that
directly result from post-trade risk reduction services should be exempted from the clearing
obligation.




2 Introduction

1. On 20 May 2019, the European Parliament and the Council adopted Regulation (EU)
2019/834, EMIR Refit, amending Regulation (EU) 648/2012, EMIR, as regards the
clearing obligation, the suspension of the clearing obligation, the reporting requirements,
the risk mitigation techniques for OTC derivatives contracts not cleared by a central
counterparty, the registration and supervision of trade repositories and the requirements
for trade repositories. EMIR Refit was published in the Official Journal on 28 May 2019".

2. Under Article 85(3a) of EMIR?, the European Securities and Markets Authority (ESMA)
is mandated to provide, by 18 May 2020, a report to the European Commission (EC or
Commission), in cooperation with the European Systemic Risk Board (ESRB), on
whether trades that directly result from post-trade risk reduction services, including
portfolio compression (PTRR services) should be exempted from the clearing obligation
referred to in Article 4(1) of EMIR. For ESMA to provide its determination, ESMA shall
investigate PTRR services, explain the purpose and functioning of PTRR services and
the need for the trades directly resulting from PTRR services (PTRR trades or PTRR
transactions) to be exempted from the clearing obligation and, if exempted, whether this
could lead to a circumvention of the clearing obligation.

3. ESMA published a Consultation Paper on 26 March 2020 containing several questions
on PTRR services. The consultation ended on 15 June 2020. ESMA received 13 public
responses and a few confidential responses. ESMA also consulted the ESMA Securities
and Markets Stakeholders Group. This final report to the Commission takes into account
the feedback provided by the respondents to the consultation.

4, In addition, ESMA worked with the ESRB in order to integrate their input into the final
report.

5. Following the submission of the report from ESMA, the EC is mandated to prepare, by
18 December 2020, a report assessing whether any trades that directly result from PTRR
services, should be exempted from the clearing obligation referred to in Article 4(1) of
EMIR. The EC is mandated to submit the report to the European Parliament and to the
Council, together with any appropriate proposals®.

6.  Extract from Article 85(3a) of EMIR (as amended by EMIR REFIT).

3a. By 18 May 2020, ESMA shall submit a report to the Commission. That report shall assess: [...]

(d) in cooperation with the ESRB, whether any trades that directly result from post-trade risk reduction services,
including portfolio compression, should be exempted from the clearing obligation referred to in Article 4(1); that report
shall:

'0J L 141, 28.5.2019, p.42. The text can be found following this link: https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:32019R0834&from=EN

2 EMIR 648/2012 as amended including by EMIR Refit.

3 Due to the difficult circumstances during which ESMA was developing and published its consultation paper, as a consequence
of the COVID-19 pandemic, a longer consultation period had been provided that initially envisaged.

4 Article 85(3) of EMIR.
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(i) investigate portfolio compression and other available non-price forming post-trade risk reduction services which
reduce non-market risks in derivatives portfolios without changing the market risk of the portfolios, such as rebalancing
transactions;

(i) explain the purposes and functioning of such post-trade risk reduction services, the extent to which they mitigate
risk, in particular counterparty credit risk and operational risk, and assess the need to clear such trades or to exempt
them from clearing, in order to manage systemic risk; and

(iii) assess to what extent any exemption from the clearing obligation for such services discourages central clearing
and may lead to counterparties circumventing the clearing obligation;

3 Background

7.  The main objective of the final report is to consider whether a special regime, in the form
of an exemption to the clearing obligation for transactions directly resulting from the use
of PTRR services, should be included under EMIR.

8.  The first part of this report investigates portfolio compression and other available non-
price forming post-trade risk reduction services which reduce non-market risks in
derivatives portfolios without changing the market risk of the portfolios, such as
rebalancing transactionss. It aims at explaining the purposes and functioning of such
PTRR services and the extent to which they mitigate risks, and in particular counterparty
credit risk, operational risk and systemic risk.

9. The second part of this report considers a possible exemption to the clearing obligation
for trades that directly result from PTRR services and provides references to the
responses received under the consultation. It provides for ESMA’s conclusion on an
exemption from the clearing obligation for trades that directly result from PTRR services.

10. The third part of the final report assesses the need for possible conditions that should
apply when using the exemption to the clearing obligation for trades that directly result
from PTRR services and provides for key features of PTRR services.

11. The term portfolio compression is used in EMIR Level 2 regulation (Commission
Delegated Act on Risk Mitigation®) in relation to the risk mitigation techniques for OTC
derivative contracts not cleared by a CCP and is a defined term in MiFIR" ¢. The term

5 Rebalancing/optimisation is used in this paper to refer to risk mitigation techniques using offsetting trades to achieve its risk
reduction.

& Commission Delegated Regulation (EU) No 149/2013 of 19 December 2012 supplementing Regulation (EU) No 648/2012 of
the European Parliament and of the Council with regard to regulatory technical standards on indirect clearing arrangements, the
clearing obligation, the public register, access to a trading venue, non-financial counterparties, and risk mitigation techniques for
OTC derivatives contracts not cleared by a CCP.

7 Regulation (EU) No 600/2014 of the European Parliament and of the Council of 15 May 2014 on markets in financial
instruments and amending Regulation (EU) No 648/2012, OJ L 173, 12.6.2014, p. 84-148.

8 Article 2(47) of MiFIR “portfolio compression’ means a risk reduction service in which two or more counterparties wholly or
partially terminate some or all of the derivatives submitted by those counterparties for inclusion in the portfolio compression and
replace the terminated derivatives with another derivative whose combined notional value is less than the combined notional
value of the terminated derivatives.”
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PTRR services is not a defined term under EMIR or MiFID II¥/MiFIR but is referred to in
Recital 27 of MiFIR™. Although this is not a definition and it is inserted in a recital rather
than in an enacting provision, this seems to indicate that the slightly more limiting
definition is not intending to prevent the use of such other PTRR services beside the
specific regulated portfolio compression. A PTRR transaction could be described as a
non-price forming transaction which reduces non-market risks in derivatives portfolios
without materially affecting or changing the market risk of the portfolios.

12. This report uses the term PTRR services to refer both to portfolio compression services
as well as to other available non-price forming PTRR services, primarily referring to the
current services of portfolio optimisation services and rebalancing services (risk
rebalancing services).

PART 1

4 Regulatory framework and characteristics of PTRR
services

4.1 Portfolio compression under EMIR

13. EMIR Article 11(1) requires that counterparties that enter into an OTC derivative contract
not cleared by a CCP must have appropriate procedures and arrangements to measure,
monitor and mitigate operational risk and counterparty credit risk.

14. Pursuant to EMIR regulatory technical standards (Article 14 of the Delegated Act on Risk
Mitigation), financial counterparties and non-financial counterparties with 500 or more
OTC derivative contracts outstanding with a counterparty which are not centrally cleared,
must have in place procedures to regularly, and at least twice a year, analyse the
possibility to conduct a portfolio compression exercise in order to reduce their
counterparty credit risk. If counterparties do not conduct portfolio compression, they
should be able to provide a reasonable and valid explanation to the relevant competent
authority for concluding that a portfolio compression exercise was not appropriate.

15. The scope of portfolio compression is further explained in an EMIR Q&A' with the
conclusion that portfolio compression does not prevent an offsetting transaction to be

® Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial instruments and
amending Directive 2002/92/EC and Directive 2011/61/EU, OJ L 173, 12.6.2014, p. 349-496.

10 Recital 27 of MiFIR: “The obligation to conclude transactions in derivatives pertaining to a class of derivatives that has been
declared subject to the trading obligation on a regulated market, MTF, OTF or third country trading venue should not apply to
the components of non-price forming post-trade risk reduction services which reduce non-market risks in derivatives portfolios
including existing OTC derivatives portfolios in accordance with Regulation (EU) No 648/2012 without changing the market risk
of the portfolios. In addition, while it is appropriate to make specific provision for portfolio compression, this Regulation is not
intended to prevent the use of other post-trade risk reduction services.”

" https://www.esma.europa.eu/sites/default/files/library/esma70-1861941480-52_ga_on_emir_implementation.pdf
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concluded with a counterparty different from the counterparty to the initial transaction.
The Q&A further clarifies some justifications for not undertaking a portfolio compression.

EMIR Article 11(1)

1. Financial counterparties and non-financial counterparties that enter into an OTC derivative contract not cleared by
a CCP, shall ensure, exercising due diligence, that appropriate procedures and arrangements are in place to measure,
monitor and mitigate operational risk and counterparty credit risk, including at least:

(a) the timely confirmation, where available, by electronic means, of the terms of the relevant OTC derivative contract;

(b) formalised processes which are robust, resilient and auditable in order to reconcile portfolios, to manage the
associated risk and to identify disputes between parties early and resolve the, and to monitor the value of outstanding
contracts.

Delegated Regulation 149/2013
Recital

Portfolio compression may also be an efficient tool for risk mitigation purposes depending on circumstances such as
the size of the portfolio with a counterparty, the maturity, purpose and degree of standardisation of OTC derivative
contracts. Financial counterparties and non-financial counterparties that have a portfolio of OTC derivative contracts
not cleared by a CCP above the level determined in this Regulation should have procedures in place in order to analyse
the possibility to use portfolio compression that would allow them to reduce their counterparty credit risk.

Article 14 Portfolio compression

Financial counterparties and non-financial counterparties with 500 or more OTC derivative contracts outstanding with
a counterparty which are not centrally cleared shall have in place procedures to regularly, and at least twice a year,
analyse the possibility to conduct a portfolio compression exercise in order to reduce their counterparty credit risk and
engage in such a portfolio compression exercise.

Financial counterparties and non-financial counterparties shall ensure that they are able to provide a reasonable and
valid explanation to the relevant competent authority for concluding that a portfolio compression exercise is not
appropriate.

OTC Question 10 [last update 4 June 2013]
Article 14 of Regulation (EU) 149/2013: Portfolio Compression

(a) When financial and non-financial counterparties conclude that a portfolio compression exercise is not appropriate,
they need to be able to provide a “reasonable and valid explanation”. What is considered as a “reasonable and
valid explanation™?

(b) Does the requirement on portfolio compression prevent an offsetting transaction to be concluded with a counterparty
different from the counterparty to the initial transaction?

OTC Answer 10

(a) The explanation the counterparty needs to be able to provide to the competent authority when they are requested
to do so should adequately demonstrate that portfolio compression was not appropriate under the prevailing
circumstances. Depending on the circumstances, the justification could include that:

1. the portfolio is purely directional and does not allow any offsetting transactions;

2. multilateral compression services are not available in the relevant markets, for the relevant products, or to the
relevant participants and that compression on a bilateral basis would not be feasible;

3. compression would materially compromise effectiveness of the firm’s internal risk management or accounting
processes.

(b) No. The requirement on portfolio compression does not prevent an offsetting transaction to be concluded with a
counterparty different from the counterparty to the initial transaction.

4.2 The clearing obligation under EMIR

16. EMIR requires that all OTC derivative contracts subject to mandatory clearing (entered
into or novated on or after the relevant clearing obligation start date) must be cleared in
an authorised or recognised CCP. The clearing obligation covers standardised
transactions that are considered suitable for clearing. Yet, whilst clearing has improved

9
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efficiency and reduced counterparty risk and thereby strengthened the stability of the
market in line with the G20 commitments, clearing is not suitable for all types of trades.
For instance, more complex transactions, such as exotic derivatives are not considered
suitable for clearing and would instead be subject to specific risk mitigation requirements,
such as margin requirements and portfolio reconciliation. As a result, financial institutions
continue to have large uncleared portfolios of trades in addition to their cleared portfolios.

17. When responding to previous ESMA consultations on the clearing obligation, several
respondents mentioned PTRR services and commented on the need to exempt a range
of trades concluded in certain scenarios, including trades generated as part of post-trade
risk reducing initiatives such as multiportfolio compression runs or counterparty risk
rebalancing'. However, due to the wording in EMIR, ESMA did not, at that time, have a
mandate to consider conditions leading to a different treatment for such transactions.

4.3 The trading obligation and portfolio compression under MiFIR

18. MiFIR" specifically excludes transactions that derive from portfolio compression from
best execution requirements and from the derivatives trading obligation. The consultation
paper noted the interlinkage with MiFIR. Although the paper did not assess possible
effects of linking an exemption to the clearing obligation with the exemption to the trading
obligation. Hence this final report will not assess in any great details if and how a possible
exemption under EMIR could be affected by the current exemption under MiFIR.

19. MIFIR™ and the related delegated regulation with regard to portfolio compression
(Delegated Act on Compression)' contain a number of provisions that relate to the
provision of, and participation in, portfolio compression services by investment firms and
market operators.

s

Article 2(47) of MiFIR “portfolio compression” means a risk reduction service in which two or more counterparties
wholly or partially terminate some or all of the derivatives submitted by those counterparties for inclusion in the portfolio
compression and replace the terminated derivatives with another derivative whose combined notional value is less
than the combined notional value of the terminated derivatives.”

Recital 27 of MiFIR: “The obligation to conclude transactions in derivatives pertaining to a class of derivatives that has
been declared subject to the trading obligation on a regulated market, MTF, OTF or third country trading venue should
not apply to the components of non-price forming post-trade risk reduction services which reduce non-market risks in
derivatives portfolios including existing OTC derivatives portfolios in accordance with Regulation (EU) No 648/2012
without changing the market risk of the portfolios. In addition, while it is appropriate to make specific provision for
portfolio compression, this Regulation is not intended to prevent the use of other post-trade risk reduction services.”

Atrticle 31 Portfolio Compression

1. When providing portfolio compression, investment firms and market operators shall not be subject to the best
execution obligation in Article 27 of Directive 2014/65/EU, the transparency obligations in Articles 8, 10, 18 and 21 of

2 See ESMA Final Report Draft technical standards on the Clearing Obligation — Interest Rate OTC Derivatives, 1 October
2014. https://www.esma.europa.eu/sites/default/files/library/2015/11/esma-2014-1184_final_report_clearing_obligation_irs.pdf
'3 https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:02014R0600-20160701
4 Regulation (EU) No 600/2014 of the European Parliament and of the Council of 15 May 2014 on markets in financial
instruments and amending Regulation (EU) No 648/2012 (“MiFIR”).
5 Commission Delegated Regulation (EU) 2017/567 of 18 May 2016 supplementing Regulation (EU) No 600/2014 of the
European Parliament and of the Council with regard to definitions, transparency, portfolio compression and supervisory
measures on product intervention and positions. ESMA provided a technical advice to the EC.
https://www.esma.europa.eu/sites/default/files/library/2015/11/2014-1569 _final_report_-

esmas_technical_advice to_the commission_on_mifid_ii_and_mifir.pdf
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this Regulation and the obligation in Article 1(6) of Directive 2014/65/EU. The termination or replacement of the
component derivatives in the portfolio compression shall not be subject to Article 28 of this Regulation.

2. Investment firms and market operators providing portfolio compression shall make public through an APA the
volumes of transactions subject to portfolio compressions and the time they were concluded within the time limits
specified in Article 10.

3. Investment firms and market operators providing portfolio compressions shall keep complete and accurate records
of all portfolio compressions which they organise or participate in. Those records shall be made available promptly to
the relevant competent authority or ESMA upon request.

4. The Commission may adopt by means of delegated acts in accordance with Article 50, measures specifying the
following:

(a) the elements of portfolio compression,
(b) the information to be published pursuant to paragraph 2,

in such a way as to make use as far as possible of any existing record keeping, reporting or publication requirements.

20. Based on a technical advice prepared by ESMA', Article 17 of the Delegated Act on
Compression sets out the elements of portfolio compression. It could also be mentioned
that in 2017 ISDA developed a Portfolio Compression Agreement with the objective to
help certain market participants in fulfilling the requirement set in Article 17(2) of the
delegated act"’.

Commission delegated regulation (EU) 2017/567
Article 17 Elements of Portfolio compression
(Article 31(4) of Regulation (EU) No 600/2014)

1. For the purposes of Article 31(1) of Regulation (EU) No 600/2014, investment firms and market operators providing
portfolio compression shall fulfil the conditions in paragraphs 2 to 6.

2. Investment firms and market operators shall conclude an agreement with the participants to the portfolio
compression providing for the compression process and its legal effects, including identifying the point in time at which
each portfolio compression becomes legally binding.

3. The agreement referred to in paragraph 2 shall include all relevant legal documentation describing how derivatives
submitted for inclusion in the portfolio compression are terminated and how they are replaced by other derivatives.

4. Before each compression process is initiated, investment firms and market operators providing portfolio compression
shall:

(a) require each participant to the portfolio compression to specify the participant's risk tolerance including specifying
a limit for counterparty risk, a limit for market risk and a cash payment tolerance. Investment firms and market operators
shall respect the risk tolerance specified by the participants in the portfolio compression;

(b) link the derivatives submitted for portfolio compression and submit to each participant a portfolio compression
proposal that includes the following information:

(i) the identification of the counterparties affected by the compression,
(i) the related change to the combined notional value of the derivatives,
(iii) the variation of the combined notional amount compared to the risk tolerance specified.

5. In order to adjust the compression to the risk tolerance set by the participants to the portfolio compression and in
order to maximise the efficiency of the portfolio compression, investment firms and market operators may grant
participants additional time to add derivatives eligible for termination or reduction.

8https://www.esma.europa.eu/sites/default/files/library/2015/11/2014-1569_final_report_-
esmas_technical_advice to the commission_on_mifid_ii_and_mifir.pdf
17 https://www.isda.org/2017/11/28/isda-2017-portfolio-compression-agreement/
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6. Investment firms and market operators shall only perform the portfolio compression once all participants to the
portfolio compression have agreed to the portfolio compression proposal.

44 Reporting of PTRR transactions under EMIR

21. Although ESMA’s mandate to produce this report does not mention the reporting
obligation, it seems important to note that EMIR contains requirements to report all
derivatives entered into under EMIR, including derivatives that would be generated as a
result of running PTRR services on portfolios. The reporting requirements under EMIR
may be found in the RTS on the minimum details of the data to be reported to trade
repositories '® and the ITS on the format and frequency of trade reports to trade
repositories, where the "compression" flag was populated initially in the Field 11 of the
Table 2 (Common data)'® but has been moved to Field 16%°.

22. Following the amendments to EMIR introduced by Refit, ESMA is in the process of
amending the technical standards on reporting, including the reporting of derivatives that
derive from PTRR services and a consultation paper was published in March. The
responses to the consultation are being assessed and the final report on the technical
standards on reporting will likely be published later this year. The updates are two-fold.
Firstly, to adapt the reporting templates to the increasing number of PTRR services that
are provided. Furthermore, having regard to the fact that the ability to link reports of
different derivatives related to the same business events is currently limited, changes to
require reporting of an identifier univocally linking the derivatives either terminated or
established through the PTRR event, will be a key improvement. Including information
concerning the nature of a business event will be crucial to understand the relationship
between the derivatives resulting from PTRR services not only in the event of
compression, but also where any derivatives are terminated or created due to a PTRR
event. The consultation responses noted that administrative transactions resulting from
PTRR services should be clearly identified and reported as a non-addressable liquidity
(non-price forming) and separate from trading transactions in price and transaction
reporting. Otherwise market participants might be misled into assuming that such PTRR
transactions represented price forming addressable market liquidity.

8 Commission Delegated Regulation (EU) No 148/2013 of 19 December 2012 supplementing Regulation (EU) No 648/2012 of
the European Parliament and of the Council on OTC derivatives, central counterparties and trade repositories with regard to
regulatory technical standards on the minimum details of the data to be reported to trade repositories. https://eur-
lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R0148&from=GA

% Commission Implementing Regulation No 1247/2012 of 19 December 2012 laying down implementing technical standards
with regard to the format and frequency of trade reports to trade repositories.

11 Compression: Y = if the contract results from compression; N= if the contract does not result from compression.
https://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2012:352:0020:0029:EN:PDF

20 Commission Implementing Regulation (EU) 2017/105 of 19 October 2016 amending Implementing Regulation (EU) No
1247/2012 laying down implementing technical standards with regard to the format and frequency of trade reports to trade
repositories according to Regulation (EU) No 648/2012 of the European Parliament and of the Council on OTC derivatives,
central counterparties and trade repositories requires the compression flag to be indicated in Field 16.
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32017R0105&from=EN

2! Technical standards on reporting, data quality, data access and registration of Trade Repositories under EMIR REFIT
(ESMA74-362-47).
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4.5 Exemption from margin requirements for PTRR transactions

23. This report, in line with the consultation paper, does not elaborate on a possible
exemption from the margin requirements for PTRR transactions as this aspect is not
within the mandate provided to ESMA. This also means that where this paper considers
the benefits and risks of an exemption from the clearing obligation for certain trades
generated from PTRR services, it does not affect the application of the risk mitigation
techniques requirements under Article 11 of EMIR, in particular that bilateral margining
would apply to OTC derivatives not cleared by a CCP (provided that the counterparties
and contracts are in scope of the relevant requirements).

4.6 A definition of PTRR services

24. ESMA raised the question in the consultation what a reasonable definition would be for
PTRR services and received some valuable feedback from respondents. All respondents
(except one) in principle agreed with ESMA’s descriptions of PTRR services.

25. One respondent provided the following definition of portfolio compression exercises:

“Portfolio compression is a post-trade mechanism that aims to reduce the number of
contracts, the notional amounts of derivatives contracts or some other measure of risk
exposure without materially changing the market risk of the portfolios.

Portfolio compression can be carried out bilaterally (among parties in relation to their
portfolio with each other) or multilaterally among multiple entities in relation to their
portfolios with all the other counterparties taking part in the compression. A
compression proposal must be accepted by all participants to the proposal (the PTRR
service provider is not party to the proposal) or the proposal will be void.”

26. The same respondent provided the following definition of qualifying portfolio
rebalancing exercises:

“Portfolio rebalancing is a non-continuous risk reduction service that generates a
market risk neutral proposal based on original risk exposures submitted by participants
(two or more) and propose new risk reducing administrative transactions among two or
more participants (the PTRR service provider not being a party to any of those
transactions) which will reduce second order risks for participants.

Portfolio rebalancing exercises are scheduled to take place at a certain time and
proposed new risk reducing administrative transactions must be agreed to by all
participants (or the whole exercise will be void and no new administrative transactions
will be executed). A portfolio rebalancing exercise must reduce the risk it aims to reduce
both across all participants and for each participant individually, based on the input data
provided by all participants.”

27. ESMA generally agrees with the two definitions provided and have summarised the
characteristics of the services below based on the responses received.
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Portfolio Compression

Portfolio Rebalancing

Main purpose

In principle to reduce notional
amount outstanding and the
number of transactions.

Reduce counterparty risk.

Mechanism

Wholly or partially terminate
trades and (eventually)
replace  the terminated
derivatives with new trades
often with reduced notional.

Injecting new trades to
reduce the risk of the
portfolio. No trades are

terminated and replaced and
the notional is increased
rather than decreased.

Underlying Portfolio Cleared or uncleared | Uncleared or mixed
portfolio. portfolios.

Market neutrality Transactions executed | Market neutrality is ensured
applying symmetric | by inserting equal amounts

tolerances to all participants.

of buy and sell exposures.

4.7

Characteristics of PTRR Services

28. Before assessing PTRR services, such as compression and rebalancing/optimisation
services in detail, some general features of the services were listed in one consultation
response, and inserted below, in order to try to provide some general characteristics of
qualifying PTRR transactions and exercises.

Market risk neutral: The exercise does not change the directional market risk of the
portfolios concerned, but rather reduces counterparty, operational, basis risk and
systemic risk in respect of existing derivatives transactions. Participants submit their
portfolio and a limited set of tolerances to be respected (e.g. counterparty credit limits
and portfolio risk tolerances).

Second order portfolio risks: PTRR exercises reduce second order risks such as
operational and counterparty risks for existing derivative portfolios, which ultimately
reduces systemic risk. PTRR exercises do not offer a vehicle for taking market
positions — their purpose is risk reduction.

Non-price forming as non-continuous and non-real-time: PTRR exercises’
participants are not able to post bids or offers prices and no price negotiation takes
place. PTRR exercises are “runs” or “cycles” that take place intra-day/over-night
according to pre-published schedules; the service provider's non-discretionary
methodology determines overall risk reduction opportunities.

All or nothing: PTRR exercises are binding on an “basis across all exercise
participants.
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4.8

29.

30.

4.9

31.

32.

Administrative transactions

The trades resulting from PTRR services do not result from a trading activity and are
referred to as administrative transactions. A significant difference is that, to qualify as
a PTRR transaction and, unlike with trading activity, administrative transactions do not
result from two counterparties meeting in the market with the intention of changing their
respective market positions.

One respondent provided the following illustrative description of the distinction between
trading activity and PTTR’s administrative trades and summarised it as follows.

Trading platforms PTRR Services
Price Price forming: bids and offers | Non-price forming: market risk neutral
determination submitted within  defined thresholds, where

applicable, means transactions can take
place on predetermined prices

Organization Continuous market Periodic scheduling of cycles/events

Input Individual trading interest: | Portfolio level risk positions
comprising bids or offers

Transactions Trader driven execution PTRR service provider determined

determination calculation

Impact on | Trading activity: individual | Risk mitigation: multilateral compound

portfolio’s transaction changes portfolio’s | transaction either does not change

market risk market risk market risk or negligibly changes market
risk of the portfolio within predefined
thresholds

Introduction to portfolio compression

Portfolio compression is a post-trade mechanism which aims to reduce the number of
contracts, the gross notional or some other measure of risk without materially affecting
the market risk of the portfolio. Although the term “without materially affecting” is not
defined, it implies a restriction on how little the market risk could change following a
compression trade. It is a fundamental component of the symmetric outcome between
counterparties in the compression and relates to the unpredictability for participants
regarding the outcome of the compression when applying tolerances.

Where portfolio compression services were initially only used to terminate trades, either
in full or in part, full market risk neutrality was achieved, as only trades with matching
characteristics and in asset classes with a high degree of standardisation could be
included, as the transactions were not amended but merely the notional was reduced.

15

esma



Hence, portfolio compression created a way to terminate trades without changing the
original risk profile of the participants and compression worked on this basis for many
years. Compression conducted in this way is not so much affected by the clearing
obligation as trades are merely terminated.

33. Under a compression exercise, where it is not possible to find matching transactions or
no efficient solution can be found by just terminating trades, accepting nearly matching
trades in the compression cycle is essential to achieve the best result. Unlike trade
termination, risk replacement trades are new trades replacing one or more compressed
trades. To undertake such risk replacement trades, the PTRR service provider uses
tolerances with the aim to enhance the efficiency of the compression. How efficient a
compression will be depends on the level of participation and on the tolerances applied
as, in essence, the PTRR service provider uses risk replacement transactions to rebuild
the original risk profile with standardised transactions by replacing old slightly different
transactions with standardised transactions in relation to e.g. maturity dates, rates or
coupons. By undertaking portfolio compression, the counterparties can terminate large
portfolios of transactions without materially changing the original risk profile that those
trades represent. Recently, service providers may also capture counterparty risk under
a compression exercise.

34. Such replacement trades, even if originated as part of the compression cycle, are subject
to regulatory requirements in force at such point in time, and such trades become subject
to the clearing obligation if applicable.

35. The definition under MiFIR? notes the need to replace the compressed transaction rather
than only cancelling fully or partially trades against each other. Portfolio compression
can therefore be sub-divided into two main types, the riskless compression and the risk
constrained compression. The first type is characterised by exact matching cash-flow
and no market risk change in the portfolio and the second type is characterised by a
minimal and constrained market risk change to the portfolio.

4.10 Introduction to portfolio rebalancing

36. Beside compression, other types of PTRR services are primarily rebalancing and risk
optimisation services, i.e. services using offsetting transactions to reduce risk in the
portfolio but there may be other established PTRR services either structured similarly or
differently providing reduced risk in designated portfolios.

37. ESMA understands that rebalancing has been developed to manage risks across cleared
and non-cleared portfolios as today (after the clearing obligation was introduced) parties
may no longer offset their risks in the non-cleared part of the market and the cleared part
of the market i.e. the credit exposure of cleared trades can no longer be netted against
bilateral trades across different asset classes that are not eligible for clearing. This split

22 |n the definition of portfolio compression under Article 2(47) of MiFIR portfolio compression means a risk reduction service in
which two or more counterparties wholly or partially terminate some or all of the derivatives submitted by those counterparties
for inclusion in the portfolio compression and replace the terminated derivatives with another derivative whose combined
notional value is less than the combined notional value of the terminated derivatives.
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of the market creates imbalances within the portfolios and in the end increases IM and
VM requirements. The use of rebalancing transactions aims to reduce those imbalances
by reducing different risks of the portfolios, e.g. interest rate risks (delta risks) across
portfolios with different counterparties and systemic risk. However, to achieve the
envisaged risk reduction, the rebalancing transaction needs to remain in the portfolio it
manages the risk, hence to manage risk in the uncleared portfolio the rebalancing trade
would need to remain in the uncleared portfolio, i.e. it cannot be cleared and novated to
the CCP.

38. Portfolios of transactions among counterparties consist of many transactions across
different product types which may be highly customized. Any derivative contract with a
future cash-flow has some sort of interest risk built into it (including interest rate products
but also commodity swaps and equity swaps) as future cash flows come with a certain
interest rate risk. Even if the complexity and breadth of transactions in a given portfolio
is extensive, the risk in such portfolio can be expressed using a small number of risk
measures such as delta, vega and gamma. The rebalancing transaction off-sets the
identified risk i.e. the interest rate risk exposure meaning the cost to cover a change of
one basis point to the interest rate of the portfolio at hand.

39. Rebalancing trades rebalance a certain risk of a portfolio, hence it is important to
consider the portfolios a party has with several counterparties, i.e. Party A’s portfolio with
Party B and Party C are two sub-portfolios in Party A’s total portfolio. The object of a
rebalancing cycle is to change (increase or decrease) the non-market risk in each sub-
portfolio while the overall risk within Party’s A portfolio is reduced. The rebalancing
transaction offsets part of the risk between the parties but rebalancing does not close
out or terminate any trade in the underlying portfolio, which remains unchanged. Instead,
rebalancing adds new transactions that reduces the identified risk from the existing
portfolio of trades. Hence, trades resulting from a rebalancing exercise are based on the
identified risk sensitivities of the portfolio and not the risk sensitivities of each of the
trades, i.e. the underlying trade details. The resulting trades will be different from the
original trades which contribute to the underlying risk exposure.

40. Rebalancing services are run on a multilateral basis where each participating firm
provides the sensitivities® of their portfolio to the PTRR service provider. Typically, only
one product type is used in a rebalancing exercise which will apply identical terms for
buy and sell transactions facing different counterparties to ensure full market risk
neutrality. The resulting trades will be market risk neutral across the exercise for each
participant (please, see Annex 1).

2 For example, a party has several bilateral portfolios with a few counterparties and sensitivity is often measured in relation to a
change, i.e. the EUR 5yr swap rate increases by 1 basis point (“1bp”). The effect of 1bp change results in changes in Party X’s
exposure to a given counterparty and this would be referred to the portfolios’ sensitivity to change.
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411 Other PTRR Services

41. While most PTRR Services concentrate on the reduction of counterparty credit risk, other
services are emerging on other risk aspects, i.e. legal and contract differences.

42. One response to the consultation notes that basis risk reduction services would not
naturally fall within PTRR services as this type of PTRR service does not address
bilateral counterparty risk, and as such is not negatively impacted by the current clearing
obligation.

412 Market use of PTRR services today

43. ESMA notes that the recent CCP12 report* provides some noteworthy data on the use
of derivatives and compression. It references to the BIS Triennial Survey and notes that
this survey shows substantial growth in trading volumes of Interest Rates Derivatives
(IRDs) between 2016-2019. Average daily volumes (ADV) have increased to $6.5trn, an
increase of 2.4 times since April 2016. The $3.8trn increase in daily volumes is made up
of four components:

a) Cleared volumes have increased by $1.36tm.

b) Intra-group (aka “related party” trading) has increased by $1.15trn per day.
c) Compression volumes increased by $0.74trn.

d) Uncleared volumes have increased by $0.48trn.

44. Compression and intra-group trades therefore accounted for $1.9trn (49%) of the
increase. This is significant because neither type of trade is risk-generating or market-
facing.

45. As cleared volumes have continued to grow, and crucially as more participants join the
clearing ecosystem, more risk becomes “compressible”. This is because more
multilateral netting is possible to reduce gross notional exposures closer to the net
notional outstanding. In April 2019, LCH compressed $37trn in notional ($1.66trn ADV).
This has continued to grow, hitting $47trn in a single month in September 2019 ($2.24trn
ADV). The BIS has estimated that compression activity alone accounted for 25%
($0.96tm) of the overall increase in activity reported in the Triennial survey. Cleared
compression volumes are “an order of magnitude greater than uncleared compression”.

46. The CCP12 report also notes that the gross amount of risk traded has increased
substantially. In the past 3.5 years, the DV01 cleared has increased from around $11bn
per month to nearly $25bn.

47. The CCP12 report also considers the uncleared market and notes that on interest rate
options “trading has grown from $30bn ADV in Q2-2016 to $55bn ADV in Q2-2019,
according to US SDR data. This increase in volume is significantly below the increases

24 https://ccp12.org/wp-content/uploads/2020/02/Progress_and_Initiatives_in_OTC_Derivatives-A_CCP12_Report.pdf
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48.

49.

50.

51.

52.

reported by the BIS for the global market. This may be because there is now regular
compression activity in Swaptions. This portfolio maintenance activity can account for
40% of on-SEF Swaption volumes.”

On FX Options trading the CCP12 report notes that “IM optimisation strategies are
popular. Monthly volumes in G3 NDFs, as reported to SDRs, have continued at a pace
of $130bn per month in 2019. Whether these NDFs are being transacted purely as
optimisation trades or at the time of trading the FX Option is difficult to pin down.
Nonetheless, the motivation for them is clear — to bring FX delta into the realm of
uncleared margin rules to compensate against Options delta.”

In relation to legacy trades the CCP12 report note that nearly 80% of outstanding
positions in IRDs are now cleared, which has accelerated in the past twelve months. FX
continues to see a very small uptake of clearing at around 2%. The report also questions
why more of these legacy positions are not being moved to clearing. Understanding the
split of these trades into clearable and non-clearable products would help explain, for
example, why so much of current Credit trades are cleared, whilst legacy risk remains
bilateral.

ESMA notes that there has been an increase in both cleared derivatives and in
compression services, that could be a sign that PTRR services so far has not
cannibalised on the incentives to use CCP clearing.

ESMA encouraged respondents to the consultation to provide data (if possible) to assess
the scope of PTRR services provided and the future of such services with or without an
exemption to the clearing obligation. Some of the data received by ESMA is referenced
below.

It is noted in the responses that PTRR services played a crucial role in reducing post-
trade risks in existing derivatives portfolios, beginning with basis risk reduction in 1999,
portfolio compression in 2002, and counterparty rebalancing services in 2012. It is noted
that generally, the post-crisis regulatory reform agenda has accelerated the markets’
focus on risk reduction, and with it PTRR services. A key benefit to these services is the
reduction of risk in the financial system. Both uncleared and cleared derivatives portfolios
are optimized to minimise the build-up of basis risk, notional amounts, trade count and
counterparty risk, which reduce systemic risk.

TrlOptima provided the following numbers:

* TriOptima'’s triReduce service results in counterparties wholly or partially terminating or replacing some
or all the derivatives submitted while leaving net market exposure unchanged. Estimated risk reduction
to date: > €1,500 trillion.

* TriOptima’s triBalance service results in counterparty risk management that rebalances counter-party
risk exposure among multiple CCPs and bilateral relationships while leaving net market exposure
unchanged. Estimated risk reduction to date: > €10.5 billion.

London Stock Exchange provided the following numbers:
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Between January 2016 to October 2019, LCH has compressed approx. 13 million trades with a total
notional of $2.4 quadrillion?®. In 2018, SwapClear compressed the equivalent of 72% of the total notional
it cleared. The effects of compression on outstanding notional increased only by $17 ftrillion while
producing combined reductions in notional of over 1$ quadrillion.

413 PTRR service providers

4.13.1 Supervision and authorisation of PTRR service providers and market
participants

53. Inview of the role PTRR service providers are playing and the size of the cycles that are
being run, one consideration is whether PTRR services are also becoming, or already
are, systemically important for the financial stability and should be supervised
accordingly.

54. A PTRR service provider is not comparable to a CCP as the latter is regulated under
EMIR in terms of risk management and systemic risk prevention. A CCP also assumes
counterparty risks as it becomes the counterparty to the trades, whilst a PTRR service
provider provides a package of transactions to be executed by the counterparties to the
PTRR exercise to achieve the intended risk reduction. Hence, depending on the level of
involvement of the PTRR service provider in the designation, application and execution
of PTRR transactions, different rules and regulations may be relevant to apply to such
PTRR service providers.

55. Today some PTRR service providers in the Union are authorised under MiFID Il as
"Investment firms" meaning "any legal person whose regular occupation or business is
the provision of one or more investment services to third parties and/or the performance
of one or more investment activities on a professional basis*". Hence, these PTRR
service providers are authorised for the provision of investment services and there is no
specific authorisation for providing PTRR services.

56. Itis understood from the feedback received that there are still unclear aspects regarding
the status of PTRR service providers and also, to some extent, of market participants
using their services. This report will not address questions raised on MiFID II/MiFIR but
some aspects on MiFIDII and MiFIR are included below to reflect some questions raised
in the feedback to the consultation.

57. Forinstance, one response noted that it is not clear whether a market participant offering
offsetting trades into a portfolio compression service or submitting transactions for other
PTRR services would be considered to deal on own account when executing client
orders which would be subject to MiFID Il Art. 2(1)(d)(iv).

% hitps://www.lch.com/sites/default/files/medial/files/Compression%20Watch%20Factsheet_0.pdf - SwapClear Compression
Watch Factsheet
% Article 4(1) of MiFID I1.
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58.

59.

60.

61.

62.

63.

64.

65.

In addition, as some PTRR service providers offer their services on platforms or through
systems, that technically and legally raise the question if they might be considered MTFs,
regulated markets or direct electronic access to a trading venue; a respondent pointed
out this should be clarified. This uncertainty, according to the feedback received, has an
impact on financial institutions that are not investment firms, and that benefit from a
MiFID Il-exemption. The question asked is if the use of certain (or any) PTRR system
could be considered as a membership or participation that would disqualify such entity
from this MiFID Il-exemption under Art. 2(1)(d)(ii) of MiFID II, and hence would such
entity then have to apply for authorization under MiFID II.

It is further noted that this lack of legal certainty about the scope of the provisions of
MiIFID Il and MIFIR with respect to the set-up of various PTRR services and the process
to access PTRR services gets unnecessarily costly and consumes an unreasonable
amount of time, effort and money and still potentially leaves significant legal uncertainty.

4.13.2 New authorisation regime for PTRR service providers

The aim of the report is to investigate PTRR services and if an exemption to the clearing
obligation would be useful or even necessary for PTRR services to be offered effectively
in the market. The oversight and supervision of PTRR service providers is not expressly
mentioned under the mandate to ESMA, however, it is an important aspect in particular
where the intervention of a PTRR service provider becomes compulsory for benefiting
from the clearing exemption.

ESMA in its consultation paper asked whether participants consider that a PTRR service
provider should be specifically licensed or authorised and if so, how and what would be
the benefits of such an authorisation regime.

The feedback received noted that some market participants considered it important to
regulate this service, moreover if an exemption to the clearing obligation requires the
intervention of a service provider in the compression or rebalancing exercise.

The ESRB noted that PTRR service providers should be subject to proportionate
regulatory requirements to ensure that they act independently and according to
established rules and parameters which have been reviewed by a competent authority,
in particular to avoid any use that aims to circumvent the clearing obligation.

In terms of the supervisory surveillance that could be applied to PTRR service providers,
one of the comments received is that PTRR services is an area that is still a relatively
new market and for that reason, the regulatory approach to it should strike the right
balance between the need to preserve financial stability and preserve innovation so that
new technologies can be developed to increase efficiency in the methodologies for risk-
reduction. At the current stage, respondents advocate for a regulatory approach that
encourages prudent innovation and fosters international collaboration among regulators.
It is also highlighted that this is a technology-based business applied to finance, rather
than a financial activity itself and that this is to be taken into account when looking at the
regulatory framework surrounding PTRR service providers’ activities.

According to the feedback received, many consider that the current regulation under
MIFID II which authorises some PTRR service providers as investment firms already
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66.

67.

68.

69.

70.

71.

72.

contains appropriate requirements regarding governance, independence, product
development and conflicts of interest or under an equivalent third-country regime. In
addition, respondents note the importance of having governance frameworks that ensure
automatic analyses of portfolios and treatment of the outputs or proposals to the point
that there is no or de minimis manual intervention to ensure independence.

Another aspect noted was the algorithms or methodologies used by PTRR service
providers when analysing the portfolios submitted by market participants and how the
provider presents the proposal for trades that will achieve the risk reduction. The
question here was whether these methodologies and algorithms should be subject to a
specific governance regime and if so, on which criteria would this regime be based. A
respondent indicated that the algorithm used has to be subject to supervision and that
this is a crucial part for the commercial success of the business model for providers as
this would also enhance the confidence of market participants in the service. In addition,
it is also mentioned that a robust governance would also help in building trust. However,
another respondent also noted that the current regulatory status is working effectively
and that it is important to preserve the confidentiality of the data managed by service
providers.

A response noted that the independence of service providers can be assessed on an
outcome basis, such as it is envisaged in MiFIR and that the tolerances and parameters
under which the compression or the rebalance exercise is undertaken are not only
checked by the service provider but also by the relevant participants.

Data sensitivity has also been noted in the consultation as PTRR service providers
receive a significant amount of commercially sensitive data on portfolios of market
participants. Hence, service providers’ data management processes must be robust to
ensure the safekeeping of the data.

An aspect raised in the responses, is that PTRR services are conducted globally and
that most participants are large banks located in the EU, the US, Canada, UK and Japan.
In order to achieve the highest levels of efficiency, PTRR exercises benefit from a big
pool of participants, if the population of participants is reduced, less risk is reduced.
Therefore, it is mentioned in the responses that there should be no location requirement
for PTRR service providers, as any location requirement would automatically reduce the
pool of eligible transactions and that having an equivalence regime for third countries is
also crucial.

Bearing in mind PTRR services are performed across global market participants which
are in different jurisdictions, the responses highlighted that policy makers and regulators
should work in a coordinated manner across jurisdictions to facilitate regulatory cohesion
and promote a common understanding and treatment for these services, in particular
regarding exemption from the clearing obligation.

ESMA notes that MiFIR and the Delegated Act on Compression state that investment
firms and market operators providing portfolio compression shall fulfil certain conditions
to ensure the portfolio compression follows certain established rules.

Based on this, ESMA concludes, in line with this mandate and assessment, that ESMA
may consider and propose requirements that should apply to both the service provider
and the participants, to qualify the use or application of the clearing exemption.
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Regulators would need to be able to access the information kept by the service providers
(record keeping) and participants, including the linkages of trades that need to be
reported under the EMIR reporting framework and also, if needed, to the algorithm used
for the compression or rebalance cycle.

73. To generally regulate the service providers, i.e. to introduce an authorisation scheme or
authorisation requirements on service providers offering PTRR services generally, would
likely not fall under the mandate, as such an authorisation regime would apply to the
PTRR service provider rather than being linked to the use of the clearing exemption for
trades directly generated by a PTRR exercise. Also, to ensure a level playing field it
would likely be beneficial for the international workstreams to assess the question of if
and how to regulate service providers as a first step.

74. However, in light of the important role PTRR service providers are playing it may,
depending on the level of involvement o