
ESMA Consultation on Level 2 Measures for the Short Selling Regulation – Part 2 
Response of Bank of America Merrill Lynch (“BofAML”)

In certain of our answers below we refer to the joint consultation response of AFME, ICMA, ISLA and ISDA (the “Joint Response”) and the response of the Alternative Investment Managers Association (the “AIMA Response”)
	                        Question


	BofAML Comments

	Q1: Do you agree with the proposal concerning Article 2(1)(r) of the Regulation?


	· We support the Joint Response in relation to this question.



	Q2: Are there other cases which need to be excluded from the definition of a short sale?


	· Although there are not obviously other cases which need to be excluded as a matter of current market practice, we would recommend that the list should not be exhaustive as there may be other incidences which the market has not yet identified but which could fall outside the definition of short sale.  Some flexibility for ESMA to add such incidences should they arise should be preserved.



	Q3: Are there other definitions in Article 2(1), which need further clarification? Please explain which one(s) and why further clarification is required.


	· We support the Joint Response in relation to this question.

· ESMA should clarify the territorial scope of the uncovered short sale and CDS restrictions.  Article10 of the Regulation expressly applies the notification and disclosure requirements to persons outside the EU but the Regulation silent as to application of the uncovered short sale and CDS restrictions.  By comparison, in relation to Reg SHO in the US, the SEC has issued express guidance as to scope of rules relating to short sales of US securities to overseas transactions. ESMA could helpfully provide guidance on this.



	Q4: Do you agree with the above proposal? If not, please give reasons.


	· We support the Joint Response in relation to this question.

· We would also note there may be a risk of double counting between 1 and 2.



	Q5: Do you have any suggestions on possible further criteria to describe the holding of a share or sovereign debt?


	No

	Q6: Do you agree with the above proposal? If not, please give reasons.


	· We support the Joint Response in relation to this question.

· We recommend that for index instruments, including certain ETFs, positions representing a de minimis proportion of the index should not be required to be included.   This is the approach taken in the UK for disclosures of interests in indices both under the Takeover Code and under the FSA’s interpretation of requirements of the EU Transparency Obligations Directive.
· In relation to how convertible bonds should be dealt with in the calculation, we support the comments made in the AIMA Response in relation to this question.
In relation to correlation issues in relation to sovereign debt and CDS generally, we set out some further reasoning and case studies in the Annex to this response.

· Notwithstanding that our view is that the look back periods should be eliminated as described below, it needs to be clarified that the correlation interpretation should be made at the sovereign issuer level and not at the individual issue level. For example, paragraph 11) of Box 3 would read: 

“ For assets with a liquid market price a high correlation between the pricing of a debt instrument of another sovereign issuer and the pricing of the debt of the given sovereign issuer should be measured on a historical basis using data for the 24 month period before the position in the  sovereign debt is taken out.” 

· In relation to the determination of correlation:

· In relation to paragraph 10, the restriction of the netting provision to debt instruments from within the EU should be removed.  Where high correlation can be established, it should not be restricted in this way.  BofAML notes that many global companies issue debt in the European markets in European currencies. These corporate bonds therefore exhibit a high interest rate risk between the domicile of the issuing company and the European currency. To hedge this interest rate risk, market participants typically use local European government bonds as hedging instruments. Restricting the net short or long position calculation to only European issuers would potentially have the effect of the affected European investor base not investing in these companies’ corporate bonds

· We note that the requirement in paragraph 13 of Box 3 that where correlation ceases to exist, debt instruments may no longer be netted off will represent a significant challenge to reporting systems.  In this regard the ability to assume correlation in some cases as we discuss below will simplify processes.


	Q7: Do you agree with setting a quantitative threshold for high correlation? If so, what would be the best correlation co-efficient to use for this purpose ?


	· We support the Joint Response in relation to this question.
· The correlation coefficient to determine “high” correlation needs to be significantly lower than 90/80%.  We would suggest a figure of 50% would be more appropriate if a quantitative approach is necessary.
· In addition, debt instruments of issuers within any one Member State should be assumed to be highly correlated with the Member State without the need for a quantitative correlation test to be proven.



	Q8: Do you think it is practicable to measure correlation for sovereign debt with a liquid market price and a long price history on a historical basis using data for the 24 month period before the position in the sovereign debt is taken out? Do you consider that a 24 month reference period is the most

appropriate one?


	· We support the Joint Response in relation to this question.
· The 24 month look-back period is significantly problematic for the reasons set out in the Annex.  The requirement for a look-back period should be eliminated.



	Q9: Do you think it is practicable to measure correlation for assets with no liquid market price or with no sufficiently long price history by using a proxy? What could be a good proxy? What criteria do

you think are necessary?


	· We support the Joint Response in relation to this question.



	Q10: Do you consider that this Delegated Act needs to provide further specifications on the calculation of whether the high correlation test is met? Do you have any suggestions on what they may contain

(e.g. use of a maturity bucket)?


	· We support the Joint Response in relation to this question.
· As mentioned above.  We believe that in certain circumstances, such as in the case of debt instruments of issuers within any one Member State should be assumed to be highly correlated with the Member State without the need for a quantitative correlation test to be proven.



	Q11: Do you think that there is a need for a buffer period addressing the issue of temporary fluctuations in the correlation of the sovereign debt (e.g. period of 3 months during which the correlation is less

than the standard level (e.g. 90% or 80%) but at least met a prescribed lower threshold (e.g. 75%

or 70%)?


	· We support the Joint Response in relation to this question.



	Q12: Do you think it is appropriate the “delta adjusted method” for the calculation of short position for shares?


	Yes

	Q13: Is there any comment you would like to make in relation to the calculation of the position in shares

set out in Box 4?


	No

	Q14: Is there any additional method of calculation for shares that you would suggest ESMA to consider?


	No

	Q15 Which in your view is the most appropriate method for the calculation of short position for debt

instruments of a sovereign issuer? Are there methods other than the nominal or sensitivity adjusted

ones outlined above which you think ESMA should consider?


	· We believe the nominal calculation is appropriate, however if there are divergent views on this we support the Joint Response in relation to this question which proposes that a choice be given.  We note that both UK and French large shareholder reporting regimes are examples where such as choice is permitted.
 

	Q16: Is there any comment you would like to make in relation to the calculation of the position in sovereign debt of a sovereign issuer set out in Box 4?


	· In relation to paragraph 26 of Box 4, it would be extremely helpful for ESMA to produce a list of the sovereign issuers in respect of which they are expecting the calculation of net short positions.



	Q17: Do you agree with the approaches described above to cater for specific situations when different entities in a group have long or short positions or for fund management activities related to separate

funds? If not, can you state your reasons and provide alternative method(s) of calculation?


	· We support the Joint Response in relation to this question.



	Q18: Which do you consider the better definition of a group for the purpose of this Regulation?


	N/A

	Q19: Are there other situations that should be taken into account?


	[No] 

	Q20: Do you agree with the general conditions proposed for determining when a sovereign CDS position can be considered covered? Are there any modifications you would propose?


	· We support the Joint Response in relation to this question.

In relation to correlation issues in relation to sovereign debt and CDS generally, we set out some further reasoning and case studies in the Annex to this response.

· The 12 month look-back period is significantly problematic for the reasons set out in the Annex.  The requirement for a look-back period should be eliminated.

· The restriction in paragraph 1(c) of Box 8 restricting the use of sovereign CDS to hedging only obligations in the same Member State is significantly problematic and should be removed. We note that in relation to the provisions for calculating net shorts for reporting purposes, cross-country netting is expressly contemplated and permitted in the final sentence of paragraph 23, page 15 of the Consultation Paper.  The approach taken in relation to permitted sovereign CDS hedging is inconsistent with this approach which assumes it is possible for the debt of country X and the debt of country Y to be highly correlated. 

· We believe that a likely unintended consequence of the framework contemplated in the Consultation Paper is that clients (non market making investors such as fund managers and investors) will not be able to evidence the quantitative correlation requirements and therefore will be unable to meet their hedging/risk management needs. They will not be able to do this because: a) in the case of the reporting requirements, the 80 – 90 % (high) correlation may not be present, b) the correlation may not have presented itself consistently in the past for an extended period of time, and d) the operational implication of managing the storing of correlations for these periods of time (12 – 24 months) will be significant. These investors may exit the underlying sovereign debt and corporate bond markets because the most efficient hedge to these credits, the sovereign CDS, will be too burdensome or impossible for them to utilize (other instruments, such as futures, options, and securities are utilized to hedge interest rate exposures.) If this investor base does not have the ability to use sovereign CDS instruments because they will not be able to prove the quantitative extended correlation levels suggested in the Consultation Paper, the investor base may stop investing in a member state’s corporate and sovereign debt to begin with. This outcome is clearly concerning as it may affect the Member State’s ability to fund itself.



	Q21: Do you have any comments or alternative suggestions on the proposed test for correlation? Do you have any estimates of the costs which applying the qualitative test envisaged by ESMA would entail

for market participants or the costs which would be associated with the imposition of a quantitative

test?


	· We support the Joint Response in relation to this question.

· As mentioned above.  We believe that in certain circumstances instruments should be assumed to be correlated without the need for a quantitative correlation test to be proven, such as in the case of debt instruments of issuers within any a Member State with sovereign CDS of that Member State.



	Q22: Do you consider the proposals for demonstrating correlation provide a workable framework for market participants?


	· We support the Joint Response in relation to this question.
· No, as explained further in the Annex.



	Q23: Are any changes required to the proposals for determining whether a sovereign CDS position is

proportionate?


	· We support the Joint Response in relation to this question.

 

	Q24: Do you think that a position that had become partially uncovered due to fluctuations in the value

of the assets or liabilities being hedged and/or the CDS used as the hedge should be allowed only

for a certain period of time? If so, what would be an appropriate time limit?


	· We support the Joint Response in relation to this question.


	Q25: Do you agree that sovereign CDS positions which are obtained involuntarily as a result of the operations of a CCP clearing sovereign CDS should not fall to be considered as entering into a CDS

transaction for the purposes of the Regulation?


	· We support the Joint Response in relation to this question.



	Q26: Do you consider there are any other illustrative cases of a risk which would be eligible to be hedged by a sovereign CDS position which should be included in the indicative list?


	· We support the Joint Response in relation to this question.

 

	Q27: Do you agree that the net CDS position is the correct one to use in the calculations?


	· We support the Joint Response in relation to this question.

 

	Q28: Do you consider that there should be different methods for calculating the value of the positions to be hedged by the sovereign CDS according to whether a static or dynamic hedging strategy is

used?


	Yes

	Q29: Are there refinements which can be made to the proposed methodology? Are there any standard calculation formulae which can be used when applying risk adjustments which we should include

in the draft advice?


	· No. It is important to note that there are no market standard calculation formulae/conventions as each firm uses differing recovery rate assumptions.



	Q30: Do you agree with the proposed method of treating indirect exposures?


	· We support the Joint Response in relation to this question.



	Q31: Do you agree that the relevant notification threshold should be based on a percentage of the total amount of outstanding issued sovereign debt for each sovereign issuer?


	· Yes

	Q32: Do you agree with the proposal to convert these percentages into monetary amounts which would

be updated quarterly to reflect changes in the issued sovereign debt? If not, what other arrangement

would you suggest?


	· Yes

	Q33: Do you agree with ESMA’s proposal to group sovereign issuers into categories for the purposes of

setting the notification thresholds or would you prefer an alternative approach (e.g. a single

threshold for all sovereign issuers or setting individual thresholds for each sovereign issuer)?

Please state your reasons.


	· Yes

	Q34: If you support grouping sovereign issuers into categories, do you agree with ESMA’s proposal to

set the three categories of notification thresholds suggested above? If not, what other grouping

would you suggest and why?


	· Yes

	Q35: Do you consider the proposed initial amounts and the incremental levels as reasonable and optimal?  If not, what amounts and incremental levels do you consider as more appropriate and why?


	· Yes 

	Q36: If given the thresholds ESMA has proposed above are implemented, how many notifications do

you expect to make in a month to each relevant competent authority?


	No Response

	Q37: What level of net short position do you regard as significant for the particular sovereign debt

markets?


	No Response

	Q38: Do you agree with the general proposal suggested by ESMA for setting the parameters and methods for calculating the threshold of liquidity of the issued sovereign debt for suspending restrictions

on short sales? If not, please state your reason and explain what could be an appropriate

alternative.


	No Response

	Q39: In particular, do you agree that a measure in percentiles of the monthly volume traded in the last

twelve months is suitable to define a threshold that represents a significant decline relative to the

average level of liquidity for the sovereign debt concerned?


	No Response

	Q40: In light of your response to the question above, do you think that a threshold of a) the 5th percentile,

b) 2nd percentile or c) 1st percentile would best represent a significant decline relative to the

average level of liquidity for sovereign debt? Please explain why providing data if possible.


	No Response

	Q41: Do you agree that three categories are necessary? If not please state you reasons.


	No Response

	Q42: For the more illiquid shares, do you agree that EUR 0.50 is the correct cut off point to use? If not

please state you reasons.


	No Response

	Q43: Do you agree that 10%, 20% and 30% are the correct percentages to use in relation to the fall in

value? If not, what other levels would you propose; please state your reasons.


	No Response

	Q44: Do you agree that an increase in the yield across the yield curve is the appropriate measure to use

for sovereign bonds? If not, what other measure would you propose, please state your reasons.


	· We support the Joint Response in relation to this question.


	Q45: Do you agree that an increase of 5% or more in the yield across the yield curve is the correct percentage to use? If not, please say what alternative threshold you would favour and state your reasons.


	· We support the Joint Response in relation to this question.


	Q46: Do you agree that an increase of 7% or more in the yield is the correct percentage to use for corporate

bonds? If not please state your reasons.


	No Response

	Q47: Do you agree that an increase of 10% or more in the yield curve is the correct percentage to use for

money market instruments? If not please state your reasons.


	No Response

	Q48: Do you agree with the proposed ESMA approach to units in collective investment undertakings? If not please state your reasons.


	No Response

	Q49: If you consider that a trigger threshold in relation to fall in value in UCITS should be defined, what should be this percentage threshold and why?


	No Response

	Q50: Do you agree that 10% or more is the correct percentage to use for ETFs? If not please state your

reasons.


	No Response

	Q51: Do you agree with the proposal of having a differentiated approach depending on whether the

concerned derivative has a single financial instrument that is traded on a trading venue and for

which a significant fall in value has been specified according to this Delegated Act as underlying? If

not, please state your reasons.


	No Response

	Q52: Do you agree that a 3/4 ratio of the margin level set by the clearing house per underlying of a

derivative is the appropriate level to use for an option, future, swap, forward rate agreement or

other derivative instrument, including financial contracts for difference? If not, what alternative

would you propose?


	No Response

	Q53: What could be an appropriate threshold to define a significant fall in price of a derivative compared to the closing price of the previous day when that derivative does not have a single underlying instrument admitted to trading on a trading venue and is not centrally cleared?


	No Response

	Q54: Do you agree with the abovementioned proposal for the methods of calculation for various types of

financial instrument? Do you have alternative or complementary methods to suggest, in particular

in relation to the yield curve calculation method?


	No Response

	Q55: Do you agree with the proposal for qualitative criteria should be set out?


	No Response

	Q56: Are there any additional criteria or factor that you would suggest adding to the list?


	No Response


ANNEX

Correlation in the European Markets - Case Studies

In this section we discuss how correlation in the debt markets is observed as limited and inconsistent, especially at crisis times and discuss how risk management strategies function in these situations.

The corporate to debt relationship is very important for European credit, although the correlations are non-constant. Correlations between credits and their sovereigns are never uniform, and in fact vary tremendously depending on the sovereign spread. 


BofAML has observed that there tends to be a loose pattern to the correlation between credits and their sovereign:

· Credits tend to be weakly correlated to their sovereign when the sovereign spread is <100bp.

· Credits tend to be strongly correlated to their sovereign when the sovereign spread is between 200-700bp.

· Credits tend to find their sovereign correlation declines, albeit not dramatically, when sovereign spreads are greater than 700bp.

When the sovereign trades below 100bps (i.e. low risk) the correlation with corporates domiciled in that sovereign is observed to be low.  When the sovereign trades between 200-700bps (i.e. at levels when sovereign risk becomes a concern) then the corporate to sovereign CDS correlations are at elevated levels. When the sovereign trades >700bps (i.e. towards significant concern levels), corporates have continued to move in sympathy with the sovereign CDS, although with a lower correlation than previously observed (potentially reflecting either that corporates will not automatically default if a sovereign defaults or restructures its debts, and/or that recovery values on corporate Credit Events could be higher than for that of the sovereign). 


Correlations are sensitive to the spread level (of the sovereign)

Portugal and Greece provide good examples of the correlation changes given spreads are so wide. There is a consistent drop off/cliff effect for the correlation between Portuguese credits and Portugal CDS over time. 

Correlations were low until Portugal reached 100bp, then very high until Portugal reached 700bp. Once Portugal widened past 700bp, Portuguese credits started to become less correlated to Portugal CDS.

For Greece, the pattern is even more inconsistent, and the rules hold at slightly different intervals. 

The drop off/cliff effect pattern for the correlation between credits and sovereigns holds quite well for Spain and Italy as well. Correlations between credits and sovereigns rose quickly as the sovereign widened past 100bp.

Correlations are not consistent for long periods of time
The effect discussed above show that correlations are not consistent. Correlations generally start increasing as sovereign spread levels widen. For the examples above, this only started occurring in the second half of 2011 as the sovereigns widened. 

Correlations are not consistently high
In every situation mentioned above, we note that correlations rarely reached or stayed at 90% or higher.
Hedging Practices
In times of market stress, measured by CDS spread levels, clients and dealers will begin to hedge exposures on a go forward basis in reaction to the correlation levels evidenced in the sections above. Rarely will a consistent and high correlation present itself for time periods such as 12 or 24 months prior to the need for sovereign CDS as instruments for hedging risks.
Unintended Consequences
We believe that a likely unintended consequence of the current framework contemplated in the ESMA consultation paper are that clients (non market making investors such as fund managers and investors) will not be able to evidence the quantitative correlation requirements and therefore will be unable to meet their hedging/risk management needs. They will not be able to do this because: a) the 80 – 90 % (high) correlation may not be present, b) the correlation may not have presented itself consistently in the past for an extended period of time, and d) the operational implication of managing the storing of correlations for these periods of time (12 – 24 months) will be significant. 

These investors may exit the underlying sovereign debt and corporate bond markets because the most efficient hedge to these credits, the sovereign CDS, will be too burdensome or impossible for them to utilize (other instruments, such as futures, options, and securities are utilized to hedge interest rate exposures.)

If this investor base does not have the ability to use sovereign CDS instruments because they will not be able to prove the quantitative extended correlation levels suggested in the CP, the investor base may stop investing in a member state’s corporate and sovereign debt to begin with. This outcome is clearly concerning as it may effect on the state’s ability to fund itself.

BofAML Proposal

BofAML proposes the below modifications to the measures for determining correlation along with scope changes to allow for the current market structure. 

a) The establishment of “correlation carve-outs” must be made to ensure the intuitive and qualitative relationship between a member state and its issued debt is reflected. 

b) Elimination of the look back period for other cases should be considered.

c) A significant reduction in the level of correlation required to be present must be considered.

d) A widening of the hedging and netting language to include non member state exposures must be made.

e) A widening of the overall interpretation of this regulation with respect to net position reporting and hedging must be made to account for global companies that issue debt in the EU.

Intra-State Correlation Carve Out

BofAML proposes that all hedging of exposures denominated in a local currency using the Member State’s sovereign CDS should be permitted without the need for a quantitative correlation test to be proved. Netting of short and long positions within a Member State should be allowed without the need for a quantitative correlation test to be proved. 

Look Back Period

As shown in the studies above correlation is not steady and present over long periods of time and only presents itself at heightened levels at times of stress, when investors require the CDS instrument to hedge exposures.

Therefore, for hedges that fall outside of the intra-Member State correlation carve out the correlation look back concept should be shortened to a matter of days or abolished.

BofAML believes that it is reasonable and effective to deter uncovered short selling of sovereign CDS by mandating that the burden of proof for having entered into the short sale to hedge exposure be evidenced and maintained by the person entering into the short sale starting from the time that the hedge is implemented. If correlation was present in some form at that time, the person entering into the short sale at that time should be assumed to have been using the position to hedge valid risks. Adequate supervision and detailed reporting can be used to establish the rationale at the time that the hedge was made.

Correlation Levels

Very high (i.e. 80% – 90%) correlation levels are rarely if ever reached or sustained as observed in the examples above. The level must be lowered to approximately 50% for activity that falls outside of the Intra- Member State Correlation Carve Out. 

Cross Member State Hedging

We note that it is critical that as long as a level of correlation is observed across a Member State at the time of the hedging transaction, this activity be permitted. These instruments/hedges may be the most efficient (cost and risk) instruments to hedge certain sovereign debt exposures at certain times and should therefore not be overly limited so as to potentially cause the unintended exit of these investors from the Member State’s sovereign debt markets.

Non EU Issuers of EU Debt

BofAML notes that many global companies issue debt in the European markets in European currencies. These corporate bonds therefore exhibit a high interest rate risk between the domicile of the issuing company and the European currency. To hedge this interest rate risk, market participants typically use local European government bonds as hedging instruments. As those exposures are most effectively hedged by the sovereign CDS of the member state, restricting the hedging and net short or long position calculation to only European issuers would potentially have the effect of the affected European investor base not investing in these companies’ corporate bonds. 

Conclusion

In conclusion BofAML notes that 

· Observed sovereign CDS correlation to underlying debt is not consistent, high, or observable for lengthy periods of time, especially at times of market crisis
· It is at these times that investors require the CDS instrument as a method to effectively hedge their underlying sovereign debt risks
· An unintended consequence of keeping the high quantitative correlation proposal and the 12 – 24 look-back test will be that investors may exit the underlying sovereign debt market as their hedge instruments (sovereign CDS) will carry a burden of supervision that is impractical or impossible for them to meet
· BofAML proposes the following for determining correlation along with scope changes to allow for the current market structure and investor hedging practices:

a) The establishment of “correlation carve-outs” for intra-member state sovereign debt and CDS must be made to ensure the intuitive and qualitative relationship between a country and its issued debt is reflected

b) An elimination of the look back period for other cases should be considered

c) A significant reduction in the level of correlation must be considered – to 50% for the definition of high correlation

d) A widening of the hedging language to include non member state debt must be made

e) A widening of the overall interpretation of the regulation with respect to net position reporting and hedging must be made to account for global companies that issue debt in the EU

� See Bank of America Merrill Lynch Research Paper “When sovereigns matter” dated 26 January 2012.  Copy attached.
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