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[bookmark: _Toc280628648]Responding to this paper 
ESMA invites responses to the questions set out in Annex II of the First Report with Consultation on Central Clearing Solutions for Pension Scheme Arrangements that ESMA drafted under Article 85(2) of the Regulation (EU) No 648/2012 of the European Parliament and Council on OTC derivatives, central counterparties and trade repositories (EMIR, as amended by Refit).

Responses are most helpful if they:

· respond to the question stated;
· contain a clear rationale; and
· describe any alternatives ESMA should consider.
ESMA will consider all responses received by 15 June 2020.
Instructions
In order to facilitate analysis of responses to the Consultation Paper, respondents are requested to follow the below steps when preparing and submitting their response:
· Insert your responses to the questions in the Consultation Paper in the present response form. 
· Please do not remove tags of the type <ESMA_QUESTION_CCSPSA_1>. Your response to each question has to be framed by the two tags corresponding to the question.
· If you do not wish to respond to a given question, please do not delete it but simply leave the text “TYPE YOUR TEXT HERE” between the tags.
· When you have drafted your response, name your response form according to the following convention: ESMA_CCSPSA_nameofrespondent_RESPONSEFORM. For example, for a respondent named ABCD, the response form would be entitled ESMA_CCSPSA_ABCD_RESPONSEFORM.
· [bookmark: _Hlk36731345][bookmark: _Hlk36733163]Upload the form containing your responses, in Word format, to ESMA’s website (www.esma.europa.eu under the heading “Your input – Open consultations”  “Consultation on central clearing solutions for pension scheme arrangements”).
Publication of responses
All contributions received will be published following the close of the consultation, unless you request otherwise. Please clearly indicate by ticking the appropriate checkbox on the website submission page if you do not wish your contribution to be publicly disclosed. A confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make not to disclose the response is reviewable by ESMA’s Board of Appeal and the European Ombudsman.

Data protection
Information on data protection can be found at www.esma.europa.eu under the heading “Data protection”.
Who should read the Consultation Paper
All interested stakeholders are invited to respond to this consultation paper. In particular, responses are sought from market participants, pension funds, banks, CCPs, central banks, authorities and trade associations of financial market participants.

General information about respondent

	Name of the company / organisation
	LSEG
	Activity
	Central Counterparty

	Are you representing an association?
	☐
	Country/Region
	UK


Introduction
Please make your introductory comments below, if any:

<ESMA_COMMENT_CCSPSA_1>
LSEG welcomes the opportunity to comment on ESMA’s Consultation Paper (“CP”) the Consultation Paper on central clearing solutions for pension scheme arrangements (EMIR Article 85(2)). After reviewing the CP, we would like to note the following key comments:
[bookmark: _Hlk14268422]
· While some PSAs continue to take advantage of their exemption from the swaps clearing obligation, a large number are already voluntarily clearing. 
· We believe that, it is important to find ways to further facilitate PSA’s needs to access the derivatives market to manage both interest and inflation related risks. LCH has been operating inflation swaps since 2015 to facilitate market participants’ needs to hedge against their long-dated positions and developing additional solutions to facilitate collateral management (CustodialSeg).
· One of the difficulties faced by PSAs in clearing their OTC Derivatives is the need to source cash to be posted as VM. 
· Ensuring further access to OTC clearing can be supported by PSA’s access to cleared Repo markets to manage their liquidity and transform non-cash into cash available for OTC Derivatives and corresponding VM requirements.
· This access to cleared repo markets is facilitated by via Sponsored Clearing models which we believe are a core part of the solution for PSAs access to OTC derivatives clearing.
· For instance, LCH’s Sponsored Clearing models offer PSAs access to LCH’s RepoClear as a direct clearing member while being sponsored into the service by a bank who acts as a sponsoring agent. PSAs are then able to use the operational services of the sponsoring agent to post VM or pay VM directly as and when possible, whilst still benefiting from all other functionalities which are offered to direct members.
· PSAs joining CCPs as Sponsored Members can enable dealers to net their bank to bank with bank to customer (PSA) business thereby not only providing PSAs with access to Repo capacity, which could be harder to achieve outside of clearing (or could be achieved but at a worse price) but also freeing up banks’ balance sheet capacity.
· Regarding the use of CCPs’ access to central bank liquidity to address PSAs liquidity needs, we believe that, the risks associated with collateral transformation performed by CCPs could have adverse spill over effects into their provision of clearing services.

Below we set out our responses to each of the questions raised in the CP.<ESMA_COMMENT_CCSPSA_1>




1. [bookmark: _Hlk36733243]: Do you agree with the description made of the portfolios of EU pension funds as well as their use of derivatives? In particular, do you agree that PSAs use derivatives to build synthetic long-dated positions in order to overcome the availability of suitable sovereign or corporate bonds alternatives? Please elaborate on the reasons for your answer.
<ESMA_QUESTION_CCSPSA_1>
We agree with ESMA’s description of PSA portfolios and their use of derivatives to manage risks to both interest rates and inflation through the use of interest rate swaps and inflation swaps. LCH has been operating inflation swaps since 2015 to facilitate market participants’ needs to hedge against their long-dated positions. Particularly, we have expanded the scope of clearing of inflation products in SwapClear to include Standard Coupon structures. This enables the asset-swapping of inflation-linked Government bonds, which is useful for buy and sell-side and helps improving liquidity in both the underlying market and inflation-linked swaps.<ESMA_QUESTION_CCSPSA_1>

: Do you have any data with respect to the structure of PSAs’ portfolios? In particular regarding the duration gap which derivative strategies are designed to address?
[bookmark: _Hlk35514199]<ESMA_QUESTION_CCSPSA_2>
Although LSEG does not have a full view or data with respect to the structure of PSA’s portfolios, we do agree with ESMA’s report that particularly in the EU PSAs do invest primarily in high quality government bonds or swaps. As alluded to in the previous question, longer maturities in government bonds appear to be the primary reason why PSAs find it necessary to engage in derivatives to hedge their interest rate and inflation risks.<ESMA_QUESTION_CCSPSA_2>


: Do you have any data on the volume and nature of the activity of PSAs in cleared and non-cleared OTC derivatives markets, within each asset class, and any related systemic risk they might pose to the financial system? What portion of non-cleared derivatives would be replaceable by cleared products if the impediments to clearing were removed?
<ESMA_QUESTION_CCSPSA_3>
LSEG refers ESMA to PSAs to provide data with respect to the volumes and nature of their activities . <ESMA_QUESTION_CCSPSA_3>

: Do you think that PSAs fulfilling the clearing requirement would have significant consequences on their investment strategies, including any shift in their cash and non-cash asset allocation? Please elaborate on the reasons for your answer and provide numerical data supporting your answer where available.
<ESMA_QUESTION_CCSPSA_4>
LSEG refers ESMA to PSAs to provide input regarding potential consequences that the clearing requirement would have on their investment strategies. We do believe however that access to central clearing could bring significant benefits to PSAs in the form of netting efficiencies, capital requirements and operational costs. <ESMA_QUESTION_CCSPSA_4>

: Are there further considerations, other than investment strategies mentioned above, either driving or constraining the use of derivatives for PSAs?
<ESMA_QUESTION_CCSPSA_5>
LSEG believes that gaining access to cleared repo facilities is a critical tool to provide both access to liquidity but also the appropriate tool to turn non-cash into cash collateral for PSAs’ further usage. LCH Ltd has recently introduced the Sponsored Clearing model which can facilitate the transformation of non-cash collateral into cash via access to the significant cleared liquidity pool in RepoClear. LCH S.A. is developing a similar service in RepoClear S.A. 

As we will discuss in greater detail in section 6.3, we believe that the market-based Repo solution can address PSAs liquidity constraints and pave the way for PSAs to widely access the derivatives market in the most efficient way. 
<ESMA_QUESTION_CCSPSA_5>


: Do you agree with the description of the challenges met by PSAs to post variation margin in cash? Please elaborate on the reasons for your answer.
<ESMA_QUESTION_CCSPSA_6>
We believe that, PSAs existing liquidity management capabilities as well as technical infrastructure limitations are the two main reasons why some PSAs may find it challenging to post variation margin in cash. On one hand, and because of their investment strategies, their portfolio consists mainly of high graded government bonds with long maturities and on the other they don’t often maintain direct connectivity with market infrastructures that would enable them to satisfy multiple VM requirements throughout the day.

It is against this background that, PSAs are primarily accessing to CCPs via clearing members and not as direct members of CCPs for reasons that go well beyond liquidity (having the technical operational infrastructure to plug into a CCP, participation to a default fund etc.). This connectivity type addresses the liquidity problem as they can use a CM’s balance sheet capacity to satisfy their cash VM requirements.

As mentioned earlier we believe that a key component of PSA clearing of OTC Derivatives is PSA’s access to cleared Repo markets to manage their liquidity and transform non-cash into cash available for OTC Clearing. In this space, LCH’s Sponsored Clearing model enable PSAs to access LCH’s RepoClear as a clearing member and get sponsored into the service by a bank who acts as a sponsoring agent. The sponsored members are then able to use the operational services of the sponsoring agent to post VM or pay VM directly as and when possible whilst still benefiting from all other functionalities which are offered to direct members. Hence, LCH’s Sponsored Clearing model can help addressing both liquidity management and operational capability issues that PSAs seem to have identified as major barriers to accessing central clearing facilities. Finally, the specificities of Repo markets at LCH S.A. allow having a Contingent Variation Margin (CVM) model (as opposed to VM) which enables non-cash to be posted as VM. For PSAs with limited access to place cash margin, this may ease the barriers to the cleared repo markets and further enhance the role of Cleared repo solutions to support PSA access to OTC clearing. 

Such models are however not feasible in the derivatives space as clearly explained in ESMA’s Consultation Paper where pass-through of VM is an important component of financial stability given potential long-term price fluctuations in these products: VM must be fulfilled in cash for derivatives in order  to provide valuation certainty in relation for long-dated contracts (see Q. 6). This is fundamentally different in the Repo market where maturities are often short-dated and the daily settlement of cash VM is not necessarily required as long as sufficient eligible collateral is available to satisfy daily market swings between counterparties. 

With regards to liquidity management, in a market-based Repo solution where VM doesn’t have to pass through a CM, we expect PSAs to be able to join as sponsored participants using LCH’s Sponsored clearing Model. We believe that a direct access supported by the Sponsored Model can significantly improve their access to Repo market liquidity and at the same time enabling smooth access to central clearing. 

LSEG agrees with the description of the challenges met by PSAs to post variation margin in cash, and we believe that this is one of the reasons why some PSAs have refrained from centrally cleared derivatives or becoming CCP members. As noted in ESMA’s report, a CCP’s risk framework does not permit posting of VM in non-cash collateral for derivatives. In line with our previous responses, the derivatives market which is characterised by long maturities and trade conducted in multiple currencies requires VM to be settled in cash on a daily basis due to the effect that daily price fluctuations can have on counterparties exposures. Such price swings can give rise to extensive market risk negatively impacting the risk profile of a CCP which is not the intention of the regulation as noted in ESMA’s report. 

In addition, LCH’s Sponsored Clearing model alleviate further membership requirements associated with a full CCP’s membership that prevent a PSA from becoming a direct member, such as:
· The obligation to post a Default Fund contribution, and the risk mutualisation to which this gives rise
· The liability towards further assessments in the event that the Default Fund is exhausted
· Obligations relating to the CCP Default Management Process, including the provision of hedges to the CCP to neutralise a defaulter’s open risk and the provision of bids to acquire the defaulter’s (hedged) portfolio
· A technologically and operationally intense relationship with the CCP, for example involving multiple margin calls per day

PSAs are typically unwilling or unable to take on these obligations as they may have statutory limitation on the ability to mutualise losses or cannot commit to acquire derivative books as a result of a CCP auction. They are generally not well-developed in terms of liquidity management and infrastructure to respond to frequent margin calls in cash. On this basis, CCPs and PSAs have worked on mutually acceptable access models which maintain the correct incentives for traditional members.<ESMA_QUESTION_CCSPSA_6>


: Do you have any data with respect to the value and/or share of cash holdings in PSAs’ portfolios? Can you provide estimates of how much those would need to be increased to service cash variation margin calls?
<ESMA_QUESTION_CCSPSA_7>
We refer ESMA to PSAs to provide data with respect to the value and/or share of cash holdings in PSA’s portfolios. <ESMA_QUESTION_CCSPSA_7>


: Do you have any data with respect to estimated changes in variation margin for your outstanding contracts for a +/- 1% parallel shift in the yield curve for: a) cash VM of centrally cleared contracts, b) cash VM for OTC contracts, c) bonds VM for OTC contracts, and d) for all your outstanding contracts?
<ESMA_QUESTION_CCSPSA_8>
We refer ESMA to PSAs to provide data with respect to estimated changes in VM for their outstanding contracts.<ESMA_QUESTION_CCSPSA_8>


: Can you provide data on the prevalence of acceptance of non-cash collateral in the context of bilateral OTC trades? And conversely on the limitations imposed by counterparties to post initial margins in the form of cash?
<ESMA_QUESTION_CCSPSA_9>
We refer ESMA to PSAs to provide data with respect to the prevalence of acceptance of non-cash collateral in the context of OTC trades. However, as noted in previous responses, the reason why VM for derivatives must be fulfilled in cash is primarily due to the need for valuation certainty on the long maturities of many swap transactions. It also accounts for the fact that swap portfolios typically contain trades in multiple currencies. Pass-through of VM is also a critical component of financial stability given potential long-term price fluctuations. As noted in Q5, this is different to the Repo market where maturities are often short-dated and the daily settlement of VM is not necessarily required as long as sufficient eligible collateral is available to satisfy market swings between counterparties.<ESMA_QUESTION_CCSPSA_9>


: Can you provide data on the size of the yield drag from holding cash buffers to service variation margin calls in cash? Possibly differentiating between drag from under-investment and costs of funding temporary high liquidity demands?
<ESMA_QUESTION_CCSPSA_10>
We refer ESMA to PSAs to provide data on the size of the yield drag from holding cash buffers to service VM calls in cash.<ESMA_QUESTION_CCSPSA_10>


: Are you (or are you aware of) a PSA which is a direct clearing member to a CCP? How have you addressed the issues regarding the posting of cash VM?  
<ESMA_QUESTION_CCSPSA_11>
LCH has existing PSAs that are using the Sponsored Clearing model to join the RepoClear platform as direct members. The sponsored members are then able to use operational services of the sponsoring agent to post VM cash on its behalf whilst still benefiting from all other functionalities which are offered to direct members. To this extend, LCH has onboarded Money Market Funds (“MMF”) which are active on the RepoClear platform and predominately long of cash collateral and can facilitate the transformation of securities into cash. <ESMA_QUESTION_CCSPSA_11>


: Can you indicate whether you have considered becoming a direct clearing member to a CCP for the purpose of clearing mandated contracts? If not, what were the reasons against becoming a direct member? Specifically, were there other considerations beyond the issue of cash variation margins?
<ESMA_QUESTION_CCSPSA_12>
We refer ESMA to PSAs to provide input as to whether they are considering becoming a direct clearing member to a CCP for the purpose of clearing mandated contracts.<ESMA_QUESTION_CCSPSA_12>


: Do you agree that the central clearing of OTC derivatives by PSAs by June 2023 at the latest is the ultimate aim? Do you agree that the entry into force of this requirement should be subject to regulatory and market developments enabling market participants to develop appropriate technical solutions within that period? Please elaborate on the reasons for your answer.
<ESMA_QUESTION_CCSPSA_13>
LSEG is of the opinion that central clearing facilities can bring important benefits to market participants, particularly through the provision of multilateral netting of trades, reduction of counterparty risk and last but not least enhanced financial stability. Many PSAs appear to have recognised this in the adoption of swaps clearing on a voluntary basis. Of those still taking advantage of the clearing exemption, although they recognise that their business models can be further improved through the provision of central clearing facilities, important challenges remain. 

In this context, we are supportive of the work undertaken by both ESMA and the European Commission to support those initiatives. With regards to private sectors initiatives, as noted in previous responses, LCH’s Sponsored Clearing model and RepoClear platform provide a solution for PSAs to effectively transform non-cash collateral to cash as well as an access to central clearing facilities. The model has been developed in close cooperation with PSAs to address liquidity, operational and risk management requirements.  

With regards to timelines as foreseen in the final text of EMIR Refit, we believe that the timeframe agreed (2+2) is sufficient to provide for a comprehensive solution for PSAs to use central clearing facilities. A number of possible solutions that have been identified already are discussed extensively in the next sections of this report. However, any decision should ensure sufficient time for the development of comprehensive solutions for PSAs to use central clearing facilities including the development of market-based Repo solution that can facilitate the collateral transformation required by PSAs and can withstand financial shocks thereby enhancing financial stability, as recently witnessed during the Covid-19 related market events. <ESMA_QUESTION_CCSPSA_13>


: In the hypothetical scenario where the exemption were to be made permanent, do you think that there would be a price handicap for less-liquid non-cleared contracts vis-à-vis the cleared alternatives? Can you provide estimates of the size of the price differential and the impact, also in terms of yield drag on PSA portfolios?
<ESMA_QUESTION_CCSPSA_14>
LSEG believes that in a hypothetical scenario where the exemption was to be made permanent, PSAs could be faced with higher frictional costs and lower liquidity for non-cleared trades than for those cleared with a CCP. A natural impact of this would be lower performance of the underlying portfolios for the end users of PSAs without access to cleared markets.
<ESMA_QUESTION_CCSPSA_14>


: Under the new regime provided in EMIR Refit with respect to the scope of application of the clearing obligation and the calculation of the positions, do you expect to be or not subject to the clearing obligation once the clearing exemption has come to an end?
<ESMA_QUESTION_CCSPSA_15>
We believe that further consideration on the clearing thresholds, particularly around the aggregation levels between group and fund level that have already been agreed, might be required to strengthen financial stability. This would ensure that regulatory compliance is consistent across the fund industry and circumvention of the clearing obligation is prevented.
<ESMA_QUESTION_CCSPSA_15>


: Do you agree with the pre-conditions for a workable solution as described in paragraph 51? Please elaborate on the reasons for your answer.
<ESMA_QUESTION_CCSPSA_16>
LSEG agrees with ESMA’s pre-conditions for a workable solution as described in paragraph 51. A workable solution for PSAs must strike the right balance between financial system resiliency and costs for PSAs. Financial stability must be ensured through the implementation of a robust solution that can be relied in both normal and stressed market conditions while minimising costs that would find their way to end-users. Furthermore, we believe that any solution that involves the participation of other market participants, must ensure that it does not add unnecessary risks or capital constraints which could impact other parts of the economy. 

We would note, however, that the private sector has developed appropriate solutions in close collaboration with PSAs to address their liquidity and operational concerns and also consider the market-based Repo solution to play an important role in the preferred solution for PSAs when comparing it with collateral transformation services offered by financial institutions (see Q5).
<ESMA_QUESTION_CCSPSA_16>


: Are there any other features that the solution should try and achieve?
<ESMA_QUESTION_CCSPSA_17>
We believe that all the features the solution should try to achieve are in included in ESMA’s report.
<ESMA_QUESTION_CCSPSA_17>


: Do you agree with the statement that no or few PSAs were onboarded with the status of clearing members, but instead clear as direct clients of a clearing member? Do you think that this situation may evolve in the coming years? Please elaborate on the reasons for your answer.
<ESMA_QUESTION_CCSPSA_18>
In line with our response to question 6, we share ESMA’s views in paragraph 65 on the reasons why most PSAs are currently not direct CCP participants. CCPs operate non-discriminatory membership criteria, however, membership criteria do come with strict obligations such as mutualisation, hedge provision and auction participation for all clearing participants which PSAs are often not able to meet due to their current structure. 

With regards to the introduction of the leverage ratio and benefits to clearing members’ balance sheet capacity, we do agree with ESMA that the changes brought by the BCBS on the leverage ratio treatment of client cleared derivatives and their reflection in CRR will alleviate some bank clearing members’ concerns on capital requirements. We believe that the use of transformation services provided by clearing members come with a number of other important and value-additive services including connectivity & operational familiarity and efficiency for CBs. Also, with regards to smaller PSAs, their connection through a clearing broker provides an important performance guarantee to the CCP in times of market stress. 

Balance sheet capacity can be addressed through sponsored clearing models, whereby PSAs can be sponsored into the CCP by a sponsoring agent is leverage ratio neutral for banks and PSAs accessing the CCP via this channel should effectively free some balance sheet capacity for additional funding for other parts of the market. We believe that a greater uptake of such CCP membership offerings can effectively support the greater growth strategies of national economies. <ESMA_QUESTION_CCSPSA_18>


: Do you agree that relying on collateral transformation services already offered by clearing members to their direct clients may be part of the solution? Please elaborate on the reasons for your answer.
<ESMA_QUESTION_CCSPSA_19>
LSEG believes that, collateral transformation by clearing members or by other third-party providers may well be part of the solution – a solution that is currently used by several PSAs. The extent to which those services could be used by PSAs vary depending on how robust operational processes are. An appropriate and adapted access to the cleared Repo market via Sponsored Clearing is also a core part of the solution for PSA and the wider market.
<ESMA_QUESTION_CCSPSA_19>


: To what extent has the constraint on the bank clearing members’ capital requirements been eased and now allows for their role of collateral transformation to be better fulfilled?
<ESMA_QUESTION_CCSPSA_20>
LSEG believes that, the recognition of client initial margin in the leverage ratio treatment of client cleared derivatives is an important step towards easing clearing members’ capital requirements. Furthermore, the wider adoption of sponsored clearing type of membership would alleviate constraints currently faced by banks and would also increase clearing capacity thereby leading to enhanced financial stability. <ESMA_QUESTION_CCSPSA_20>


: Do you think that modifying the calculation of the leverage ratio might have an impact on the offer on repo intermediation activities by banks and be a part of the solution? Please elaborate on the reasons for your answer.
<ESMA_QUESTION_CCSPSA_21>
In line with our response to question 20, we are of the opinion that, because Repo is a balance sheet intensive activity, the largest banks are driving the growth in repo, thanks to their ability to adapt most efficiently to regulatory demands. Constraints however, even for large market participants do exist therefore, any modification of the leverage ratio that can provide for more clearing capacity will be beneficial to the market as a whole. 

However, any further changes to the Leverage Ratio must be carefully considered as these could limit its function as a backstop to excessive leverage building. We believe that other changes could be proposed to incentivize clearing of SFTs for the buy-side and address existing regulatory barriers without building excessive leverage:
· Counterparty limits of 15% per counterparty for EU MMFs and 20% for UCITS/AIFs do not include a specific treatment for central counterparties (though they are the buyer and seller to centrally cleared trades)
· UCITS/AIFs that have received collateral via title transfer in a SFT are prohibited to pledge back this collateral to the provider, even if the collateral is held bankruptcy remote from the initial collateral provider
· UCITS are currently not allowed net exposures when using repo markets to raise cash to meet cash VM requirements from centrally cleared derivatives
· Insurers or pension funds which are direct members of the CCP are not allowed under Solvency II to apply the same preferential risk weights afforded to CMs under CRR II

Similar observations can also be found in the consultation report on “Incentives to centrally clear over-the-counter (OTC) derivatives A post-implementation evaluation of the effects of the G20 financial regulatory reforms – final report” by BCBS, CPMI, FSB and IOSCO (“FSB DAT report”) [footnoteRef:2]. The report demonstrated that G-SIBs that clear the majority of OTC derivatives client business were not constrained by the Leverage Ratio on a house level but at a client clearing level. 64.7% of all Client Clearing Service providers (CCSP) responded that the leverage ratio had a significant negative impact and 23.5% of respondents said there is some negative impact. This means that a large majority of 88.2% of responding firms see negative impact of the leverage ratio. [2:  FSB DAT Report, http://www.fsb.org/wp-content/uploads/R191118-1-1.pdf] 


CMs will be forced to fully or partially pass these increased capital costs down to their clients, making central clearing more expensive as the number of affected clients and products subject to clearing mandates continues to increase globally. Thus, recognizing IM in the exposure calculation would materially preserve and promote increased clearing capacity amongst clearing members including with the real economy without creating material additional capacity elsewhere. 

From a financial standpoint, recognition of IM posted by clients in the Leverage Ratio will not only appropriately calibrate costs to support the provision of client clearing services and incentivise more market participants to use centrally clearing facilities thereby reducing counterparty risk exposures in the system but also free up additional balance sheet capacity to be used for collateral transformation purposes to support PSAs.<ESMA_QUESTION_CCSPSA_21>


: Can you elaborate on issues you have encountered, or risks you perceive, in relying of clearing members to provide collateral transformation services, including transformation into cash to meet variation margin requirements? Is this a service that is available to you? If not, what are the obstacles?
<ESMA_QUESTION_CCSPSA_22>
As noted above, we believe that relying solely on collateral transformation offered by clearing members for cash VM is sub-optimal and that additional sources to obtain cash liquidity are beneficial. We view the good performance of the cleared repo markets in times of stress to be an excellent example of why PSA access to cleared repo markets would be beneficial and to be far less likely to suffer shortcomings as evidenced by the good performance of cleared markets in other asset classes when the bilateral market performance has dropped.
<ESMA_QUESTION_CCSPSA_22>


: What is your view on solutions based on collateral transformation via the repo market? Do you think that initiatives on collateral transformation solutions via the repo market constitute one possible solution? What other solutions are worth exploring?
<ESMA_QUESTION_CCSPSA_23>
We believe that the market-based repo is a viable solution and currently available at LCH to support the need of PSAs to transform securities collateral into cash.

LCH’s Sponsored Clearing models can provide improved access to repo market liquidity for PSAs. It enables buy-side funds to become a direct member of the CCP and sponsored into the service by a bank who acts as its sponsoring agent. In addition, To the points noted in our response to Question 5, key benefits of LCH’s Sponsored Clearing model are:
· Access to increased repo capacity (close to a EUR 4trn netting pool) through having access to a pool of over 100 Bank members
· Reduced operational burden – for instance the CCP documentation replaces multiple GMRAs.
· Significant operational benefits through settlement netting, and access to the CCPs Risk Management toolkit
· A choice of trading and settlement venues, and access to clear 14 Government Bond debt markets.

Furthermore, Custodial Segregated Accounts that are already available at LCH are designed specifically to cater for the needs of PSAs to overcome obligations that are associated with full membership such as mutualisation, hedge provision and auction. Non-cash collateral is posted and withdrawn via direct connectivity between the client and the CCP, thereby eliminating transit risk and improving collateral velocity. Ultimately, beneficial title of the non-cash collateral is retained by the client adding further transparency and enabling portability of collateral in case of a clearing member’s default.

The market-based repo solution might not be appropriate for every PSA, (due to infrastructure requirements, scale, cost etc).  However, smaller schemes may benefit from a wider adoption of cleared markets by PSAs as additional collateral transformation capacity should become available upon a wider adoption of central clearing solutions. <ESMA_QUESTION_CCSPSA_23>


: Do you think that the repo market is suitable for PSAs’ needs? If not, what are the impediments for PSAs to access the repo market? Please elaborate on the reasons for your answer, specifying if these are related to cost, operational complexities or regulatory constraints.
<ESMA_QUESTION_CCSPSA_24>
In line with previous responses, we view the market-based repo market to be a suitable solution for PSAs as it can provide a one-stop shop to satisfy their liquidity requirements. LCH’s deep liquidity pool available through its RepoClear services is not only able to deal with liquidity needs of PSAs particularly in times of stress, but also cost effective as borrowing costs are lower than OTC transformation services. It provides a high level of automation, thereby minimising the ancillary costs (staff, systems) required in respect of collateral and liquidity management. Sponsored models further reduce impediments as noted in Question 5.
<ESMA_QUESTION_CCSPSA_24>


: Do you have any data with respect to PSAs’ potential liquidity demand in business-as-usual? Also, do you have any data with respect to PSAs’ maximum liquidity needs in stressed market conditions?
<ESMA_QUESTION_CCSPSA_25>
[bookmark: _GoBack]We refer ESMA to PSAs to provide data with respect to potential liquidity demands in business-as-usual.
<ESMA_QUESTION_CCSPSA_25>

: Do you think that PSAs fulfilling their liquidity needs via the repo market will have strong implications on this market’s liquidity and procyclicality? Can you provide quantification of the risk of the likelihood of a failure of market-based repo solutions to meet PSAs’ needs? Under which conditions?
<ESMA_QUESTION_CCSPSA_26>
Cleared markets have proven extremely resilient in times of market stress. Recent market crisis are prime examples of the Repo markets resiliency during market stress.  In that respect, we don’t believe that PSAs using the repo market will have strong implications on the market’s liquidity and procyclicality. Heightened demand for cash (and for repo market access) could coincide with periods when the market is under stress, since stressed markets are to some extent defined by large price swings, however, as noted in previous responses the implementation of leverage neutral clearing models can reduce banks’ capital requirements which is of particular importance during stressed market conditions. 
<ESMA_QUESTION_CCSPSA_26>


: Do you think that there is agreement or evidence that the impact of the limitations of the solutions explored so far would be such that there is a need for devising and developing some form of emergency liquidity tools? If so, under which scenarios and how could such tools actionably and realistically be deployed?
<ESMA_QUESTION_CCSPSA_27>
LSEG agrees with ESMA’s report that emergency liquidity tools should be explored to address stressed market conditions under which PSAs will need to be certain of accessing sufficient cash to the required confidence and tolerances in all circumstances. We believe that supporting a cleared repo market solution will underpin stronger stress period performance while at the same time enhance financial stability by limiting the risk in the bilateral space. 

Regarding the use of CCPs’ access to central bank liquidity to address PSAs liquidity needs, we believe that, the risks associated with collateral transformation performed by CCPs could have adverse spill over effects into their provision of clearing services. 

We believe that key concerns with this proposal are the following: 
· The use of “emergency” liquidity provision by CBs does not fully address PSAs liquidity concerns as it could only be used under extreme market conditions
· EMIR clearly states that CCPs should have a risk management that is fully independent and does not rely in any way on the liquidity provided by any central bank, even as a last resort and any attempts to use those liquidity lines for purposes other than those intended could raise legal concerns
· Operational risk is not addressed but is rather shifted to CCPs who will have to handle the rehypothecation process 
· Intraday impact on the liquidity profiles of CCPs who will have to source cash collateral to cover their obligations towards the VM gainer
This does not seem to solve the problem for pass-through VM<ESMA_QUESTION_CCSPSA_27>


: In the hypothetical scenario where central banks extended liquidity support to PSAs, can you provide estimates of the costs, also in terms of infrastructure, ancillary requirements, and regulatory obligations that this option would entail? Can you express the cost in term of yield drag on PSAs performance, especially vis-à-vis the null option of increasing cash allocation in PSAs’ investment portfolios?
<ESMA_QUESTION_CCSPSA_28>
This is largely a matter for consideration between central banks and PSAs. LSEG believes that infrastructure and ancillary requirement costs to support such solution would be relatively small as the major building blocks are already in place. With regards to costs associated with the provision of central bank liquidity, we anticipate direct costs (of the transactions) to be limited because they would be short-lived despite being at unattractive terms relative to normal markets. On the other hand, although infrastructure costs are expected to be relatively low, we do believe that ancillary costs such as connectivity, documentation, credit assessment and maintenance to be potentially higher.
<ESMA_QUESTION_CCSPSA_28>


: What type / form of emergency liquidity tools do you think could be deployed? And whom should they be accessible to? In particular, is there any tool other that central bank liquidity that you would recommend to ESMA to consider?
<ESMA_QUESTION_CCSPSA_29>
As noted in ESMA’s report, any solution put forward to address liquidity needs in extreme market conditions should be such that prevents PSAs from accessing it under normal market conditions. In that respect we would envisage a solution whereby a central bank provides limited liquidity at deeper haircuts and higher cash rates than in normal circumstances. Providing liquidity through an intermediary FMI would be one way of ensuring that PSAs have exhausted all other viable options. 

With regards to the breadth of access to such facilities, this would be subject of debate, however baseline criteria must be uncontentious and apply across the board.
<ESMA_QUESTION_CCSPSA_29>
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