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Responding to this paper 
The European Securities and Markets Authority (ESMA) invites responses to the specific questions listed in the ESMA Consultation Paper - D Technical Advice under the CSDR, published on the ESMA website.

Instructions
Please note that, in order to facilitate the analysis of the large number of responses expected, you are requested to use this file to send your response to ESMA so as to allow us to process it properly. Therefore, please follow the instructions described below:
i. use this form and send your responses in Word format;
ii. do not remove the tags of type <ESMA_QUESTION_TA_CSDR_1> - i.e. the response to one question has to be framed by the 2 tags corresponding to the question; and
iii. if you do not have a response to a question, do not delete it and leave the text “TYPE YOUR TEXT HERE” between the tags.
Responses are most helpful:
i. if they respond to the question stated;
ii. contain a clear rationale, including on any related costs and benefits; and
iii. describe any alternatives that ESMA should consider
Naming protocol:
In order to facilitate the handling of stakeholders responses please save your document using the following format:
ESMA_ TA_CSDR _NAMEOFCOMPANY_NAMEOFDOCUMENT.
E.g. if the respondent were ESMA, the name of the reply form would be ESMA_ TA_CSDR _ESMA_REPLYFORM or ESMA_CE_AIFMD_ESMA_ANNEX1
To help you navigate this document more easily, bookmarks are available in “Navigation Pane” for Word 2010 and in “Document Map” for Word 2007.
Responses must reach us by 19 February 2015. 
All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input/Consultations’. 
[bookmark: _Toc335141334]Publication of responses
All contributions received will be published following the end of the consultation period, unless otherwise requested. Please clearly indicate by ticking the appropriate checkbox in the website submission form if you do not wish your contribution to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. Note also that a confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
[bookmark: _Toc335141335]Data protection
Information on data protection can be found at www.esma.europa.eu under the heading ‘Disclaimer’.
General information about respondent
	Are you representing an association?
	Yes

	Activity:
	Other

	Country/Region
	Europe



Q1: 	What are your views on the proposed basis for the cash penalty calculation? 
<ESMA_QUESTION_TA_CSDR_1>
ICMA agrees that penalties should be charged with respect to an appropriate reference price for the underlying security, regardless of the price used in the individual failing transaction. This will ensure consistency across the market and CSDs, and will provide fairness in the case of interdependent transactions (chains) where counterparties in the middle of such chains would otherwise be exposed to a possible mismatch between the penalty charged and the redistribution received.

However, to ensure this level of consistency and fairness, the appropriate reference price will need to conform to the following criteria:

(i) Reference prices will need to be available for all financial securities that fall into scope of the mechanism (note that many of these will not be securities issued within the EU).
(ii) It will need to be the same reference price for all in-scope CSDs conforming to the penalty mechanism, and should therefore be determined and communicated centrally.
(iii) It should be adjusted daily to reflect market movements.
(iv) It should represent an accurate and fair market price. It should be noted that this may prove difficult in the case of less liquid securities that are seldom quoted on a trading venue, or which do not trade on a daily basis. A means of establishing a fair price for such securities will need to be established to avoid disputes.
It may be necessary for ESMA, or another delegated independent body, to take responsibility for publishing a daily list of all in-scope securities as well as the appropriate reference price to be applied by all in-scope CSDs.

ICMA also agrees that where the disappointed receiving counterparty does not accept a partial delivery from the failing counterparty, the penalty should only apply to the missing financial instruments or the missing part of the cash. 
<ESMA_QUESTION_TA_CSDR_1>

Q2:	What are your views on the proposed approach regarding the categories of financial instruments and the penalty rates? In particular, do you consider that these penalty rates could dis-incentivise trading in small caps? Please provide evidence to support your views.
<ESMA_QUESTION_TA_CSDR_2>
ICMA appreciates that in drafting the proposed approach regarding categories of financial instruments and the penalty rates, ESMA needed to consider a simple, easily implementable, cost effective approach, while balancing the sufficient incentives and deterrents to cure fails. From this perspective, it is very difficult to design a mechanism that will be appropriate for every security under every market condition.

Categories of financial instruments and penalty rates

ICMA’s members are largely agnostic both to the proposed categories of instrument and penalty rates, at least from the perspective of fixed income securities. It is broadly felt that until the mechanism is implemented, it is difficult to assess what the impact could be on settlement efficiency, or for any potential increases in market-making spreads that may need to be passed on to investors. It has been noted by some members that if the rates are set too low, then this may have no impact on improving settlement efficiency. Conversely, if they are set too high, this could have a negative impact on liquidity in the securities lending and repo markets, which could have a detrimental impact not only for market liquidity and pricing for certain securities or asset classes, but could also reduce settlement efficiency (this point is discussed in more detail in the following section). Therefore, the general view of ICMA members is that there may need to be a period of review and impact assessment after the introduction of the penalty mechanism that could result in the revision of the applied penalty rates, and possibly a broadening of the categories of instrument (this is discussed more in the response to Q3).

Securities lending

An important consideration in building a penalty mechanism is the likely impact on the securities lending market. AS ESMA will be aware, institutional lenders of financial securities, either lending directly or via their custodian banks or agency lenders, play an important role in enhancing settlement efficiency, primarily by facilitating the short covering of market-maker sales, or allowing counterparties in chains of interconnected transaction fails to ‘break the chain’ and cure the fail. A key component of the overall efforts to improve settlement efficiency will be the need to support and encourage a conducive market environment for securities lending (including repo) by holders of securities.

[bookmark: _GoBack]These lenders generally provide securities to the market for relatively small spreads (often less than 10bps annualized in the case of ‘easy’ or ‘general collateral’ securities), which in turn, across a portfolio of securities will only add a small incremental enhancement to their returns. Given the relatively low risks and administration costs associated with securities lending, many holders of securities therefore elect to lend, but this is, relative to their general investment business, a marginal decision.

Cash penalties will create an additional risk to the lending of securities. Even where the probability of failing on the first-leg of a lending transaction is relatively small, if the penalty rate is considered too high, even the most negligible possibility of a one-day fail (say due to an administrative error), could render the transaction uneconomically viable. For example, consider the case of a lender of an ‘easy’ liquid stock for 10bps, who runs the risk of failing for one day and being charged with an equivalent fine of 360bps. This risk-to-cost consideration may mean that a significant number of lenders reconsider their willingness to lend securities, which in turn could be counterproductive in terms of achieving the objective of improved settlement efficiency. ICMA notes that this point is highlighted and discussed in more detail the ISLA response, and would support many of the concerns outlined by their members.

Therefore, in setting the appropriate cash penalty rates, ESMA will not only need to balance the appropriate incentives to cure fails and provide deterrents to failing, but in turn will need to ensure that the securities lending market is not severely impaired.

<ESMA_QUESTION_TA_CSDR_2>

Q3:	What are your views on the proposed approach regarding the increase and reduction of the basic penalty amount?
<ESMA_QUESTION_TA_CSDR_3>
ICMA appreciates ESMA’s approach to calibrating a penalty rate that is consistent with, and possibly higher, than the cost of borrowing the failed financial instrument. However, as ESMA notes in the Consultation Paper, the financing rates for financial instruments are not only security specific (rather than asset specific), but are also dynamic and therefore unpredictable. As discussed, the impact on securities lending also needs to be considered in this context.

Given the need for a simple, security-type based, relatively static model, it is inevitable that there will be security specific situations where the applied penalty rate will be less than the market repo or lending rate, thereby providing a perverse incentive to fail. In evaluating the overall calibration of the mechanism, it will be important for ESMA to identify and monitor such incidents. Similarly, it will be important to monitor the impact of cash penalties on the securities lending market, and where this may be detrimental to the supply of certain securities or asset types. This would warrant the case for a periodic review of the applied rates (and possibly categories of instruments) and a possible recalibration of the model to improve the overall impact on settlement efficiency.

ICMA would certainly advocate a review of the penalty rates before the first twelve months of the implementation of cash penalties. To asses better the impact of rates, and to exclude other, less predictable influences on settlement discipline or securities lending and repo liquidity, ICMA would further recommend that during this first review period mandatory buy-ins not be implemented. This would allow for the development and calibration of an effective cash penalty system without the additional market stresses and liquidity impacts of a mandatory buy-in regime (see response to Q7 in the Consultation Paper on Technical Standards).

<ESMA_QUESTION_TA_CSDR_3>

Q4:	What are your views on the proposed approach regarding the cash penalties in the context of chains of interdependent transactions?	
<ESMA_QUESTION_TA_CSDR_4>
ICMA fully agrees with the principle that in the case of interconnected transactions the amount of the penalty charged should be equal to the amount redistributed. To do otherwise would subject counterparties in the middle of a chain to the risk of being charged and credited different amounts, despite being effectively ‘flat’. 

As discussed in the response to Q1, this will require a harmonized and consistent approach to establishing daily reference prices as the basis for the penalties to be applied across all CSDs.
<ESMA_QUESTION_TA_CSDR_4>

Q5:	Do you agree with the proposed frequency of one year for the assessment of the substantial importance of a CSD in another Member State?
<ESMA_QUESTION_TA_CSDR_5>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_TA_CSDR_5>

Q6: 	What are your views on the proposed indicators? 
<ESMA_QUESTION_TA_CSDR_6>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_TA_CSDR_6>

Q7: 	What are your views on the proposed thresholds?
<ESMA_QUESTION_TA_CSDR_7>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_TA_CSDR_7>

Q8: 	Do you believe that the proposed indicators and thresholds are relevant in the case of government bonds? If not, please provide details and arguments.
<ESMA_QUESTION_TA_CSDR_8>
TYPE YOUR TEXT HERE
<ESMA_QUESTION_TA_CSDR_8>

image1.jpeg




image2.jpeg
x X %

* *
European Securities and
ol esm Markets Authority
* *
* *

+




image3.jpeg




