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Introduction to Cardano

Cardano Risk Management B.V. (‘Cardano’) providesovative risk management solutions
to institutional clients to help them achieve thanategic financial objectives. Our clients are
predominately European pension funds and insuraocepanies. We frequently execute
OTC derivative trades on behalf of clients to dssigh the mitigation of risks that are
inherent to their liability structure. Annually, @®no executes on an agency basis around
€80-90 billion in interest rate, inflation, equdgrivatives and foreign exchange derivatives.

General comments on the Consultative Document

Cardano is pleased to have had the opportunitpmiribute to the consultative process. Our
objective is to work with regulators to achieve thiejectives of increased stability and

transparency of derivatives markets such that deves remain an cost effective tool for
prudent financial risk management. Our input isuked on achieving the right cost/benefit
balance between the goals set by the G20 and prmgebe financial security of stakeholders
such as pensioners. Before answering your quesiiensant to take the opportunity to make
some general remarks in relation to the currenteldgwnents in the regulation of OTC

derivative contracts.

The general objectives of the new regulation arel dlesire for increased stability and
transparency of the financial markets are legitendtut we are concerned about how it is
achieved and what the effects are on our clierds tise OTC derivative contracts as risk
mitigating instruments.

The proposal outlines two objectives for marginofghon-centrally cleared derivatives, i.e.

the reduction of systemic risk and the promotiorcefitral clearing. We are concerned that
the proposal does not fully describe the criteniat twill be used to measure whether these
objectives are achieved. With respect to the reoluaif systemic risk we would argue that

the exchange of variation margin is the most ctisteve way to manage counterparty credit

risk and to reduce systemic risk. For pension fumdselieve that the marginal reduction of

credit risk and therefore the marginal reductionsgétemic risk achieved by exchanging

initial margin (also considering the need to legakgregate initial margin), does not justify

the significant negative liquidity impact such iaitmargin requirements would systemically

impose.

With respect to the promotion of central clearing are concerned that regulators are
insufficiently transparent in how they envisage finectioning of the non-cleared derivatives
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market in the future. Many types of derivativestthee actively used for risk management
purposes are proving very difficult to clear, forample inflation derivatives. If margin
requirements for non-cleared derivatives are oveulyitive then there is a concern that such
derivatives will never become sufficiently matuneliquid to quality for clearing and worse
case, cease to exist. If it is indeed the intentibregulators to create an environment where
the use of non-cleared derivatives is discouragedllacost then this should be clearly
communicated. This will allow markets and end-usersbetter prepare for such a new
paradigm aiding a smoother (yet not less painfaidition. In our view discouraging the use
of OTC derivatives for the purposes of exercisiogral risk management is undesirable.

We are of the opinion that if initial margin reqements are established for non-centrally-
cleared derivatives then these should be establlishe risk based approach that reflects the
credit worthiness of an entity. We feel that thelamability of initial margin requirements
needs to be fair and consistent when determininghwtypes of institutions contribute to
systemic risk and which end stakeholders shouldi@athe reduction in systemic risk. Under
the IORP Directive, European pension funds areicésd in their use of derivatives to solely
for the purposes of managing the risk inherenthieirt pension obligations. Most pension
funds exchange daily/weekly variation margin with diversified group of bank
counterparties. Additional initial margin requirem for non-cleared derivatives will require
pension funds to invest in a higher amount of higiality assets as well as substantially
invest in additional collateral management infrastire. Collateral scarcity is expected to
negatively impact returns on high quality assetse T@rag on investment returns resulting
from the need to post initial margin will effectlyeaesult in lower pensions and therefore we
believe that the costs related to exchanging Initiargin are not justifiable relative to the
benefits achieved for pensioners. Given the noerbeyed nature of pension funds combined
with their prudent regulatory framework, we advecat complete exemption for pension
funds of the initial margin rules proposed in then6ultative Document so that the
creditworthiness of pension schemes is fully refdc We support the principals of
daily/weekly exchange of variation margin.

From an implementation perspective it should nosdéhat initial margin requirements result
in an increase of counterparty credit risk. Forstheéason we support the principle that
collateral posted as initial margin is not subgectehypothecation and is held in a sufficiently
bankruptcy remote manner. We are concerned abeugxtent current local insolvency laws
provide legal certainty in relation to the segregatof collateral and propose that other
models such as pledging of assets are considehedcUrrent proposal considers in our view
insufficiently how a robust and transparent opegatramework for the exchange of initial
margin is maintained. Specifically we question &hdity of each local regulatory to approve
initial margin models for each asset class andhatvextent this avoids regulatory arbitrage.
In addition to this we do not understand how the&hexge of initial margin will be
transparent to the regulator and the involved cenpairties if the applied initial margin
models can result in the different margin callstfoe same portfolio. We recommend that the
Working Group also establishes clear objectives\vasion around the operational framework
of initial margining requirements for non-clearestidatives.

For more information please contact:
Nicole Grootveld, COO Cardano NL
+31 (0)10 243 4324
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Detailed response on the questions

Q1. What is an appropriate phase-in period for thenplementation of margining
requirements on non-centrally-cleared derivative€an the implementation timeline be set
independently from other related regulatory initiaes (eg central clearing mandates) or
should they be coordinated? If coordination is desgble, how should this be achieved?

We have two main concerns regarding the phasirgj-imargining requirements. Firstly we
are concerned that the requirements for non-cletnades that are proposed are overly
burdensome and that if they are implemented asdhee time as clearing becomes obligatory
then this will not incentivise clearing but willa@lly prevent it. Rationale is that many OTC
derivative types are very effective in their usé¢ twrrently not clearing eligible. Dealers are
still in discussion with central clearing parties which types of derivatives can become
clearing eligible. Our concern is that the hightcassd burden of applying bilateral initial
margining on all market participants will incensiei many participants to stop using such
products. This in turn would negatively impact tharket liquidity of such products and will
effectively make it impossible for such instrumett®ver meet clearing requirements.

Our second concern is the timeframe in which opmrat infrastructure changes need to be
made. In general we are concerned that, withincat smplementation timeframe, there is
insufficient knowledge, infrastructure & serviceopiders and clarity in insolvency laws to
effectively support the segregation of initial margn all jurisdictions for all market
participants. The appropriate length for phasedragas needed for changes in the setup of
operations typically depend on the current infrattire and is thus user specific. Most
market participants will have to make substantigestments in both infrastructure as well as
staff education. Assuming a firm has existing daigriation margining in place for each
ISDA/CSA relationship then (considering that thegass for initial margin is a separate but
similarly intense process) the collateral managemtaif would need to be doubled. This is
purely the estimated impact on daily operations$f stad excludes other staff that may be
required to manage collateral availability and idity. This further ignores additional
operational staff (and training) that is requiregtipport mandatory clearing and reporting.

We strongly recommend that a requirement for ihitizargining of bilateral trades is
implementedonly after the market has adopted mandatory clearindeaf/atives and that a
sufficient amount of uncleared derivatives typeat tburrently in the pipeline to become
clearing eligible, actually become cleared. Onlgrthwill the true impact of clearing on
operations, liquidity, systemic risk, etc be knoamd will these significant changes to the
derivative market be manageable for users. In wWay lessons can be learned from the
effectiveness of the central clearing obligatiom d@ime true need for a ‘stick’ to incentivise
clearing is known.

Q2. Should foreign exchange swaps and forwards wéthmaturity of less than a specified
tenor such as one month or one year be exemptedanfrmargining requirements due to

their risk profile, market infrastructure, or othefactors? Are there any other arguments to
support an exemption for foreign exchange swaps dadvards?

Foreign exchange forwards and swaps (‘FX contrpet® instruments that can give rise to
credit exposures from one party to another. Evenugh a FX contract involves mutual
obligations, an ‘a-symmetric’ value of the contraen build up creating an exposure from
one party to the other. The amount of potentiaditreisk is related to the underlying
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volatility of the currency as well as the tenortioé instrument. From this perspective there is
thus no reason to exclude these instruments imgetp credit risk management techniques.

Q3. Are there additional specific product exemptgnor criteria for determining such
exemptions, that should be considered? How wouldctsuexemptions or criteria be
consistent with the overall goal of limiting systérnrisk and not providing incentives for
regulatory arbitrage?

The source of credit risk should not influence dnedit risk management process. If the
general consensus is that risk mitigation techrégaee required and that the amount of
acceptable credit risk is zero for all participatiten there should be no product specific
exemptions. In our view exemptions should be ugerciic rather than product specific,

established on the basis of the risk charactesistithe user rather than the product’s.

Q4. Is the proposed key principle and proposed riegment for scope of applicability
appropriate? Does it appropriately balance the pgligoals of reducing systemic risk,
promoting central clearing, and limiting liquidity impact? Are there any specific
adjustments that would more appropriately balantes$e goals? Does the proposal pose or
exacerbate systemic risks? Are there any logistmabperational considerations that would
make the proposal problematic or unworkable?

We support the goals of reducing systemic risk prmmoting central clearing, however we
feel that more distinction is required in the apgiion of obligations to justify the cost/benefit
of achieving the goals. Specifically we do not &ed that the term ‘financial entity’ is

sufficiently granular to distinguish between thosatities that are systemically risky

themselves and those that contribute to systemic due to their use of derivatives. We
recommend that more consideration is given to holiC Qlerivatives are used (i.e. risk

increasing versus hedging), the financial leveragé systemic importance of the user and
number of derivatives used. This can be achievedytmyping market participants into

various categories of riskiness instead of havingaaticipant specific approach (e.g.

differentiate between pension funds and hedge flnudsnot between two specific pension
funds).

Pensions funds are similar to non-financial ertiiie that they require OTC derivatives for
cash flow hedging purposes. Pension funds are ptiadlg regulated and not leveraged and
most pension funds exchange daily variation mangith a diversified group of bank
counterparties. Smaller pension funds generallycaee only a handful of derivatives
transactions so that the amount of infrastructieeded to be compliant with the proposed
regulation will likely force them to stop using OTderivatives altogether. If the applicability
does not appropriately distinguish between larggauef derivatives and smaller users, then
we foresee that many smaller financial entitied stibp hedging and take on more financial
risk, creating more financial instability for itsx@ stakeholders. Another consequence of
higher infrastructure costs will be that the bagir entry to the investment industry will
rise and consolidation will occur, creating morstseynically large institutions that are too big
to fail.

Currently the exchange of variation margin is wydatcepted and cost effective means of
mitigating counterparty credit risk and there idfisient market standardisation in theses
operational processes. There is however at thimend no market standard practices for the
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two-way exchange of initial margin on a segregabedis. In our opinion the proposal
provides insufficient clarity about which marketi@pants would be deemed responsible for
controlling the daily calculation of initial margiperforming the market valuation of posted
collateral and determining the acceptability of tedscollateral subject to specific collateral
criteria/haircuts. We are concerned about the faat the current proposal enables each
market participant to define its own initial margitodel. This creates difficulties for market
participants to control the initial margin calcutets of counterparties and differences will
arise in the initial margin calculations for thereaportfolio of derivatives transactions. We
strongly believe that this is conflicting with tlobjective to create more transparency in the
financial markets and a reduction of systemic risk.addition we do not believe local
regulators will be capable of performing its tasis approving models and ensuring
compliance to bilateral initial margin requiremenfBhere is a strong likelihood that
regulatory arbitrage will occur in terms of initialargin models being approved in different
jurisdictions. If (still) initial margin would bentroduced, we recommend that a standardised
approach is taken to initial margin models and mepecific guidance is provided on the
operational and logistical aspects to ensure régyl@ompliance and a level playing field.

In the current structure there is a substantidedihce between sell and buy participants in
the liquidity management experience and tools ab&l to effectively manage initial an
variation margin collateral requirements. Speaific banks/broker-dealers have access to
central banks as a means of mitigating contingeptidity risk while other end users of
derivatives do not. To the extent that more bualg garticipants are required to post margin,
consideration should be given to what extent sutthies should also be granted access to
central bank funding when repo markets or banknitihigy is unavailable. This would help to
reduce the increased liquidity risk stemming framy additional margin.

Q5. Are initial margin thresholds an appropriate &b for managing the liquidity impact of
the proposed requirements? What level of initial gan threshold(s) would be effective in
managing liquidity costs while, at the same timegtiresulting in an unacceptable level of
systemic risk or inconsistency with central cleagiimandates? Is the use of thresholds
inconsistent with the underlying goals of the margirequirements? Would the use of
thresholds result in a significant amount of regulary arbitrage or avoidance? If so, are
there steps that can be taken to prevent or lirhistpossibility?

We are uncertain about the use of initial margiregholds in terms of effectiveness in
managing liquidity costs and limiting systemic ridke feel that systemic risk will not be
reduced by applying initial margin requirementdbtiateral trades instead systemic risk will
only be transformed from systemic credit risk teteynic liquidity risk.

Here we would like to distinguish between singlepmse liquidity and multiple purpose
liquidity. If initial margin is exchanged and fullsegregated, it is by definition ring fenced
and only released in the event of default of th&yerAs a consequence this liquidity will not
be available to prevent the default of the entitger other periods of (short term) financial
stress. For this reason we remain concerned albeutiquidity impact of the proposed
requirements for the industry as a whole and thefiectiveness of reducing systemic risk.

Q6. Is it appropriate for initial margin thresholdso differ across entities that are subject to
the requirements? If so, what specific triggers wdwe used to determine if a smaller or
zero threshold should apply to certain parties tonan-centrally-cleared derivative? Would
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the use of thresholds result in an unlevel playifigld among market participants? Should
the systemic risk posed by an entity be consideaggrimary factor? What other factors
should also be considered? Can an entity’s systensk level be meaningfully measured in
a transparent fashion? Can systemic risk be measuog proxied by an entity’s status in
certain regulatory schemes, eg G-SIFls, or by tleyél of an entity’s non-centrally-cleared
derivatives activities? Could data on an entity’srivative activities (eg notional amounts
outstanding) be used to effectively determine anitgis systemic risk level?

To help ensure a level playing field among markatipipants we are of the opinion that

initial margin requirements should be establishedaorisk based approach reflecting the
credit risk an entity represents. However, as meetl in our response to Q4, such an
assessment on an entity by entity basis will bensive. Therefore we feel that it is

appropriate to use thresholds as a means to disimgoetween the credit riskiness of
different types of entities. Thresholds can berdafiwith a set of simple criteria such as type
of entity. It should not be the case that more laged and thus by definition higher credit
risk entities should have a higher threshold than-leveraged entities such as pensions
funds.

Under IORP Directive, European pension funds astricted in their use of derivatives to the
sole purpose of managing the risk inherent in tipginsion obligations. Given the non-
leveraged nature of pension funds combined withr gfredent regulatory framework, we feel
that the threshold for such entities should be g¢bhahno initial margin should be posted for
non-cleared derivatives. The majority of the pendunds that use OTC derivatives have
ISDA/CSA’s in place that govern the transfer ofiggaon margin to cover for the current
credit risk exposure of their OTC derivatives. Tharginal reduction in credit risk that comes
with the additional posting of initial margin domst justify the associated costs and drag on
investment returns. As such we advocate a compgeeeption for pension funds of the
initial margin rules proposed in the ConsultativecDment to reflect the creditworthiness of
pension schemes.

Q7. Is it appropriate to limit the use of initial argin thresholds to entities that are
prudentially regulated, ie those that are subjeoct $pecific regulatory capital requirements
and direct supervision? Are there other entitiesathshould be considered together with
prudentially-regulated entities? If so, what are ¢ and on what basis should they be
considered together with prudentially-regulated drgs?

The fact that a firm is prudentially regulated @& im itself a measure of credit worthiness or
systemic importance. There is no evidence thatlaggn entities have a lower risk of default.
We prefer that criteria should be sufficiently risksed and that in doing so risk elements
such as an entities’ financial leverage, the unytlegl use of derivatives, etc are taken into
consideration. For example both banks and a penkiods are prudentially regulated
however banks are deemed to be of considerablyehigtedit risk. A further distinction
should be made between systemically important iestiand not systemically important
entities. See also our answer to Q4.

We believe that thresholds should reflect the ¢dmnefit of initial margin. There are many
market participants that are systemically irreldvand have a relatively small amount of
OTC derivatives outstanding. High capital costsnon-cleared OTC derivatives will make
them less attractive creating a sufficient incemfior clearing. However many small (buy and
hold) users of derivatives are considered unddsiraients by clearing member banks. Also
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the cost of clearing for small users of derivativeselatively excessive due the minimum
amount of infrastructure required. If it is an attjees of the EMIR regulation is to prevent
(smaller) entities from trading derivatives on dat@ral basis altogether they should be
transparent about this and stipulate this as adatgy objective. It should be noted however
that the exchange traded derivatives market doegrowide effective alternatives to the OTC
market for risk mitigation purposes.

Q8. How should thresholds be evaluated and spedffieshould thresholds be evaluated
relative to the initial margin requirement of an ggoved internal or third party model or
should they be evaluated with respect to simpledanore transparent measures, such as
the proposed standardised initial margin amountsPeAhere other methods for evaluating
thresholds that should be considered? If so whaeahey and how would they work in
practice?

We foresee a logistical problem with respect to ¢heation, approval and maintenance of
product specific initial margin calculation mode¥§¥e do not feel that it is efficient from an
industry perspective, nor desirable from a reguatobitrage perspective, to have each local
regulator approve entity specific initial margin dets per product type. A more efficient,
market consistent and regulatory transparent appreauld be to have ESMA publish a
centrally approved set of initial margin models ttheth local regulators and industry
participants could access. It is not realistic xpezt entities or regulators to ensure that
sufficient margin has been posted if the calculstiare not market transparent. We also
question the ability to have independefitgrty/tri-party solutions if each counterpartyato
portfolio has a different calculation approachrtiial margin.

In the central clearing space, central countemgmrpublish their margin models and all
participants are subject to the same initial maigafculation. This makes central clearing
margining transparent. The regulators must be atetireir objectives for transparency when
it comes to initial margin calculations in the b#ieal space. This is because a lack of
transparency in margin requirements will immediegsult in a lack of transparency in the
market prices of derivatives. We do not support st@endardised approach as we are
concerned that smaller firms, that have insuffitiequantitative resources will be
disadvantaged from an initial margin perspectiveilavithese are by definition of less
systemic relevance. We believe that ESMA has tlspamsibility for supporting a level
playing field enabling all parties to meet reguigteequirements.

Q9. What are the potential practical effects of tegng universal two-way margin on the

capital and liquidity position, or the financial hadth generally, of market participants, such
as key market participants, prudentially-regulateshtities and non-prudentially regulated

entities? How would universal two-way margining ait current market practices and

conventions with respect to collateralising cre@xposures arising from OTC derivatives?
Are there practical or operational issues with resy to universal two-way margining?

We expect that a requirement for posting of initrergin in relation to OTC derivatives will
negatively impact the financial health of pensiands that use OTC derivatives as a means
of practicing sound risk management. Those hawagdcale risk management practices may
choose to stop using derivatives and subject std#tets to more instability in terms of
investment outcomes. The financial consequence®bhedging are mostly felt in tail risk
events such as a sudden and large drop in assetsvdl is very difficult for pension funds to
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financially recover from such events. OTC derivasiare currently the most effective way to
hedge such events. As such we believe that disgimgrgpension funds from using OTC
derivatives is undesirable.

The requirement to post initial margin will by dafion change the composition of the
investment portfolio which in turn will result iroWwer net asset returns and lower pensions.
Pensions funds tend to naturally hold an amouhigif quality collateral assets and these are
currently used to meet variation margin requirerment bilateral agreements. Given the
contingent liquidity nature of variation margin,etlassets held as collateral must be high
quality either to transform into cash via the reparket for meeting margin calls from the
central clearing house or for delivery into bilale€CSA requirements. The collateral required
for initial margin will be by definition be in aditn to that allocated for variation margin.

Given that the supply of such high quality collateassets will most likely be scarce, the
return on such assets will by definition continadoé suppressed. The financial consequences
of lower asset returns in combination with holdiaghigher amount of such assets will
materially impact the financial health of pensiomds. This was one of the key reasons why
pension funds requested to be exempt from the aerigraring obligation under EMIR. The
financial consequences are such that not onlyiteks<ation for pensioners will be achieved
but also more uncertainty regarding the availabibf sufficient funds to meet pension
obligations. This will also have substantial andbgil impact on the economy.

Q10. What are the potential practical effects ofqrering regulated entities (such as
securities firms or banks) to post initial margirotunregulated counterparties in a non-
centrally-cleared derivative transaction? Does thipecific requirement reduce, create, or
exacerbate systemic risks? Are there any logistmabperational considerations that would
make the proposal problematic or unworkable?

As long as collateral is fully segregated and toivency laws of the specific jurisdiction
provide legal certainty in the segregation of dellal then there should be no reason why
regulated entities cannot post initial margin famscleared transactions entered into with
unregulated counterparties. In our view such a wabelld reduce systemic risk given for
example the systemic importance of banks.

Q11. Are the proposed exemptions from the margigugements for non-financial entities
that are not systemically important, sovereignsdéor central banks appropriate?

Non systemically important entities (like pensiamds), sovereigns and central banks should
be exempt from initial margin requirements for rommtrally-cleared derivatives. The
economic costs of implementing certain margin regquents for sovereigns and central banks
will by definition be passed on to taxpayers. Givleat sovereigns and central banks are low
risk from a credit risk perspective, the costs lgladng do not justify the benefits to end
stakeholders and for that reason we support theametion. Similarly such costs will be
incurred by other less credit risky market paréifs and be passed on to end stakeholders
such as pensioners. We feel that the applicalohtinitial margin requirements needs to be
fair and consistent when determining which typesnsfitutions contribute to systemic risk
and which types of end stakeholders should pathreduction in systemic risk.
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We recommend to also create the possibility foitiestto choose to maintain OTC positions
without initial margin but with a range of banks maging credit risk via diversification and
where appropriate, the daily exchange of variati@ngin.

Q12. Are there any specific exemptions that wouldt rompromise the goal of reducing
systemic risk and promoting central clearing that@uld be considered? If so, what would
be the specific exemptions and why should they bresidered?

We assume that exemptions shall be relative to armm related to risk contribution or
riskiness on classes of entities. It should noddoéhat leveraged, high risk entities are exempt
while low risk, non-leveraged entities are not. Ngtrould small users of derivatives be
expected to invest in substantial infrastructuremvkhe cost involved is too high relative to
the risk that would be hedged via OTC derivativ¥e® recommend that legislators focus on
the major swap participants using trade reposiaitg to identify these.

Q13. Are the proposed methodologies for calculatimgtial margin appropriate and
practicable? With respect to internal models in paular, are the proposed parameters and
prerequisite conditions appropriate? If not, whapproach to the calculation of baseline
initial margin would be preferable and practicablend why?

In determining the initial margin requirements vggege to the non-switching possibility: once
chosen for a certain approach (i.e. model or stahfitam) a party should not be permitted to
switch approach back and forth whenever deemedrdhl@ In terms of the model based
approach we call for full disclosure of the modesumptions and inputs used as a means of
being able to control if sufficient margin has beasted.

The rules suggested for determining baseline Intiargin do not necessarily create a level
playing field with cleared trades. Some of the tagsiinciples in determining the initial
margin amount differ.

= For example, we consider the 10 day close out gea® too conservative. In the
cleared space, LCH for example accounts for a Sctizse out period. For end-users,
who are granted a 2 day portability window, thignslates into a 7 day close out
period.

» Lengthening the close out period results in highéral margin requirements and a
higher drain on market liquidity

= In general it is easier to close out derivativeshie non-cleared environment than in
the cleared environment and this was proven irdéfault of Lehman Brothers.

In addition to this we feel the need to expressammcerns about the overall liquidity impact
the proposal might have. The chosen methodologmséde point to an overly conservative
approach in determining the initial margin: conséie close out periods, the absence of
diversification benefits across asset classesptaaequisite for initial margin models to be
calibrated over a periods of financial stress togetwith the lack of multilateral netting
opportunities inherent in bilateral space (as opdo® clearing) all point to a substantial
negative impact on overall liquidity.
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Q14. Should the model-based initial margin calculats restrict diversification benefits to
be operative within broad asset classes and nobasrsuch classes as discussed above? If
not, what mitigants can be used to effectively de#h the concerns that have been raised?

We consider the proposed approach of not acknowlgdany diversification benefits across
asset classes as too conservative which resultsmecessarily high collateral needs. We
recommend that this point is taken into account rwkiefining asset classes to enable
appropriate netting.

Q15. With respect to the standardised schedule, tre parameters and methodologies
appropriate? Are the initial margin levels prescel in the proposed standardised schedule
appropriately calibrated? Are they appropriatelyski sensitive? Are there additional
dimensions of risk that could be considered for lasion in the schedule on a systematic
basis?

We consider the proposed standardised schedule tosbfficiently calibrated with models
that are currently used in the clearing space berosimilar available models which in our
view contradicts with the aim of creating a levigypng field.

One advantage of a standardised schedule is thatmpaal and regulatory transparency in
managing and controlling initial margin requirengenthese benefits can only be achieved if
all participants utilise the same initial marginlccéation per asset class. The regulatory
objectives need to be clearly communicated in tesfrecchieving mathematical correctness of
models versus operational/logistical effectivenessd regulatory transparency. If the
objective is the latter then we consider the curstandardised schedule to be insufficiently
granular in terms of maturities and underlying a$gges. To achieve operational/logistical
effectiveness and regulatory transparency we stigipd the standardised schedule be
calibrated with market models and involve simplenfolas instead of absolute amounts.
Another approach is to have ESMA approved modelsdch asset class which are accessible
for market participants.

Q16. Are the proposed methodologies for calculatwveyiation margin appropriate? If not,
what approach to the calculation of baseline vaili@t margin would be preferable, and
why?

We support the proposed methodologies for calamgdatariation margin.

Q17. With what frequency should variation margin paents be required? Is it acceptable
or desirable to allow for less frequent posting ofariation margin, subject to a
corresponding increase in the assumed close outizam that is used for the purposes of
calculating initial margin?

Daily exchange of variation margin is the most effee in terms of mitigating credit risk.
However for smaller parties the operational effiortolved with daily margining can be
taxing. Weekly exchange of collateral managememissidered to be a market acceptable
solution to ensure that smaller entities can opmrally manage variation margin calls on a
cost effective basis. Additionally, if parties de finance the margin calls via the same
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bank as where initial margin is be posted, thenipgwariation margin becomes ineffective
in mitigating credit risk.

Q18. Is the proposed framework for variation margappropriately calibrated to prevent
unintended procyclical effects in conditions of maet stress? Are discrete calls for
additional initial margin due to “cliff-edge” triggers sufficiently discouraged?

We do not feel it is possible to calibrate variatimargin to prevent all unintended procyclical
effects in conditions of market stress. The oblayato post variation margin is by definition
a contingent liquidity obligation. If an entity haeefficient liquidity management expertise or
has insufficient liquid assets/borrowing lines thgndefinition large unexpected directional
market movements will place stress on an organisatiability to meet variation margin
requirements. Given that regulators do not haveimgight into the liquidity management
infrastructure/expertise of all market participants difficult to concluded how markets will
be effected in time of stress. Therefore we mainthat central clearing merely alters the
form of systemic risk from future at default credstk to daily liquidity risk.

As mentioned in our response to Q4, regulators ldhoansider granting pension funds and
other end user entities access to central bankrfgrid times of market stress as a means of
mitigating systemic liquidity risk.

Q19. What level of minimum transfer amount effeatly mitigates operational risk and
burden while not allowing for a significant build-p of uncollateralised exposure?

Minimum transfer amounts are by definition a batametween operational risk and credit
risk and are usually defined per entity based enpirceived credit risk of the entity. Many
existing CSAs have rating dependent minimum trarsfi@eount definitions to ensure that this
trade-off is well managed when entering into a IO3A relationship.

If the views in the market with this regard aredged and pension fund are deemed to
exchange initial margin, we recommend that higheimum transfer amounts are acceptable
in relation to these parties as a means of decrgdke operational burden for small market
movements.

Q20. Is the scope of proposed eligible collatergpeopriate? If not, what alternative
approach to eligible collateral would be preferabknd why?

Acceptable collateral for both variation and iditi@argin is something that is negotiated on a
ISDA/CSA specific basis and even though broadessela of collateral may be deemed
acceptable from a regulatory perspective, it mayacceptable under a specific contract. All
derivative pricing models of derivatives make aafining assumption about underlying
collateral acceptable for variation margin. The lquaf collateral and the liquidity in the
repo market influence the pricing of a derivativesr example, the lesser the quality of
collateral, the less transparent the derivativeipgiis. We remain concerned that regardless
of what collateral is deemed acceptable by the la¢gy banks are pushing market
participants into cash only collateral so that lsadk not need to finance mismatches in
collateral type received in bilateral markets aaliateral type paid into cleared markets.
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Also of importance is the delivery cycles of ditfat types of collateral. Bonds are minimum
T+1 delivery and are subject to custodian/Eurockter cut-offs times. It needs to be clear on
which time basis margin will be exchanged. We astin favour of pre-trade exchange of
initial margin and same day margining is not pdssgiven current custodian infrastructure.

Q21. Should concrete diversification requirementsuch as concentration limits, be

included as a condition of collateral eligibility™ so, what types of specific requirements
would be effective? Are the standardised haircutesrribed in the proposed standardised
haircut schedule sufficiently conservative? Are thappropriately risk sensitive? Are they
appropriate in light of their potential liquidity mpact? Are there additional assets that
should be considered in the schedule of standardikaircuts?

Collateral haircuts and diversification requirenseate effective means to manage collateral
liquidation risk. We are of the opinion that hatsand diversification requirements should be
negotiated bi-laterally as this enables a countgypaedit risk specific approach. We also
support having downgrade triggers whereby more ewasive haircuts are applied if certain
events occur. We do not see the benefit of hairbaisg proposed by ESMA on a generic
basis. It should also be noted that too stringaichts results in overcollateralization when
the collateral is liquidated in the market at ahieigvalue. This is an important point as there
iIs no legal right of set-off to the overcollatedsamount and therefore it is basically an
unnecessary unsecured risk. Therefore it is vergonant that haircuts while effective,
should not be overly prudent.

Important factors to take into account when detemgj eligible collateral are price volatility
(should be relatively low) and market volume/issteasize (should be sufficiently high) to
ensure that sufficient value is retrieved uponitigtion under stressed market condition.

Q22. Are the proposed requirements with respectthe treatment of provided margin

appropriate? If not, what alternative approach walibe preferable, and why? Should the
margin requirements provide greater specificity Wwitrespect to how margin must be
protected? Is the proposed key principle and progmbsequirement adequate to protect and
preserve the utility of margin as a loss mitiganisall cases?

Unlike variation margin there is no contractuahtigf set-off for the posting of initial margin
with a derivatives counterparty. From a credit rggirspective, posting of initial margin
directly to a counterparty is therefore the equewalof an unsecured loan. For this reason we
support the requirement that collateral is fullgregated. This is subject to relevant local
insolvency laws that might need amending to proviole legal certainty of segregation.
Additionally we prefer a pledging model for initiedargin as this most likely provides more
certainty from a insolvency law perspective butsitalso operationally efficient from a
settlement risk perspective. A pledging model candecentralised using suitable custody
banks, or centralised using central banks.

Q23. Is the requirement that initial margin be exahged on a gross, rather than net basis,
appropriate? Would the requirement result in largenounts of initial margin being held by
a potentially small number of custodian banks arftlis creating concentration risk?
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If an initial margin obligation is applicable it maither be exchanged on a one or two-way
basis however the least credit worthy entity shaddtribute the highest amount of initial
margin. We are concerned there is only a limitddo§eustodians that understand collateral
management and OTC derivatives and wonder whetiere tis sufficient knowledge to
support the required infrastructure for fully segated collateral management. For this reason
we support a pledged model at a central bank aadéastodian.

Q24. Should collateral be allowed to be re-hypotaest or re-used by the collecting party?
Are there circumstances and conditions, such asuiimg the pledgee to segregate the re-
hypothecated assets from its proprietary assets &irdting the assets as customer assets,
and/or ensuring that the insolvency regime providéme pledger with a first priority claim
on the assets that are re-hypothecated in the ewdrd pledgee’s bankruptcy, under which
re-hypothecation could be permitted without in amgy compromising the full integrity and
purpose of the key principle? What would be thetsysic risk consequences of allowing re-
hypothecation or re-use?

Rehypothecation is acceptable for variation maegrthere is a legal right of set-off against
the market value of the derivative transactionse pbsting of initial margin for a portfolio is
basically overcollateralisation as by definition aa unsecured risk. From a credit risk
management perspective rehypothecation of initexigim should never be acceptable.

Q25. Are the proposed requirements with respectht® treatment of non-centrally-cleared
derivatives between affiliated entities appropridatd not, what alternative approach would
be preferable, and why? Would giving local supenris discretion in determining the initial
margin requirements for non-centrally-cleared deatives between affiliated entities result
in international inconsistencies that would lead tegulatory arbitrage and unlevel playing
field?

No comment.

Q26. Should an exchange of variation margin betweatffiliates within the same national
jurisdiction be required? What would be the riskr other, implications of not requiring
such an exchange? Are there any additional benebtscosts to not requiring an exchange
of variation margin among affiliates within the saenational jurisdiction?

No comment.

Q27. Is the proposed approach with respect to thtenaction of national regimes in cross-
border transactions appropriate? If not, what alteative approach would be preferable,
and why?

We believe the proposed approach is appropriatesasures consistency.
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