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EU Merger Control 2015 Chapter
"In case of M.6166 Deutsche Borse/NYSE Euronext, the

Commission stated that both Eurex and Liffe operate "closed

hitp://www.parliament.the-stationery- : Xw12 M120 VINYION YW TAON XY ,NANNY *
.office.co.uk/pa/1d200910/Idselect/Ideucom/93/9308.htm
hittp://ecsda.eu/facts/2014database , ECSDA-N 90N ,2014 5310 2

02-5000076 :0pn 02-5000073 o * 91043 o 4207 7.0 :o00nnb n * 94383 ooowry 208 19 'm
02-5000076 051 02-5000073 ¢ s » 91043 0l 4207 0 0 il i ) giall 0 94383 Ol 208 Vb g
208 Jaffa St., Jerusalem * Mailing Address: P.O.B.4207 Jerusalem 91043 * Tel: 02-5000073 * Fax: 02-5000076
E-mail: mgg@mqg.org.il * Web Site: www.mqg.org.il




(97 HNAW POYYN MDN JuRY NINND

The Movement for Quality Government in Israel Jail s 8 Ahalodf 83 ga Jab (e 45 )al)

vertical silos linking their exchange to their own clearing
house". Since the transaction would have resulted in a
single vertical silo that would trade and clear more than
90% of the global market for European financial exchange-
traded derivatives, the Commission considered it difficult for
| a new player to enter the market. The advantages of clearing
similar contracts through a single clearing house were such
that costumers would have been reluctant to trade similar ¢
derivatives on another exchange. This would have reinforced
the monopolistic position created by the merger resulting in

higher prices and lower incentives to innovate. "
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"I...] because of the belief that competition enhances
markets and delivers lower costs and increased service levels
to market participants [...] choice of central counterparty is
intended to provide more flexibility to members and to ensure
that central counterparty services are of higher quality and

are delivered at lower prices through open competition "8
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This document is meant purely as a documentation tool and the institutions do not
assume any liability for its contents 7

»B DIRECTIVE 2004/39/EC OF THE EUROPEAN PARLIAMENT AND OF THE
COUNCIL

of 21 April 2004

on markets in financial instruments amending Council Directives 85/611/EEC
and 93/6/EEC and Directive 2000/12/EC of the European Parliament and of the
Council and repealing Council Directive 93/22/EEC

(OJ L 145, 30.4.2004, p.1)
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market.

2. Member States shall not impose any additional regulatory or administrative
requirements, in respect of matiers covered by this Directive, on investment firme
exercising the right conferred by paragraph 1.

 Article 34

Access to central counterparty, clearing and settlement facilities
and right to designate settlement system

1. Member States shall require that investment firms from other Member States have
the right of access to central counterparty, clearing and settlement systems in their
territory for the purposes of finalising or arranging the finalisation of transactions in
financial instruments.

Member States shall require that access of those investment firms to such facilities be
subject to the same non-discriminatory, transparent and objective criteria as apply to
local participants. Member States shall not restrict the use of those facilities to the -
clearing and settlement of transactions in financial instruments undertaken on a
regulated market or MTF in their territory.

2. Member States shall require that regulated markets in their territory offer all their
members or participants the right to designate the system for the settlement of
transactions in financial instruments undertaken on that regulated market, subject to:

(a) such links and arrangements between the designated settlement system and
any other system or facility as are necessary to ensure the efficient and economic
settlement of the transaction in question; and

(b) agreement by the competent authority responsible for the supervision of the
regulated market that technical conditions for settlement of transactions
concluded on the regulated market through a settlement system other than that
designated by the regulated market are such as to allow the smooth and orderly
functioning of financial markets.

This assessment of the competent authority of the regulated market shall be without
prejudice to the competencies of the national central banks as overseers of settlement
systems or other supervisory authorities on such systems. The competent authority
shall take into account the oversight/supervision already exercised by those institutions
in order to avoid undue duplication of control.

3. The rights of investment firms under paragraphs 1 and 2 shall be without prejudice
to the right of operators of central counterparty, clearing or securities settlement

systems to refuse on legitimate commercial grounds to make the requested services
available.

Article 35

Provisions regarding central counterparty, clearing and settliement arrangements in
respect of MTFs

1. Member States shall not prevent investment firms and market operators operating

http:/feur-lex.europa.ewlegal -content/EN/TXT/HTML/?uri= C ELEX:02004L0039-20110104&from=EN 52/87
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an MTE from entering inio appropriste arrangements with a ceniral counterparty or
clearing house and a setflement sysiem of another Member State with a view fo
providing for the clearing and/or seitlement of some or all frades concluded by market
participants under their sysiems.

2. The competent authority of investment firms and market operators operating an MTF
may not oppose the use of central counterparty, clearing houses and/or settlement
systems in another Member State except where this is demonstrably necessary in order
to maintain the orderly functioning of that MTF and taking into account the conditions
for settliement systems established in Article 34(2).

In order to avoid undue duplication of control, the competent authority shall take into
account the oversight/supervision of the clearing and settlement system already
exercised by the national central banks as overseers of clearing and settlement
systems or by other supervisory authorities with a competence in such systems.

TITLE 1
REGULATED MARKETS

Article 36

Authorisation and applicable law

1. Member States shall reserve authorisation as a regulated market to those systems
which comply with the provisions of this Title.

Authorisation as a regulated market shall be granted only where the competent
authority is satisfied that both the market operator and the systems of the regulated
market comply at least with the requirements laid down in this Title.

In the case of a regulated market that is a legal person and that is managed or
operated by a market operator other than the regulated market itself, Member States
shall establish how the different obligations imposed on the market operator under this
Directive are to be allocated between the regulated market and the market operator.

The operator of the regulated market shall provide all information, including a
programme of operations setting out inter alia the types of business envisaged and the
organisational structure, necessary to enable the competent authority to satisfy itself
that the regulated market has established, at the time of initial authorisation, all the
necessary arrangements to meet its obligations under the provisions of this Title.

2. Member States shall require the operator of the regulated market to perform tasks
relating to the organisation and operation of the regulated market under the supervision
of the competent authority. Member States shall ensure that competent authorities keep
under regular review the compliance of regulated markets with the provisions of this
Title. They shall also ensure that competent authorities monitor that regulated markets

comply at all times with the conditions for initial authorisation established under this
Title.

hitp://eur-lex.europa.ewiegal-content/EN/TXT/HTM L/ ?uri= CELEX:020041 0038-20110104&from=EN 53/87
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SERVICE DESCRIPTION
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1. Introduction

1.1 _Objectives of competitive clearing

! In this document, the term “SETS” should be taken to include those segments of
SETSqx that use central counterparty clearing.



1.3

1.4

Under the competitive clearing service, three possible scenarios exist:

1. Both the buyer and the seller use LCH as their central counterparty.
2. Both the buyer and the seller use x-clear as their central counterparty.
3. One of the buyer and seller uses LCH and the other uses x-clear as their

central counterparties. In this case, the contractual chain will be as
follows (the diagram below depicts the flow of cross-CCP trades with the
seller using LCH and the buyer x-clear):

Selling Seller’s ' Buyer's Buying
trading clearing LCH X-Clear clearing trading
firm member member firm

Purpose of this service description

This service description provides a high level description of the initial
implementation of competitive clearing and its impact on users of the market.
Information about the future development of the service is provided in section 0.

The service description also outlines the‘proposed implementation approach.

The description is applicable to UK equity trading and not to other mérkets
operated by the Exchange.

Implementation approach

In the initial implementation of competitive clearing, x-clear will make use of an
enhanced version of the EUI CCP Services that will support multiple CCPs. The
basic operation will however be essentially the same as with a single CCP. This
means that both central counterparties will primarily provide risk management,
with EUI providing most of the transaction processing.



1.5

1.6

The diagram below illustrates the high-level flow between the Exchange, LCH, X-
clear and EUI for the exchange of transaction information as a result of the
introduction of competitive clearing.

Interoperability

Interoperability between the CCPs allows for a choice of CCP service provider
for the trades executed on the Exchange. As the trading system maintains full
anonymity, trading participants are not able to determine which CCP their
trading counterparty is using, and it makes no difference to their post-trade
processing, which is only with their own CCP. The cross-CCP positions that
arise are dealt with between the two CCPs without member involvement.

Information about x-clear

X-clear is part of the SIX Group, based in Switzerland. X-clear currently provides
central counterparty services to SWX Europe and SIX Swiss Exchange.



More information about x-clear can be found at
www.ccp.sisclear.com/cep/index.him.

1.7 Information about LCH

More information about LCH can be found at www.lchclearnet.com.

1.8  Further information about competitive clearing

Information about the use of EUl systems to support competitive clearing can be
found at www.euroclear.co.uk.

Further information about the Exchange’s use of central counterparties can be
found at www.londonstockexchange.com.




2.

1.9

1.10

Description of competitive
clearing

The description is intended to highlight key impacts arising from the move from
one to two central counterparties and to answer other likely questions.

It is not intended to be a cdmplete description of either the LCH.Clearnet or x-
clear services, especially those areas that are not impacted by the introduction
of competitive clearing and/or do not need to change.

Exchange members execute trades on the SETS order book. After each trade is
executed, it is confirmed to the Exchange members involved. LCH.Clearnet and

‘x-clear act as the CCPs for all SETS frades.

Details of the CCP-eligible trades are transmitted from the Exchange to EUI
using a proprietary data format.

Either LCH.Clearnet or x-clear or both will act as the CCP(s) for a SETS trade,
depending on the clearing arrangements of the buyer and seller. Each member
will see their central counterparty identifier as its trading counterparty, providing
post-trade anonymity for these trades. Members will not be able to tell which
CCP is being used by their trading counterparty on SETS.

Scope

The scope of the service will be the same range of securities, participants and
trades as today (subject to any changes that occur before implementation).

Trade feed

The Exchange will continue to send its trade feed to the EUI system in real time
as today.



1.11 EUIl trade processing and routing

1.11.1 SDRT, Irish stamp duty and transaction reporting

These processes will continue to be carried out by the EUI system using the
information in the trade feed.

1.11.2 Transaction processing

Transaction processing will be similar to processing today, with the EUI system
carrying out most of the processing, including trade registration on behalf of the
central counterparties and optional settlement netting, and the central
counterparties carrying out the counterparty risk management. Settlement will
continue to be in EUL.

The EUI system will validate trade messages received from the Exchange. If the
trade is valid, then it will create the relevant transactions for both central
counterparties, including the inter-central counterparty settlements when
required. If the trade is not valid, then none of the transactions will be created
until the problem is resolved.

1.11.3 Trade routing

Each trade will be routed so that'it can be processed by the relevant central
counterparty(s). The routing is expected to occur very shortly after the trade
execution.

Where the buyer and the se.ller are using different central counterparties, the
trade information will be made available to both central counterparties with the
other central counterparty identified in place of the participant using.it.

The process will create the resulting inter-central counterparty settlements; this
will be invisible to participants other than the central counterparties.

The routing will be based on the preferences expressed by the participants.

The routing will be static, ie it will not be possible for a trading participant to route
different trades to different central counterparties unless they operate effectively
as two different trading participants (ie with different Member IDs on the
Exchange’s trading system). This is similar to the way that the EUI system
currently determines which clearing members and settlement participants apply
to each side of a trade.



1.12

1.13

1.14

1.156

1.16

Risk management

Each central counterparty will be free to determine and operate its own risk
management processes independently of the other central counterparty.

The central counterparties do not have to operate the same methods of risk
management.

The Exchange expects that the central counterparties will operate risk
management processes between each other to manage the counterparty risk
that they will generate against each other.

Operating calendar

Both LCH and x-clear will accept trades for clearing purposes oh all days on
which the Exchange is open for trading.

Settlement with the central counterparties

Trades on the Exchange and cleared by LCH and/or x-clear are settled at EUL.

Participants will continue to settle with their chosen central counterparty as they
do today.

Both central counterparties will offer a choice of gross settlement or net
settlement using trade date netting (the current approach to netting).

Corporate actions

The EUI system will handle corporate action processiné on the open trades
which are eligible for corporate action benefits, as it does today.

The potential presence of two CCPs in the fransaction chain will have no impact
on end customers.

Settlement fails

1.16.1 Current mechanisms

Settlement fails due to lack of stock are currently handled by a combination of
four different mechanisms. It should be noted that the FSA requires that
exchanges and clearing houses regulated by it have methods of monitoring and
dealing with settlement fails as part of the FSA Recognition Requirements.



1. The EUI settlement discipline regime, which fines participants with
settlement performances below pre-set limits.

2. Buying-in at buyer request by the Exchange. Buyers can request action
by the Exchange once individual settlements are more than a fixed
number of days late. '

3. Buying-in by LCH. LCH can choose to buy in against individual

settlements that are more than a fixed number of days late (currently 30
days). The LCH threshold for this is after the Exchange’s threshold for
buying-in at the buyer’s request — ie the buyer will have had an
opportunity to ask the Exchange to take action before LCH reach their
threshold.

4. Invoicing Back by LCH. This is a process of canceling an outstanding
transaction, with cash compensation paid, that LCH would use if there
was no realistic prospect of the transaction settling.

1.16.2 The impact of competitive clearing

1.17

The EUI settlement discipline regime is not expected to change.
The Exchange will continue to offer buying-in at the buyer's request.

Both central counterparties will be able to operate their own buying-in or
invoicing back procedures. It is not a requirement of competitive clearing that the
two regimes are identical. In some cases, the action of one central counterparty
could be to buy in against the other central counterparty.

The two central counterparties are also free to operate other processes that
would tend to improve settlement efficiency, for example borrowing stock to
cover unsettled deliveries. It is possible that none, one or both central
counterparties could offer this.

There is no proposal to introduce fining for late settlements.

Default

Each central counterparty will operate its own protection mechanisms against
the default of clearing members, including its own approach to calculating
margin levels and default fund contributions. There is no requirement that the
two central counterparties use identical methods or parameters in these areas.



1.18

1.19

Migration

The migration approach for firms to move between central counterparties will be
to set a date for change for each such firm. From that date, new trades will be
routed to the new central counterparty for that firm. It will not be possible to
transfer outstanding positions between the central counterparties if a firm
changes central counterparty, however it would be expected that most
outstanding positions would disappear within three days as a result of normal
settlement. ‘

Validation

Where a validation failure occurs, the Exchange, together with EUI and the
relevant CCP(s), will work together to resolve it and have the trade processed by
the CCP(s). If resolution of the validation problem is not possible, then the trade
will become a bilateral trade between the trading counterparties and will not be
centrally cleared. Further information is available in the Exchange rules at:
www.londonstockexchange.com/products/marketdata/directcustomers/services/r
ules.htm.




3. Impact on market participants

1.20 Trading

There will be no impact on trading. There are no changes to any TradElect
messages as a result of competitive clearing.

1.21 Clearing

1.21.1 Impact of competitive clearing

The introduction of competitive clearing should cause no material impact on
clearing members that choose to continue to clear through LCH.

1.21.2 Membership of both CCPs

Customers can also be participants of more than one CCP at the same time,
however all trades executed under the same Member ID and dealing capacity
must be cleared through the same CCP.

There is no requirement from the Exchange for General Clearing Members (or
any other clearing member) to be members of both central counterparties. This
is entirely the decision of the clearing member. It will be possible for a General
Clearing Member to use both central counterparties with the trades for some of
its non-clearing members being cleared by one central counterparty and trades
of the others being cleared by the other central counterparty.

1.21.3 Changing CCP

Clearing members that choose to change central cdunterparty will have to go
through the relevant membership processes for their new central counterparty
and agree an effective date for the change with the Exchange and the new
central counterparty. Trades done before the effective date will be sent to the
previous central counterparty. Trades done on or after the effective date will be
sent to the new central counterparty. The settlement of trades done before the
effective date will remain with the previous central counterparty and will not be
transferred to the new one.

10



1.22 Settlement

It is not expected that participants that change central counterparty will have to
change their settlement procedures to settle with the new central counterparty.

11



4. General requirements

The general membership requirements are published on the London Stock
Exchange website www.londonstockexchange.com.

Each member must comply with the infrastructure requirements of the
Exchange, LCH, x-clear and EUI, as applicable.

12



5.

1.23

1.24

1.25

1.26

Implementation

Project approach

TradElect and the systems operated by LCH, x-clear and EUI have all been
updated to support competitive clearing. '

The Exchange’s rule changes were carried out as part of the rule review for
MiFID.

Timescale

Information about the timescale is available from x-clear.

Testing

Please contact your Technical Account Manager for more details on testing and
development.

Exchange rules

the necessary changes were made as part of the pre-

MiFID Fevnew). "

13



6. Future enhancements

During 2009, the Exchange intends to introduce its own routing service, X-TRM,
to provide the multi-CCP aspects of its service. X-TRM will also support clearing
of markets that do not settle in EUI and the Exchange’s forthcoming CFD
product.

With regard to the clearing of UK equities, X-TRM will support:

1.
2.
- 3.

Real-time information feeds to traders, clearing mémbers and CCPs.
Support of multiple CCPs in a standard model.

The ability for customers to choose which system provides settlement
netting for them: X-TRM itself, their CCP or EUI.

Optional routing of settlement instructions to EUL.

14



This Service Description serves informational purposes only and its content may be
changed at any time. The London Stock Exchange disclaims any liability for the
completeness or accuracy of the information provided in this Service Description.

15
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CHAPTER 5: The EU regulation of CCP clearing houses .

What does the Commission propose?

107. The Commission intends to propose legislation governing the activities of CCPs "so as to eliminate any discrepancies among
national legislations and ensure safety, soundness and proper governance". This legislation would cover the following areas:

. Minimum standards for risk management, conduct of business and governance, including addressing conflicts of interest and
transparency of risks and procedures.

. Authorisation for CCPs to operate in the EU, to be granted by ESMA, ESMA may be granted direct supervisory powers over CCPs.

. Recognition of third country CCPs by ESMA, based on criteria including comparable supervision and regulation in the third
countries in which the CCPs are based. :

. Legal protection to collateral and positions, including segregation of assets and portability of client assets and positions.

Proposals for legislation on CCP minimum standards

108. The proposal to set minimum standards for CCPs at an EU level received support from our witnesses. Most witnesses agreed
that globally developed minimum standards should be applied at an EU level (FOA, p 88, Deutsche Bank, p 83, Investment

Management Association, p 104, Managed Funds Association, pp 112). There was, however, disagreement over what such
minimum standards should involve,

109. The International Swaps and Derivatives Association (ISDA) agreed that the EU should implement global standards. They
noted that global standards were important to avoid regulatory arbitrage in a highly mobile market (QQ 76-78). Deutsche Bank
argued that EU minimum standards would increase the confidence of market participants in CCPs' operational standards (p 83).

110. The Government supported "high global standards"-for CCPs and noted that the Committee on Payment and Settlement
Systems (CPSS) and the Technical Committee of the International Organization of Securities Commissions (I0SCO) were
undertaking an international review of the operational and prudential standards for CCPs. Once agreed, these standards should be

http:/mww parliament.the-stationery- office.co.uk/pa/ld200910/1ds elect/ldeucom/93/6308.htm 1/4



8/19/2015

"consistently applied across EU jurisdiction” (QQ 2-5). They said that minimum standards for CCPs in EU legisfation would have the
benefit of both promoting a single market for CCPs and ensuring that EU CCPs were run to high prudential and operational
standards. High standards for CCPs were necessary given their "increasing systemic importance" (Q 5). They emphasised that
minimum standards should focus upon three areas: prudential requirements, including margin requirements; operational
requirements, including robust corporate governance arrangements, management of conflicts of interest and business continuity;
and conduct of business rules, including disclosure requirements (Q 42).

111. LCH.Clearnet agreed with other witnesses that minimum standards for CCPs were appropriate, but argued they were likely to
be "very broad in nature® and “it would be a mistalke" to legislate on specific calculations conducted by the CCP, including the level of
margin a CCP should call from its clients, which should be determined by the clearing house itseif (Q 121).

112. The Commission noted in its second Communication that the derivatives market was global. It stated "the Commission
intends to further develop the technical details in cooperation with its G20 partners, the Financial Stability Board, and in particutar
with the US."

113. Minimum standards for CCPs have the potential both to raise the operational performance of CCPs and to facilitate the single
market through removing regulatory differences. This in turn will increase the confidence of market participants in CCPs and further
encourage their use. We encourage the Government to support minimum standards for CCPs through EU legisiation. We welcome
the Commission's acknowledgement of the need to develop a coordinated global approach in line with the work of CPSS
and I0SCO. We also recommend that the Commission's Impact Assessment should examine in detail where minimum
standards are appropriate and whether specific calculations on risk and margins are best left to the clearing house itself.
We intend to return to these requirements when we come to scrutinise the specific proposals.

Supervision of CCPs

114, While it was generally agreed amongst witnesses that the EU was the correct level for regulation of minimum standards for
CCPs, most witnesses did not believe this was the correct level for their supervision. The second Communication argued that ESMA
should authorise CCPs and raised the possibility of supervision also being undertaken by ESMA, given the cross-border nature of
some CCPs.

115. The Government disagreed. They told us that “as the Commission or a pan-European regulatory body cannot bear the fiscal
responsibility in the event of a failure of the CCP, supervisory responsibility and authorisation should therefore remain with the
competent home authority." They added "if you are supervising a CCP, then you should be authorising it" (Q 52). In his letter to the
Committee, the Minister told us that at the moment no pan-European body would have the funds to bear the fiscal responsibility in
the event of the failure of a UK CCP (p 17).

116. ISDA acknowledged that "you could in theory gain greater backing for any bailout of a CCP by broadening the scope of the
funds available to do that", However, “in practical terms, that would not seem to be a realistic option” and "the logic of national
supervision seems hard to avoid" (Q 79). The Futures and Options Association (FOA) noted that having ESMA authorising CCPs, but
national authorities supervising them, would "create needless conflict, duplication and confusion” (p 90). They agreed with the
HMT/FSA paper that "it is unclear what additional benefits the introduction of authorisation and supervision at a pan-European level
... can deliver."[34]

117. As with other aspects of the financial system,[35] cross-border supervision by an EU-wide body such as CCPs has some
attractions. However, the political reality is that the cost of any failure of a financial institution, including a CCP, will be borne by the
government of the Member State in which the CCP is situated. We recognise that the absence of any cross-border fiscal
burden-sharing arrangements for failing financial institutions means that supervision of CCPs at EU level is probably
unrealistic. It may be appropriate to develop a supervisory system at EU level along the lines of that currently under
negotiation for EU banking supervision, in which supervisory best practice is shared and technical standards defined.[36]

Separation of collateral
118. The Communication calls for legal protection for collateral provided by clearing members' counterparties. This is relevant
because in the event of the collapse of a clearing house or a counterparty, unless collateral is separated from the other assets of the

clearing house, counterparties may not be able to retrieve it, worsening a crisis by reducing liquidity. This is explained in detail in
Box 9.

BOX 9

Lehman Brothers' involvement in OTC derivatives and financial crisis

House of Lords - The fulure regulation of derivatives markets: is the EU on the right track? - Europsan Union Committee

Lehman Brothers was a counterparty to many OTC derivative transactions. The clearing of
these transactions can be considered a success since the margins provided by different
counterparties were sufficient to close out the positions after the default of Lehman
Brothers. However, an unexpected adverse consequence arose because of the lack of
segregation of collateral payments provided by Lehman clients from those of Lehman's
other assets.

Some financial institutions such as hedge funds used Lehman Brothers as a prime broker and provided it with margin and
collateral payments. To reduce funding costs, these clients did not insist on the segregation of these payments from other

Lehman assets. From the investment bank's perspective, not segregating these payments gave it the ability to use the collateral
to fund further business activity, a process called rehypothecation.

After the Lehman bankruptcy, some funds were unable to reclaim assets they had posted against derivatives and other trades
because the collateral had been reused in the bank's other businesses, including in the UK, and was blocked in bankruptcy
proceedings. Several hedge funds suffered a liquidity crisis due to their inability to close positions entered with or through
Lehman. This liquidity crisis coincided with redemptions by hedge fund investors.

As a result hedgg funds were forced to pull capital from other still healthy investment banks to meet investor redemptions. Since
many of these still healthy investment banks were heavily reliant on wholesale funding,[37] these in turn suffered a liquidity crisis.

119, The MFA described the protection of customer positions and collateral as "absolutely critical" and urged the Commission to
bring forward rules separating the initial margin posted by counterparties from the assets of the swap dealer. They explained that
such requirements would have lessened the knock-on effect of the failure of Lehman Brothers (p 112). LCH.Clearnet explained that
after the collapse of Lehman Brothers, counterparties were "not able to retrieve, on a timely basis at least, the collateral locked up as
part of the whole administrative process of Lehman Brothers." This would in turn make it difficult “to disentangle a specific client's
collateral and transfer it, together with the related contractual obligations, to another (solvent) clearing member." They agreed that

http://www . parliament.the-stationery-office.co.uk/pa/ld200910/Idselect/ldeucom/93/9308.htm
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collateral should be separated from other assets in the EU legislation, but noted they were “confident” the continuing consultation
process would lead to a more satisfactory structure (Q 111 and p 49).

120. The separation of collateral from clearing houses' other assets can help maintain liguidity in a crisis. We agree with
the Commission that proposals to include specific requirem ents for separation of assets are attrackive. We intend to
scrutinise such requirements in detail when we examine the specific proposals.

CCP competition

121. CCP clearing houses are privately owned entities, and as such their location and number are subject to market forces.
Competition between clearing houses is relevant to the quality of risk management that they offer, as the parties in a derivatives
contract choose which to use. One clearing house may attempt to offer lower margins than a competitor to attract custom, but to
the detriment of risk management, The Minister told us that 20 CCPs currently operate within the EU, but many of these are iocal
in scale (Q 38). )

122. Commenting on this issue, LCH.Clearnet told us that larger clearing houses are able to offer lower margins because a large
portfolio allows more opportunities to offset risks (Q 122). They argued that "the most desirable outcome of that would be to have
clearing as a highly concentrated activity, because the fewer clearing houses there are the more benefit from this offsetting and
netting you get" (Q 104). ISDA agreed that "the more you can put in one place the more efficient the margining,” but noted that
having fewer CCPs concentrated risk. They told us that they were currently encouraging multiple CCPs, but expected to see
industry consolidation in the next five years (Q 84). The Commission agreed that "competition between market infrastructures
would most likely have an effect on the future market landscape" (p 88).

123. The Minister noted that while appropriate prudential and operating standards in Europe were necessary to avoid a "race to
the bottom in terms of risk management", market forces should determine the number of CCPs. He agreed with ISDA and the
Commission in envisaging activity focusing around two or three CCPs in Europe in the future (Q 38).

124. The competition between CCPs also reinforces the need for appropriate regulation and supervision of risk management
standards. Supervision will be more effective if it ensures that CCPs compete on quality of service, rather than size of
margins.

Systemic risk

125. Concerns have been raised that, if the role of CCPs is increased through increasing the number and proportion of contracts
they clear, they will themselves become systemically significant, and that their collapse would pose a significant risk to the stability
of the market as a whole. The Minister acknowledged the increasing reliance on CCPs for financial stability and noted that this made
effective regulation and supervision increasingly important and noted that a CCP could collapse if there was an "extraordinary
movement in prices" which left several counterparties with losses beyond existing liquidity and capital (QQ 50 and 58). LCH.Clearnet
agreed that a CCP might collapse if it had "seriously miscalculated the level of risk that it had in its portfolio” and was unable to close
defaulting counterparties' positions (Q 132).

126. ISDA argued that "any time you focus that many financial trades through one entity, at some point it is just going to be so
large and it is going to be handiing such a high percentage of trades that it just, by virtue of its size, becomes systemically
significant.” Increasing systemic importance of CCPs “could create the next problem potentially” (QQ 71 and 74).

127. ISDA told us that some CCPs have examined the possibility of central banks providing liquidity fines. We asked LCH.Clearnet
whether they believed CCPs should have access to central bank liquidity in the event of a crisis of liquidity at the CCP. They noted
that there were times when central bank liquidity wouid be "beneficial’ during a crisis. However, Roger Liddell, CEO of LCH.Clearnet,
commented that personally he believed businesses should never rely on the central bank providing liquidity as a fast resort, because
of the moral hazard issues this raised. The business models of businesses should assume that they would receive no support in the
event of a crisis (QQ 137-9).

128. Increasing the role of CCPs in the derivatives market increases their effect on market stability. If the number of
CCPs operating in Europe falls in the future, as predicted by witnesses, this will also have the effect of increasing the
systemic importance of the CCPs that remain. We agree with the Minister that this reinforces the importance of
effective regulation and supervision of CCPs.

34 HMT/ ESA, OTC Derivatives, p. 15. Back

35 The reports Eurcpean Union Committee, 14th Report (2008-9), The future of EU financial regulation and supervision (HL Paper
106) and 3rd Report (2009-10), Directive on Alternative Investment Fund Managers (HL Paper 48) discuss the proposals for EU
supervision of banking and investment funds. Back

-

36 The Committee discussed proposals for EU supervision of banking in a letter to Lord Myners of 25 November 2009: EU Sub-
Committee A, Correspondence with Ministers: http://www.parliament.uk/hleua Back

37 Wholesale funding is a method that banks use in addition to core demand deposits to finance operations and manage risk. Back
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EUROPEAN COMMISSION - PRESS RELEASE

Mergers: Commission blocks proposed merger
between I

Deutsche Borse and NYSE Euronext

Brussels, 01 February 2012 - The European Commission has prohibited, on the
basis of the EU Merger Regulation, the proposed merger between Deutsche Borse
and NYSE Euronext, as it would have resulted in a quasi-monopoly in the area of
European financial derivatives traded globally on exchanges. Together, the two
exchanges control more than 90% of global trade in these products. The
Commission's investigation showed that new competitors would be unlikely to enter
the market successfuliy enough to pose a credible competitive threat to the merged
company. The companies offered, in particular, to sell certain assets and to provide
access to their clearinghouse for some categories of new contracts, but overall, the
commitments were inadequate to solve the identified competition concerns.

Commission Vice President in charge of competition policy Joaquin Almunia said:
"The merger between Deutsche Bérse and NYSE Euronext would have led to a
near-monopoly in European financial derivatives worldwide. These markets are at
the heart of the financial system and it is crucial for the whole European economy
that they remain competitive. We tried to find a solution, but the remed/es offered
fell far short of resolving the concems."

Eurex, operated by Deutsche Bérse, and Liffe, operated by NYSE Euronext, are the
two largest exchanges in the world for financial derivatives based on European
underlyings. They compete head-to-head and are each other's closest competitors.

The proposed merger would have eliminated this global competition and created a
quasi-monopoly in a number of asset classes, leading to significant harm to
derivatives users and the European economy as a whole. With no effective
competitive constraint left in the market, the benefits of price competition would be
taken away from customers. There would also be less innovation in an area where
a competitive market is vital for both SMEs and larger firms.

1IP/12/94



Summary of the Commission's conclusions

1. Relevant market

The Commission's analysis focused on the effects of the proposed merger on the
markets for European financial derivatives (European interest rate, single stock
equity and equity index derivatives) traded on exchanges. It did not identify any
significant competition issues in other areas, such as cash listing, trading and post-
trading activities.

Derivatives are financial contracts whose value is derived from an underlying asset
(e.g. interest rate, equity). They are used by companies and financial institutions to
manage financial risk. They are also used as an investment vehicle by retail and
institutional investors — including mutual and pension funds investing on behalf of
final consumers. See MEMQ/12/60

Derivatives can be traded on exchanges or "over-the-counter" (OTC). Exchange-
traded derivatives (ETDs) are highly liquid, relatively small size (around €100 000
per trade) and fully standardised contracts in all their legal and economic terms and
conditions. In contrast, OTC derivatives typically concern much bigger contracts
(around €200 000 000 per trade) that allow customisation of their legal and
economic terms and conditions. The investigation showed that ETDs and OTCs are
generally not considered as substitutes by customers, since they use them for
different purposes and in different circumstances. Some users of exchanges are
also not authorised by their mandates to operate in the OTC market due to risk
management considerations.

2. Near monopoly on European financial derivatives traded on exchanges

Eurex, operated by Deutsche Bérse, and Liffe, operated by NYSE Euronext, are the
two largest exchanges in the world for financial derivatives based on European
underlyings. They compete head-to-head and are each other's closest competitors.

The proposed merger would have eliminated this global competition and created a
quasi-monopoly in a number of asset classes, leading to significant harm to
derivatives users and the European economy as a whole. With no effective
competitive constraint left in the market, the benefits of price competition would be
taken away from customers. There would also be less innovation in an area where
a competitive market is vital for both SMEs and larger firms.

Although other companies, including the Chicago Mercantile Exchange (CME),
provide similar services worldwide, they only do so marginally in the asset classes
concerned. The investigation showed that due to the high barriers to entry, no other
player would be able to develop trading in European financial derivatives on a
sufficient scale to keep the market competitive.

Both Eurex and Liffe operate closed vertical silos linking their exchange to their own
clearing house. The merger would have resulted in a single vertical silo, trading and
clearing more than 90% of the global market of European financial ETDs. It would
have been difficult for a new player to enter the market because given the
advantages of clearing similar contracts in a single clearing house, customers
would have been reluctant to trade similar derivatives at another exchange.
Therefore, the dynamics of the market would have reinforced the monopolistic

position of the merger thus resulting in higher prices and lower incentives to
innovate.

The two companies claimed that the merger would benefit customers through
greater liquidity. However, it is unlikely that the merger would directly yield such



beneiits. Historically, compeiition - rather than exchange consolidation - has
generated liquidity gains.



The companies also argued that customers would benefit from having to post less
collateral for security. However, these benefits would be significantly less than
argued by the merging companies and they could in part be achieved without the
merger.

In any case, any efficiencies would not be substantial enough to outweigh the harm
to customers caused by the merger. Because of the creation of a near monopoly,
any benefits would also be unlikely to be fully passed on to customers.

3. Remedies proposed by the two companies

The two companies offered in particular to sell Liffe's European single stock equity
derivatives products where these compete with Eurex. However, the divested
assets would be too small and not diversified enough to be viable on a stand-alone
basis.

In the commercially more significant area of European interest rate derivatives, the
companies did not offer to sell overlapping derivatives products, but only offered to
provide access to the merged company's clearing for some categories of "new"
contracts. This was considered as insufficient, in particular because it did not
extend to existing competing products. There were also fundamental concerns
about the workability and the effectiveness of such an access remedy.

The Commission, therefore, had no alternative but to conclude that the
concentration "would significantly impede effective competition in the internal
market or a substantial part of it" (Art 2.3 of the Merger Regulation) and prohibited
the transaction.

Previous steps

The merger was notified on 29 June 2011. On 4 August 2011, the Commission
decided to launch an in-depth investigation. The deadline for a ruling was extended
twice in order to assess the remedies. The parties were advised in a Statement of
Objections sent in October 2011 that the merger as notified raised serious concerns
and, in the absence of a sufficient remedy, might be prohibited.

More information on the case will be available at:
http://ec.europa.eu/competition/elojadelisef/case details.cfm?proc _code=2 M 8166
See also MEMO/12/60

Contacts :
Antoine Colombani (+32 2 297 45 13)
Marisa Gonzalez Iglesias (+32 2 295 19 25)




