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Electronic Submission in relation to the Proposed Rules for Margin and Capital Requirements for Covered Swap Entities
NetOTC is company that specialises in risk mitigation techniques for non-standardised OTC derivative transactions and is focussed on developing new margin models for the bilateral rules as well as solutions to increase the range of OTC clearable transactions. 
The firm has attracted many senior industry specialists, each with over 20 plus years’ experience in their field which includes quantitative analytics, risk management, compliance, collateral management, settlements and structured and exotic OTC legal documentation.
Overall, we agree with the new proposals and welcome the opportunity to highlight a small number of specific areas for further comment. 

p. 57358 Compliance dates for Variation Margin 
The section makes reference to a compliance date of December 1, 2015 “for all covered swap entities with respect to covered swaps with any counterparty.” 
Whilst we agree with the intention to capture all transactions under the rule, we would respectfully advise that it is still not possible to obtain clean netting and collateral enforceability opinions in all countries around the world and hence we seek to clarify as to whether there are any additional requirements that should be followed in the event that opinions cannot be obtained for safeguarding the variation margin posted in these situations?

p.57366 Initial Margin Thresholds
Whilst the use of the proposed initial margin threshold of $65m for consolidated entities with counterparties that are judged to be of high credit standing will reduce the amount of new collateral required to be injected into the collateral system and will provide relief to smaller and less systemically risky counterparties, it will expose covered swap entities to unsecured risk in the event of a counterparty default. To the extent that a threshold is approved and agreed amongst counterparties, some guidance should be provided as to the circumstances under which the limit may be removed by covered swap entities and the notice period under which this may take place in order to mitigate the liquidity impact it may have on the counterparties to which it was provided.
To the extent that a threshold can be unilaterally withdrawn without notice then the presumption would be that the impacted counterparties would need to reserve sufficient assets in their liquidity buffer (to the extent they required one) to cover for this event, which in turn would mitigate one of the main reasons for the threshold existing.

p. 57375, column 1 - i Ten Day Close-Out Period Assumption
Whilst the rule specifies a minimum close out period for the initial margin model of 10 business days it also refers to the assumption that this is consistent with counterparty credit risk capital requirements for banks. Therefore we would ask to clarify whether the rule will require changes in the ten day close out period in line with the proposed requirements under BCBS 189 Part 1, IIA3 (page 40) which suggested that the equivalent Margin Period Of Risk should change for netting sets where the number of transactions exceeds 5000 or where two margin call disputes exist on a netting set during two quarters over a period greater that the current Margin Period of Risk in use? 

p. 57375, column 2
"Under the proposed rule, the initial margin model calculation must be performed directly over a 10-day close out period. In the context of bank regulatory capital rules, a long horizon calculation (such as 10 days) may, under certain circumstances, be indirectly computed by making a calculation over a shorter horizon (such as 1 day) and then scaling the result of the shorter horizon calculation to be consistent with the longer horizon. The proposed rule does not provide this option to covered swap entities using an approved initial margin model. The Agencies’ preliminary view is that the rationale for allowing such indirect calculations that rely on scaling shorter horizon calculations has largely been based on computational and cost considerations that were material in the past but are much less so in light of advances in computational speeds and reduced computing costs."

While we support caution about indirect computation for longer horizons by time-scaling, we would argue that there are a rich set of statistical techniques for extracting potential future exposures from historical data, all of which have both benefits and dis-benefits.
Moreover, it is not clear to us that the most significant dis-benefit of using longer horizons is the computational cost - often the use of longer horizons corresponds to (considerably) higher standard errors (caused for example by the autocorrelation of overlapping returns) for the resulting estimates which directly impacts the ability to calculate margins stably over time.

As a consequence, we would suggest that instead of prescribing particular statistical techniques for the generation of initial margin calculations which risks unintended suppression of benefits, an alternative would be to emphasise that whatever technique was chosen is:

a) reasonable from a theoretical perspective and
b) capable of empirical support against longer horizon outcomes through, for example, back-testing

This would in our view will strike a better balance between allowing a wider range of potential solutions to be brought to bear on the problem and providing assurance that whatever technique was chosen was valid.

p. 57376, column 2, section iv. Cross-currency swaps, 2nd para
"An initial margin model need not recognize any risks or risk factors associated with the foreign exchange transactions associated with the fixed exchange of principal embedded in the cross-currency swap."
Whilst we appreciate the background, we are concerned that this margin restriction might prove a disincentive for cross-currency swaps to be cleared.
Should clearing facilities exist for cross-currency swaps, it is unlikely that the FX risks associated with principal exchanges could be ignored by a clearing-based initial margin model. Using a margin model that excluded principal changes would produce large differences between margin calculations and potential future exposures (judged by stressing FX rates). This would mean both portfolios failing mandatory back-testing and stress testing generating unreasonably large shortfalls. This would effectively rule such a model out.

[bookmark: _GoBack]Given that margin models that included the principal exchange could produce margin amounts considerably greater than models that did not account for the principal exchange, allowing the latter for bilateral margining would economically dis-incentivise clearing. It would also appear to break equivalence principles that similar products should not attract greater margin under clearing than under bilateral conditions. We would therefore respectfully suggest that the proposal is adjusted to state that bilateral initial margins should acknowledge the exchanges of principal in cross currency swaps.
p. 57376, column 1, section iii. Stress calibration 2nd para

"Also, the time period used to inform the stress period calibration must include at least one year, but no more than five years of equally weighted historical data. This proposed requirement intended to balance the trade-off between shorter and longer data spans."
We fully support the principles outlined in this section of balancing the degree of pro-cyclicality in any model. We would comment, however, that it might be preferable to avoid implied support for a particular statistical approach.  
We believe that there are a wide range of potential techniques for incorporating stresses but also achieving a balance between short-term responsiveness and longer-term stability.
All these techniques have different engineering trade-offs, but not all of these techniques however, directly involve picking a period of n years and applying equal weighting. Requiring that they do, would risk excluding useful techniques that were broadly equivalent and which could be shown either theoretically or empirically to achieve the required balance.

We would suggest instead that the proposal only require techniques that were able to be shown either theoretically or empirically to:
a) Account for observed stress events, and
b) lie between the extremes represented by one year's equally weighted data and five year's equally weighted data, with the periods containing a stress event.

Mid based Initial Margin calculations without Bid /Offer vs Close-out impact
We have one final comment which is to note that there is an absence of calculations for potential re-hedging costs in the proposal to calculate and hold Initial Margin.

Given the large number of different exposures that a bilateral portfolio might be exposed to, it is not at all obvious to us that the bid-offer and other re-hedging costs are small relative to a "mid-based" potential future exposure.
From a theoretical perspective, for example, re-hedging costs might be expected to increase linearly with the number of "risk factors" that a portfolio is exposed to, where potential future exposure might increase linearly with the square root of that number. This would cause re-hedging costs to dominate as the number of exposures increases.
From an empirical perspective, we would also note that close-out litigation around large OTC derivatives portfolios often hinges around arguments over bid-offer charges incurred.

We are therefore concerned about dis-incentives to clear that would arise from a bilateral margin calculation that ignored re-hedging costs compared to clearing calculations which have to account for re-hedging costs (including liquidity and concentration concerns) in the event of a default.  
We would therefore be supportive of including statements on the need to calculate potential re-hedging costs in the proposal.

Follow up questions to any comments above are welcome.
Yours faithfully

Phillip Langton
Chief Risk Officer
NetOTC
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