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Insight Investment is a leading global asset manager, responsible for EUR 549 billion1 in assets under
management, including assets managed on behalf of European pension schemes in the form of liability risk
management mandates. This positions Insight as one of the largest managers of European pension
schemes and a very significant user of over-the-counter (OTC) derivatives on their behalf.
We welcome the opportunity to provide our views and are pleased to submit our response to the second
consultation paper on Draft regulatory technical standards on risk-mitigation techniques for OTC-derivative
contracts not cleared by a CCP under Article 11(15) of Regulation (EU) No 648/2012, issued on 10 June
2015.
Question 1. Respondents are invited to comment on the proposal in this section concerning the
treatment of non-financial counterparties domiciled outside the EU.
We welcome the proposed clarifications to Article 2 GEN and we agree that the margin requirements should
not apply to TCEs that would be non-financial counterparties below the clearing threshold if they were
established in the European Union.
Question 2. Respondents are invited to comment on the proposal in this section concerning the
timing of calculation, call and delivery of initial and variation margins.
Treatment for FX
In our response to the first consultation, we requested a reconsideration of the proposal to impose variation
margin on physically settled foreign exchange (FX) forward contracts.
We note that the second consultation paper continues to propose that the variation margin requirement
applies to FX forwards. We believe that the March 2015 BCBS-IOSCO paper on margin requirements for
non-centrally cleared derivatives provides the framework for the European Supervisory Authorities (ESAs)
to apply additional flexibility to the variation margining of physically-settled FX forwards, and we also note
that equivalent rules proposed by the regulators in the United States do not propose to impose variation
margin on FX forwards. In our view, it is important that the domestic implementations of the BCBS-IOSCO
framework are consistent with one another and do not dissuade pension funds from employing FX forwards
to prudently manage foreign exchange risk.
For the above reasons, and for the reasons set out in our response to the first consultation, we believe the
ESAs should reconsider this requirement.
We reiterate the points made in our first consultation response in response to this issue below.
The consultation includes a proposed obligation to pay variation margin on forward FX contracts, which are
typically used by investors to either generate investment returns or hedge currency exposure. In this section
we focus on the potential impact on investors aiming to hedge currency exposure.
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As at 31 March 2015. Assets under management (AUM) are represented by the value of cash
securities and other economic exposure managed for clients. Reflects the AUM of the Insight Group
(Insight), which includes Insight Investment Management (Global) Limited, Pareto Investment
Management Limited, Insight Investment Funds Management Limited, Cutwater Investor Services
Corporation and Cutwater Asset Management Corporation (Cutwater Asset Management). Cutwater
Asset Management is owned by BNY Mellon and operated by Insight. Base AUM reported in GBP, FX
rates as per WM Reuters 4pm Spot Rates.
2

INSIGHT INVESTMENT

INSIGHT INVESTMENT RESPONSE: DRAFT RTS ON RISK-MITIGATION TECHNIQUES FOR OTC-DERIVATIVE
CONTRACTS NOT CLEARED BY A CCP UNDER ARTICLE 11(15) OF REGULATION (EU) NO 648/2012

We believe the proposal would increase the investment and operational costs of using forward FX
contracts, and could therefore discourage investors from prudent currency risk management. This could
leave pension schemes exposed to currency risk, which would typically have a greater impact on a pension
scheme’s investment returns than the credit risk arising from uncollateralised positions. We therefore
believe this proposal, which aims to reduce credit risk, could leave pension schemes exposed to a far
greater risk in the form of unhedged currency exposure.
We explain how the proposal could lead to increased costs and operational complexity for currency hedges
below:


Increased costs
Pension schemes implement currency hedges in order to offset the foreign currency exposure that
results from holding international assets. Therefore every currency hedge is fully backed by
underlying assets, but the proposed requirement to make available an additional pool of collateral
to support variation margin would increase the cost of holding foreign assets with currency
protection.
Given the typical level of volatility for developed market currencies, we estimate that for every
100% invested in the asset, another 10% may be required to support variation margin. This means
that a pension scheme would need to make €110 principal available for every €100 of fully-hedged
overseas investment. This additional cost is particularly burdensome when the underlying
investments are illiquid and cannot be offered as collateral: these might include foreign property,
infrastructure or private equity investments.



Increased operational complexity
Operational difficulties in dealing with variation margin for FX hedges are likely to result in some
pension schemes either ceasing to protect themselves against foreign currency exposure or
holding lower than optimal levels of overseas assets. Pension funds with smaller investment teams
are likely to be most affected, as they have less capacity to absorb the additional operational
requirements and extensive legal documentation that arise from managing margin and collateral,
and may need to incur additional costs by employing a third party to manage the process.

A good manager of a currency hedge will already take responsibility for minimising credit risk by selecting
the highest quality counterparties and monitoring credit risk over time. The prudent diversification of
exposure across counterparties and the use of short-dated instruments are typically used to further reduce
counterparty risk. Relative to other derivatives, forward FX contracts are among the simplest, representing
something as simple as a delayed cash settlement. Using them can offset the impact of currency moves,
which can be large and unpredictable and lie outside the control of a pension scheme. We therefore believe
regulators should reconsider the proposed requirement.

Timing around VM rules
Further clarity is required on the obligations set out in Article 1 VM(3) and (5), in particular to take account
of the settlement periods for non-cash securities.

We would expect a typical counterparty:




to calculate its exposure at the end of day T.
to call for variation margin during the day of T+1.
to collect variation margin by the end of T+2 for high quality government securities settled
on a DvP basis (or a longer settlement period for certain asset types).
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On a plain reading, Article 1 VM(5) requires the collection of variation margin by T+1. While we
believe it is possible to call for variation margin by T+1, the operational process required to source
and transfer collateral means that it is not practicable to have transferred and/or have collected the
variation margin by T+1; we note that this concern is expressed in the text for consultation. This
requirement would impose risks and give rise to the concerns that the ESAs have already noted. It
is our view that Article 1 VM(5) should be deleted and that the general rule in Article 1 VM(3)
should apply to all transactions (subject to our comment on collection below).
We note that both Article 1 VM(3) and (5) impose an obligation to “collect”. It is not clear what
ramifications there are for a collecting counterparty if (for example) an operational failure causes a
settlement failure and the relevant timelines are breached; we would welcome further clarity on
this aspect of the rule.

Question 4. Respondents are invited to comment on whether the requirements of this section
concerning the concentration limits address the concerns expressed on the previous proposal.
While we appreciate the ESAs’ efforts to reduce the scope of the concentration rules, we do not support the
concentration rules and believe a reconsideration is needed. We feel that the concentration rules go over
and above the international standards set by BCBS-IOSCO causing potential for inconsistency with rules
set by other international regulators. Separately, we believe the current proposal would introduce significant
unintended consequences and practical issues.
We set out below the unintended consequences these rules would present, firstly to all market participants,
and secondly to pension schemes.
Issues with the current proposal relating to all market participants:


We believe that the proposed issuer concentration limit, when applied to sovereign bonds issued
by EU governments outside the eurozone, would have significant adverse implications specific
to users of non-euro-denominated OTC derivatives and would introduce material new risks. This
would include, for example, derivatives denominated in British sterling, the Polish zloty, the Hungarian
forint and the Swedish krona.



We also believe the proposed concentration limits, when combined with the proposed FX haircut
set out in paragraphs 6 and 7 of Annex 2, will disproportionately affect entities based in the
European Union but outside the eurozone.



Derivative valuations are directly linked to the format of the underlying collateral that is used for
margining the derivatives. It is not clear how derivative valuations could work when there is a
collateral mix of 50% in one jurisdiction and 50% in another jurisdiction or cash. It is likely that
end-users would receive valuations based off the worse valuation curve in this scenario.



We are concerned the concentration rules are likely to result in rules that may not be possible to
implement for transactions with buy-side clients with more than one asset manager and/or
mandates. At best, if it can be implemented, we feel that it is likely to lead to significant delays
in the settlement of margins, going against the overall objective of prudent risk management.
We currently post daily variation margin on a T+1 basis for most derivatives products. It is not clear how
these complex concentration rules could be applied in situations when clients have more than one
asset manager or more than one mandate. First, the calculations would need to be done across all
asset managers, all mandates, and all groups of the buy-side client to determine if the initial margin
collected goes above EUR 1bn to determine if the entity is in-scope for the concentration rules (Article 7
LEC 3(c)). Then, either simultaneously or immediately afterwards, a calculation must be done to
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calculate the total VM and IM across all asset managers, all mandates and across all groups, to
determine how much of the total VM and IM goes above EUR 1bn (Article 7 LEC 2). Then some form of
further communication needs to happen across all managers and/or the client to ensure that the 50%
rule is met. It is difficult to envisage how this could be implemented at all in practice. If it can indeed be
implemented somehow, it is likely to lead to significant delays to the settlement of margins, which we
feel would go against the objective of prudent risk management.
Note that given that banks are typically on the other side of the transaction with buy-side clients, this
issue would impact not just the buy-side clients but also banks, who would be required to post collateral
in the relevant format so that the buy-side client could meet the 50% requirement rules on collateral that
it collects.


We are concerned the practical and timing implications of the complex concentration rules need
further thought to ensure that it does not create any unintended consequences: Any end-user
subject to the initial margin rules is likely to only become in-scope for the initial margin rules from 2020.
This is because it is unlikely that an end user would have EUR 750 billion of non-cleared derivatives,
but it is possible that an end-user could have EUR 8 billion of non-cleared derivatives. Based on this,
an end-user could only become in-scope for any concentration rules from 2020 (based on Article 7 LEC
3(c)).
Once an end-user is in-scope for the concentration rules, it would apply to not only IM but also VM.
However, it is not clear if this would apply to previously posted VM or just VM posted from the date
when the entity becomes in-scope for the concentration rules. Either way we are concerned that there
are significant unintended consequences and hurdles to overcome.
If the rules are intended to be applied to all VM, including previously posted VM, this would create a
“big bang” date and it would likely create significant disruption. It’s not clear how market participants
could readjust the collateral mix that has been already posted. Furthermore, readjusting the collateral
mix for derivatives contracts would impact derivative valuations for previously traded derivative
contracts. This is because derivative valuations are directly linked to the underlying collateral that is
posted. Counterparty banks would likely try to pass on the cost of the change in derivatives valuation to
end-users. End users could therefore incur additional costs and this is not something that they would be
able to quantify at the time of entry into the derivative contract.
If the rules are intended to capture only the VM posted from the date when the entity becomes subject
to the concentration rules, it is not clear how this could work in practice. It is difficult to envisage how we
could implement two different VM calculations taking into account different time periods.
Note that a transaction between a bank and an end-user would become subject to the concentration
rules at the point when the end-user becomes an in-scope entity, as the bank is already likely to be a
systemically important institution. Therefore the timing issue described above in relation to when the
concentration rules would come into effect for a transaction would be an issue not just for the end-users
but also for the bank on the other side of the transaction.

Issues with the current proposal relating to pension schemes (or pension scheme arrangements as defined
in EMIR level 1):


Pension schemes are not systemically important institutions: While the current ESAs’ proposal
tries to bring into scope only systemically important institutions, Article 7 LEC 3(c) brings into scope
entities that are not systemically important institutions. This Article brings into scope any counterparty
that collects initial margin in excess of EUR 1 billion which would include large pension schemes with
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over EUR 8 billion gross notional of non-cleared derivatives positions which would be subject to the
initial margin rules.
Pension schemes are subject to a requirement to prudently manage risk. As part of this, pension
schemes use derivatives to prudently manage financial solvency and reduce the risk that the pension
schemes may become financially insolvent. Pension schemes are not systemically important
institutions and should not be treated as such. Pension schemes are asset-rich, do not take large
amounts of leverage and are focused on managing their financial solvency to pay current and future
pensioners’ retirement incomes.


Concentration rules increase risk when applied to pension schemes in the European Union but
not within the eurozone: The impact of these concentration rules would be significant for pension
schemes within the EU but not within the eurozone, such as UK pension schemes. UK pension
schemes hold a significant amount of sterling UK government bonds (gilts). These gilts provide certain
interest rate and inflation risk protection against the liabilities of UK pension schemes and therefore
play an important role for UK pension schemes managing their financial solvency. Other EU
government bonds would not provide this protection against these liability risks as EU government
bonds are not denominated in sterling and are not linked to UK interest or inflation rates. A UK pension
scheme required to comply with the concentration limits would likely have to convert some of its gilts
into non-UK bonds, introducing not only currency risk but also increasing the financial solvency risk to
the pension scheme. The net effect of the concentration rules on large pension schemes would
therefore be to increase risk, rather than reduce risk, for pension beneficiaries, the sponsor corporate
responsible for the employee pension schemes, and the financial system overall.



Concentration rules would force pension schemes to either take more risk or hold more cash,
going against EMIR level 1 policymakers’ objective: In order to comply with the concentration limit
requirement without introducing currency risks, a UK pension scheme would need to hold cash instead
of gilts. Holding cash would introduce significant costs for pensioners. EMIR level 1 text already
recognises that pension schemes do not hold cash and must not be forced to hold cash. The temporary
relief for pension schemes from the central clearing obligation is a reflection of pension schemes’
inability to post cash for variation margin required in central clearing. We feel that these concentration
rules would effectively force large UK pension schemes to either a) take unwarranted risk and go
against their principle of managing risk prudently, or b) hold cash incurring significant costs for
pensioners, going against the EMIR level 1 policymakers’ objective.

We therefore believe that the concentration limits, even in their modified form, continue to be of concern
and we believe that they should be removed. We would be happy to engage on ways to make this work if it
cannot be removed entirely (e.g. applying concentration rules only for initial margin and only between
banks).
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Notes
This is a marketing document intended for professional clients only and should not be made available to or relied
upon by retail clients. Unless otherwise stated, the source of information is Insight Investment. Any forecasts or
opinions are Insight Investment’s own at the date of this document (or as otherwise specified) and may change.
Material in this publication is for general information only and is not advice, proper advice (in accordance with the
UK Pensions Act 1995), investment advice or recommendation of any purchase or sale of any security. It should
not be regarded as a guarantee of future performance. The value of investments and any income from them will
fluctuate and is not guaranteed (this may partly be due to exchange rate changes) and investors may not get back
the amount invested. Past performance is not a guide to future performance. This document must not be used for
the purpose of an offer or solicitation in any jurisdiction or in any circumstances in which such offer or solicitation
is unlawful or otherwise not permitted. This document should not be amended or forwarded to a third party without
consent from Insight Investment.
Telephone calls may be recorded.

For clients and prospects of Insight Investment Management (Global) Limited:
Issued by Insight Investment Management (Global) Limited. Registered in England and Wales. Registered office
160 Queen Victoria Street, London EC4V 4LA; registered number 00827982.

For clients and prospects of Insight Investment Funds Management Limited:
Issued by Insight Investment Funds Management Limited. Registered in England and Wales. Registered office
160 Queen Victoria Street, London EC4V 4LA; registered number 01835691.

For clients and prospects of Pareto Investment Management Limited:
Issued by Pareto Investment Management Limited. Registered in England and Wales. Registered office 160
Queen Victoria Street, London EC4V 4LA; registered number 03169281.
Insight Investment Management (Global) Limited, Insight Investment Funds Management Limited and Pareto
Investment Management Limited are authorised and regulated by the Financial Conduct Authority in the UK.
Insight Investment Management (Global) Limited and Pareto Investment Management Limited are authorised to
operate across Europe in accordance with the provisions of the European passport under Directive 2004/39 on
markets in financial instruments.

For clients and prospects based in Singapore:
This material is for Institutional Investors only.
This documentation has not been registered as a prospectus with the Monetary Authority of Singapore.
Accordingly, it and any other document or material in connection with the offer or sale, or invitation for
subscription or purchase, of Shares may not be circulated or distributed, nor may Shares be offered or sold, or be
made the subject of an invitation for subscription or purchase, whether directly or indirectly, to persons in
Singapore other than (i) to an institutional investor pursuant to Section 304 of the Securities and Futures Act,
Chapter 289 of Singapore (the “SFA”) or (ii) otherwise pursuant to, and in accordance with the conditions of, any
other applicable provision of the SFA.

For clients and prospects based in Australia:
This material is for wholesale clients only and is not intended for distribution to, nor should it be relied
upon by, retail clients.
Insight Investment Management (Global) Limited is exempt from the requirement to hold an Australian financial
services license under the Australian Securities and Investments Commission Corporations Act 2001 in respect of
the financial services it provides. Insight Investment Management (Global) Limited is authorised and regulated by
the Financial Conduct Authority under UK laws, which differ from Australian laws.
© 2015 Insight Investment. All rights reserved.
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