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Responding to this paper

ESMA invites comments on all matters in this paper and in particular on the specific questions
summarised in Annex Ill. Comments are most helpful if they:

1. respond to the question stated,;
2. indicate the specific question to which the comment relates;
3. contain a clear rationale; and
4. describe any alternatives ESMA should consider.
ESMA will consider all comments received by 24 January 2022.

All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your
input - Consultations’.

Publication of responses

All contributions received will be published following the close of the consultation, unless you
request otherwise. Please clearly and prominently indicate in your submission any part you do
not wish to be publicly disclosed. A standard confidentiality statement in an email message will
not be treated as a request for non-disclosure. A confidential response may be requested from
us in accordance with ESMA’s rules on access to documents. We may consult you if we
receive such a request. Any decision we make not to disclose the response is reviewable by
ESMA’s Board of Appeal and the European Ombudsman.

Data protection

Information on data protection can be found at www.esma.europa.eu under the heading ‘Data
protection’.

Who should read this paper?

All interested stakeholders are invited to respond to this consultation paper. In particular,
responses are sought from central counterparties (CCPs) as well as from direct or indirect
clearing members of CCPs and authorities involved in CCPs recovery and resolution.


http://www.esma.europa.eu/
http://www.esma.europa.eu/
https://www.esma.europa.eu/about-esma/data-protection
https://www.esma.europa.eu/about-esma/data-protection
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Executive Summary

Reasons for publication

Article 29 of Regulation (EU) 2021/23 on a framework for the recovery and resolution of
central counterparties (‘CCPRRR’) stipulates the steps that the resolution authority shall take
prior to the termination of any contracts of a CCP under resolution. The resolution authority
shall first require the CCP to value each contract and update the account balances of each
clearing member. This valuation shall be based, as far as possible, on a fair market price
determined on the basis of the CCP's own rules and arrangements, unless the resolution
authority deems necessary the use of another appropriate price discovery method.

Under the same Article, ESMA is mandated to issue Guidelines further specifying the
methodology to be used by the resolution authority for determining the valuation of contracts
to be terminated under the Article and how the CCP values each contract. The purpose of
this consultation paper is to present the draft Guidelines. ESMA shall issue the Guidelines
12 February 2022.

Contents

This consultation paper presents the draft Guidelines specifying the methodology to value
each contract prior to termination (Article 29(7) of the CCPRRR).

Section 2 provides an introduction to the mandate. Section 3 covers the methodology to
determine the value of contracts prior to termination, and in particular section 3.1 covers the
background on the termination of contracts, section 3.2 focuses on the scope of the
methodology, section 3.3 is on the re-use of CCP methodology and sequencing, and section
3.4 is detailing the valuation. Section 4 contains the Annexes: the mandate (Annex 1), the
cost-benefit analysis (Annex Il), the summary of questions (Annex IIl), and the draft
Guidelines (Annex V).

Next Steps

ESMA will consider the feedback it received to this consultation in Q1 2022 and expects to
publish a final report and submission of the draft technical standards to the European
Commission for endorsement in spring 2022.
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1 Legislative references and abbreviations

Unless otherwise specified, the terms used in this consultation paper have the same meaning

as in EMIR.

In addition, the following terms apply:

competent authority

an authority designated under Article 22 of EMIR

CCP

Central Counterparty

EC European Commission

EBA European Banking Authority

ESMA European Securities and Markets Authority

0J The Official Journal of the European Union

RTS Regulatory Technical Standards

CCPRRR Regulation (EU) 2021/23 of the European Parliament and
of the Council of 16 December 2020 on a framework for the
recovery and resolution of central counterparties (OJ L 22,
22.1.2021).

EMIR Regulation (EU) 648/2012 of 4 July 2012 of the European

on OTC derivatives, central
trade repositories (OJ L 201,

Parliament and Council
counterparties and
27.7.2012).

ESMA Regulation

Regulation (EU) No 1095/2010 of the European Parliament
and of the Council of 24 November 2010 establishing a
European Supervisory Authority (European Securities and
Markets Authority), amending Decision No 716/2009/EC
and repealing Commission Decision 2009/77/EC (OJ L
331, 15.12.2010).

Bank recovery and
resolution directive
(BRRD)

Directive 2014/59/EU of the European Parliament and of
the Council of 15 May 2014 establishing a framework for
the recovery and resolution of credit institutions and
investment firms and amending Council Directive
82/891/EEC, and Directives 2001/24/EC, 2002/47/EC,
2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU,
2012/30/EU and 2013/36/EU, and Regulations (EU) No
1093/2010 and (EU) No 648/2012, of the European
Parliament and of the Council (OJ L 173, 12.6.2014)

BRRD RTS

(Valuation of Derivatives
2016/1401/BRRD RTS)

Commission Delegated Regulation (EU) 2016/1401 of 23
May 2016 supplementing Directive 2014/59/EU of the
European Parliament and of the Council establishing a
framework for the recovery and resolution of credit
institutions and investment firms with regard to regulatory
technical standards for methodologies and principles on the
valuation of liabilities arising from derivatives (OJ L 228,
23.8.2016).




2 Mandate

5. The objective of the CCP recovery and resolution framework is to ensure that CCPs
set out measures to recover from financial distress, to maintain the critical functions of
a CCP which is failing or likely to fail while winding up the remaining activities through
normal insolvency proceedings, and to preserve financial stability while avoiding a
significant adverse effect on the financial system and its ability to serve the real
economy and minimising the cost of a CCP failure to taxpayers.

6. The CCPRRR was published in the Official Journal on 22 January 2021 and entered
into force on 12 February 2021

7. Article 29(7) of CCPRRR mandates ESMA to develop Guidelines to further specify the
methodology to be used by the resolution authority for determining the valuation of
contracts prior to their termination.

Articles 29(3), 29(4) and 29(7)

3. Prior to the termination of any of the contracts referred to in paragraph 1, the resolution authority shall take
the following steps:

(a) require the CCP under resolution to value each contract, and update the account balances of each
clearing member; [...]

The clearing members shall, without undue delay, communicate the application of such tool to their clients and
the way in which such application affects them.

4. The valuation referred in point (a) of paragraph 3 shall be based, as far as possible, on a fair market price
determined on the basis of the CCP's own rules and arrangements, unless the resolution authority deems
necessary the use of another appropriate price discovery method.

7. ESMA shall by 12 February 2022 issue guidelines in accordance with Article 16 of Regulation (EU) No
1095/2010 further specifying the methodology to be used by the resolution authority for determining the valuation
referred in point (a) of paragraph 3 of this Article.

8. The resolution authorities shall apply the position allocation tool referred to in Article 29
of CCPRRR in order to rematch the book of the CCP or bridge CCP where relevant.
The position allocation tool is to be used in accordance with Article 29 of CCPRRR
where the resolution authority terminates (partially or in full) certain contracts of the
CCP under resolutionz. The position allocation tool is one of the tools that can be used
by the resolution authorities individually or in combination with other tools when taking
resolution actions.

9. Prior to the termination of any of the contracts, the resolution authority shall take the
following steps required under Article 29(3) of CCPRRR:

(a) require the CCP under resolution to value each contract, and update the
account balances of each clearing member;

! REGULATION (EU) 2021/23 OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL of 16 December 2020 on a
framework for the recovery and resolution of central counterparties and amending Regulations (EU) No 1095/2010, (EU) No
648/2012, (EU) No 600/2014, (EU) No 806/2014 and (EU) 2015/2365 and Directives 2002/47/EC, 2004/25/EC, 2007/36/EC,
2014/59/EU and (EV) 2017/1132 https://eur-lex.europa.eu/legal-
content/EN/TXT/?uri=uriserv%3A0J.L .2021.022.01.0001.01.ENG&toc=0J%3AL%3A2021%3A022%3ATOC

2 Article 29(1) of CCPRRR



https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=uriserv%3AOJ.L_.2021.022.01.0001.01.ENG&toc=OJ%3AL%3A2021%3A022%3ATOC
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10.

11.

12.

13.

14.

(b) determine the net amount payable by or to each clearing member, taking
account of any due but unpaid variation margin, including variation margin due as a
result of the contract valuations referred to in point (a); and

(© notify each clearing member of the determined net amounts and require the
CCP to pay or collect them accordingly.

According to article 29(4) of CCPRRR, the valuation under point (a) under Article 29(3)
shall be based, as far as possible, on a fair market price determined based on the
CCP's own rules and arrangements, unless the resolution authority deems necessary
the use of another appropriate price discovery method.

When using the power to terminate contracts, the resolution authority shall terminate
contracts referred to under each of the points of Article 29(1)(a)-(c) of CCPRRR:®in a
similar way, without discriminating between counterparties to those contracts, except
for those contractual obligations that cannot be enforced in a reasonable timeframes.

Given that the position allocation is part of the resolution of the CCP the valuation of
the contracts is to some extent linked to the valuation under Article 24 of CCPRRR. It
is however understood that the valuation methodology contained within these
Guidelines is to value contracts to be terminated, as part of the position allocation tool
(Articles 27(1)(a) and 28(1) of CCPRRR) and hence this valuation has a more narrow
and direct applicability than the overall valuation methodologies of CCPs assets and
liabilities in resolution developed under the mandate of Articles 25(6), 26(4) and 61(5)
of CCPRRR thus should provide for a methodology for this specific purpose only.

ESMA is mandated to issue those Guidelines further specifying such methodology, to
be used by the resolution authority for determining this valuation of contracts under
termination.

Pursuant to Article 16(1) of ESMA Regulation, ESMA may issue Guidelines in order to
establish consistent, efficient and effective supervisory practices. The scope of these
Guidelines can thus in some aspects expand beyond the scope set forth by Article
29(7) of CCPRRR e.g. to include underlying process for the application of the
methodology.

3 Methodology to determine the value of contracts prior to
termination

3.1 Background on the termination of contracts

15.

In order to establish the methodology, there may be value in stating some fundamental
concepts as background to the position allocation tool.

3 According to Article 29(1) of CCPRRR, the resolution authority may terminate some or all of the following contracts of the CCP
in under resolution: (a) the contracts with the clearing member in default;(b) the contracts of the affected clearing service or asset
class; and (c) the other contracts of the CCP in under resolution.

4 Article 29(1) of CCPRRR



16. According to EMIRs, a CCP shall take prompt action to contain losses and liquidity

17.

pressures resulting from defaults. It shall ensure that the closing out of any clearing
member’s positions does not disrupt its operations or expose the non-defaulting
clearing members to losses that they cannot anticipate or control. Default procedures
include the liquidation of proprietary positions of the defaulting clearing member and
the transfer or liquidation of clients’ positions of the defaulting clearing member. CCPs
may use different methods to liquidate positions, including the execution of the opposite
transactions in the market or through an auction mechanism. CCPs may also execute
hedging transactions in order to temporarily hedge the risk until the final liquidation of
positions.

Where a CCP is in recovery it will attempt to returning to a matched book by entering
into offsetting transactions and/or by holding an auction of the defaulter’s positions.
This is envisaged under CCPRRR as part of the recovery phase and listed in Section
A, point 4 Annex of CCPRRR stating that:

‘the recovery plan shall include the following items: [...] a comprehensive range of
capital, loss allocation, position allocation and liquidity actions required to maintain or
restore the viability and financial soundness of the CCP including to restore its matched
book and capital, and replenish pre-funded resources and maintain access to sufficient
sources of liquidity which are necessary for the CCP to maintain its viability as a going
concern and to continue providing its critical services in accordance with the delegated
acts adopted on the basis of Articles 16(3) and 44(2) of Regulation (EU) No 648/2012.”

18.

19.

Partial termination (also known as partial tear-up) are mainly intended to rebalance a
CCP’s book if an auction or similar voluntary mechanism fails to do so. Complete
termination (also known as full tear-up) terminates all contracts, matched or
unmatched, such that they do not proceed to settlement.

According to Article 27 of CCPRRR, the resolution authority shall, prior to the use of
any resolution tools (including the position allocation tool) and subject also to the
derogation stated in CCPRRR, enforce any existing and outstanding rights of the CCP.
These include any contractual obligations by clearing members to take on positions of
defaulting clearing members, whether through an auction or other agreed means in the
CCP's operating rules. These actions, performed either by the CCP or by the resolution
authority, may still leave contracts of the defaulter that were not fully liquidated or
transferred. The resolution authority may use the right to terminate such contracts. The
resolution authority may use the right to terminate contracts that have not been
liquidated or transferred in order to rematch the book of the CCP or bridge CCP where
relevant. This does not imply that the resolution authority needs to have tried to
liquidate or transfer before terminating, but that any contracts that have been liquidated
or transferred will not be subject to termination. As the CCP interposes itself between
the counterparties to the contracts, being the buyer to every seller and the seller to
every buyer, it will have to terminate both sides of each contract. Hence, where it uses
the right to terminate contracts of a defaulting clearing member, it will also have to
terminate contracts with non-defaulting clearing members having the opposite position.

5 EMIR Article 48
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21.

22.

23.

24,

Moreover, the resolution authority can terminate the contracts of the affected clearing
service or asset class and the other contracts of the CCP under resolution. In this case,
the resolution authority will also have to terminate both sides of each contract in order
to retain a matched book. The valuation of both sides of each contract would need to
be performed on the basis of a common fair market price.

Today, there exist several approaches on how to value contracts in close-out
procedures, either as a result of a termination event or as a result of a default event.
The market standard documentation from ISDA, GMRA and FIA all include valuation
languages on how to value terminated transactions. However, there are two limitations
regarding the application of these market standards for the purposes of the evaluation
under Article 29 CCPRRR.

One limitation is that the remit of the mandate to ESMA under Article 29(7) of CCPRRR
is to value each contract, i.e., it is not to establish a methodology to determine one
single net amount to be paid by one party to the other party (which would be the case
in a “close-out” netting). ESMA notes that the determination of the net amount payable
by or to each clearing member is envisaged to be undertaken by the resolution authority
after the CCP has valued each contract and is further regulated under Article 29(3)(b)
of CCPRRR which is not covered in the mandate to ESMA, set out in Article 29(7) of
CCPRRR.

The second limitation is that valuation methods under market standard documentation
value contracts per counterparty, i.e., the valuation is specific to the counterparty at
hand in calculating for example loss, market quotations or close-out amounts. Under
this mandate ESMA notes that requirement on the resolution authority to terminate
contracts in a similar way, without discriminating between counterparties to those
contracts. Hence, ESMA is of the understanding that the methodology is not envisaged
to establish a similar valuation method as under the market standard contracts but to
establish a methodology to be applied towards all clearing members whose
transactions will be subject to the position allocation tool.

ESMA also notes that the CCPs should, as far as possible, base the valuation on a
fair market price, using their existing rules on valuation as part of the position allocation
tool, apart from the situation where the resolution authority deems necessary to apply
another price discovery method, i.e., another methodology to establish the value of
each contract. This situation is further assessed below.

Question 1: Do you agree with the proposed analysis and the corresponding
limitations on the use of market standard approaches? If not, please explain why?
Have you identified other points not mentioned above?

3.2 Scope of the Methodology — Contract

25.

ESMA is mandated to issue Guidelines further specifying the methodology to be used
by the resolution authority for determining the valuation of contracts prior to their
termination. The regulation does not provide an explicit definition of the term
“contracts”.
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26. According to Article 29(1) of CCPRRR, the resolution authority may terminate some or
all of the following contracts of the CCP under resolution:

(a) the contracts with the clearing member in default;
(b) the contracts of the affected clearing service or asset class; and
(© the other contracts of the CCP under resolution.

27. Considering how the concept of contract is used and in particular for the position
allocation tool, ESMA notes that according to Article 28(2) of CCPRRR, the resolution
authorities shall use the position and loss allocation tools in respect of contracts relating
to clearing services and the collateral related to those services posted to the CCP.
Hence, the reference to ‘other contracts’ (i.e., item (c) above) covers also contracts with
non-defaulting members and non-affected clearing service or asset class.

28. Article 29(3)(b) and (c) of CCPRRR considers the impact of the termination vis-a-vis
clearing member which is a clear indication that the contracts are those between the
CCP and the clearing members with the exclusion of any other entities or same entity
in another capacity. Furthermore Article 29(6) of CCPRRR refers to the “clearing of [...]
contracts” which indicates that the contracts contemplated in this Article are cleared
contracts, i.e. where the CCPs are stepping in between participants to act as the buyer
to every seller and the seller to every buyer which excludes the relationship between
the CCP and the clearing members related to the collateral. This interpretation is
reinforced by Article 29(3)(b) of CCPRRR which refers to an action posterior to the
valuation and relates to some collateral (i.e. variation margins) which seems to indicate
that valuation under Article 29(3)(a) of CCPRRR excludes the obligations related to
collateral The Guidelines specifying the methodology are therefore meant to be general
enough to accommodate the valuation of all cleared contracts.

29. Having concluded this limitation in the applicability of the methodology two aspects
would need to be further considered, namely, the concept of “original contract’
compared to the “live” contract at the CCP and the terminology used by CCPs in
relation to contracts that may differ from the terminology or definitions used under
EMIR.

30. ESMA notes that for a termination to take place only the outstanding contract between
the CCP and the clearing member on the day of termination would be included in the
termination. Furthermore, CCPs can net economically equivalent contracts and use
cross-margining with correlated contracts cleared by the same CCPs. Hence where the
contracts have been subject to netting or other post-trade risk reduction measures
within the CCP, only the restated and the new contracts (if any) would be captured by
the termination and valuation as part of position allocation.

31. ESMA also notes that whilst the mandate under Article 29(7) of CCPRRR s referring
to “contracts” the CCP rule books may use other concepts in describing the legal

relationship between the CCP and its clearing members such as “position”, “open

5 Article 7(6) of EMIR.
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32.

interest”, “novated transactions” etc. Where the CCP calculates a value for a contract
in accordance with its rules and arrangements, it should be clearly stated in a valuation
how the CCP has carried out the valuation to ensure the resolution authority can ensure
such valuation covers contracts as described above thus with the relevant
corresponding adjustments if the rule book and operational processes usually handles
those similar but different concepts.

In addition, as described in paragraph 28 the mandate for the Guidelines on CCP
recovery and resolution covers only the valuation of cleared contracts subject to
termination and not the collateral provided to the CCP to cover margin requirements or
default fund contributions for these contracts. Indeed, the collateral is not provided on
a per contract basis, but to cover the exposure of a clearing account or a clearing
member holistically across clearing services. The collateral provided by members
whose contracts are terminated will not be subject to this valuation prior termination. If
the termination of contracts triggers a reduction of the required collateral, the CCP
should return the relevant collateral as soon as the termination amount is settled, and
the contracts are terminated.

Question 2: Do you agree with the proposed analysis on the scope of the
methodology and the concept of “contracts’? If not, please explain why and provide
your analysis.

3.3 Re-use of CCP methodology and sequencing

33.

34.

35.

36.

Article 29(3) of CCPRRR contains a form of sequencing that should be reflected in the
methodology, by stating that the valuation to be undertaken by the CCP in respect of
each contract shall be based, as far as possible, as per Article 29(4) of CCPRRR on a
fair market price determined on the basis of the CCP's own rules and arrangements,
unless the resolution authority deems necessary the use of another appropriate price
discovery method.

The mandate for the Guidelines contained in Article 29(7) of the CCPRRR requires
ESMA to further specify the methodology to be used by the resolution authority for
determining the valuation under 29(3)(a). ESMA thus understands that the resolution
authority should determine the valuation by asking the CCP under Article 29(3)(a) to
value each contract. Furthermore, the valuation of each contract shall in accordance
with Article 29(4) be based, as far as possible, on the CCPs own rules and
arrangements unless the resolution authority deems necessary to use another price
discovery methodology.

With this in mind, ESMA suggests that the methodology including the sequencing
applied in the Guidelines reflects the CCP methodology. It is noted that one
methodology would be the CCPs own rules and arrangements as explicitly stated under
Article 29(4) and it is also clear that the Guidelines shall further specify the methodology
including where the CCP’s own rules and arrangements would not provide a price that
is considered by the resolution authority a fair market price.

Hence, ESMA has introduced a methodology based on a two step-approach as
contemplated under Article 29(4) of CCPRRR. The CCP’s valuation of each contract
as stated under Article 29(3)(a) should identify the fair market price, by firstly applying

10
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the methodology contained in the CCP’s own rules and arrangements, unless the
resolution authority decides to use another price discovery method would be more
suitable. Indeed, creating parallel valuation methods of each contract as would be the
case where the CCPs own rules and arrangements are used, would not be a viable
way forward for two reasons, first all CCPs have different rules, hence if such a
granularity was envisaged in the Guidelines the CCPs own rules and arrangements
would also need to be included to ensure consistency, but this is not envisaged by
CCPRRR as the Guidelines are only there to further specify the methodology and
secondly, to include in Guidelines the actual valuation methods that can be used for all
different contracts that could be valued would increase complexity and risk of
inconsistency to a level that is not sustainable in a resolution context and would not be
a proportionate approach and would not respect the specificities of the CCP. In the
valuation the core element is the price hence this should thus be the focus for the
resolution authority and the methodology is to guide the resolution authority in its
assessment for an alternative price discovery method to replace the CCPs own rules
and arrangements when necessary. The Guidelines should thus further specify the
methodology for potential alternative price discovery and the valuation methodology for
the national resolution authority therefore consists in a criterion and a list of principles
on the basis of which the resolution authority may elect not to use the rules and
arrangements of the CCP.

Question 3: Do you agree with the interpretation of what could be the resolution
authority methodology i.e. the re-use of the valuation methodology of the CCP
unless the resolution authority deems it necessary to use another appropriate price
discovery method? If not, please explain why and provide your interpretation of
methodology and sequencing.

3.4 Valuation

37.

38.

3.4.1 Using BRRD Valuation methodology

ESMA has assessed if there would be synergies in using part of the valuation
methodology as established by the BRRD. Whilst there are similarities, there are also
clear differences in how cleared contracts are valued in a resolution scenario,
depending on which entity is in resolution. BRRD RTS determines how a contract with
a CCP should be valued, primarily relying on the CCP default management procedures.
Both legal acts (the BRRD RTS and the Guidelines under CCPRRR) are valuing the
same contract but from slightly different angles, one from the angle of the entity under
resolution being a clearing member and the other from an angle where the CCP is the
entity under resolution.

ESMA has, in the process of establishing the methodology for the valuation of
contracts, considered to what extent the Guidelines should reflect the valuation
methodology under the BRRD RTS. For example, to use the default management
methodologies of the CCP may be less useful where the CCP’s management of risk
may have been a contributing factor to the CCP’s resolution. Another aspect to note
would be where the default methodology may not work as intended or may not result
in the desired outcome, for example an auction may well not result in the possibility to

11
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39.

40.

41.

42.

43.

44,

shift defaulted trades to other clearing members (or clients) hence the methodology
applied may not be a viable tool to value the transactions to be terminated. One main
difference is also the scope of the methodology, where the BRRD RTS shall value
contracts on a net basis whereas the CCPRRR shall value on a contract basis.

ESMA notes also the sequencing for the BRRD RTS where a termination amount first
shall be sought based on the CCP default procedures and as a derogation to this, the
resolution authority may decide to apply the statutory methodology as set out in the
RTS, after consulting the CCP's competent authority, in two cases: (a) the CCP does
not provide the valuation of the early termination amount within the deadline set by the
resolution authority; and (b) the CCP's valuation of the early termination amount is not
in line with the CCP default procedures set out in compliance with Article 48 of EMIR.
It is noted however that CCPRRR leaves to the resolution authority more room to
deviate from the CCP’s rules, i.e. if it finds necessary to use another appropriate price
discovery method.

The draft Guidelines (see Annex IV) have been developed taking the BRRD RTS into
account, while at the same time acknowledging and catering for differences stemming
from the CCPRRR mandate and the nature of the business activities of CCPs.

3.4.2 Process and preparedness

As soon as the resolution authority decides to terminate contracts, it will need to quickly
source and assess the information needed to implement the methodology to be used
to value the contracts. For this purpose, the resolution authority should also prepare
and have the arrangements needed to be able to quickly source and assess the
information needed, including information that is available to the CCP and information
that should be obtained from another source.

The resolution authority should ask the CCP under resolution to provide the value of
each contract. In this respect the CCP will need to provide information to the resolution
authority necessary to assess the valuation undertaken by the CCP and assess its
appropriateness, including the required documents, data or justifications. The
resolution authority will need to set a deadline to the CCP to provide the information for
this purpose.

The resolution authority should assess, as part of the resolution planning, the rules and
arrangements of the CCP and seek to identify constraints related to the valuation prior
to the termination of contracts.

A valuation under Article 29 of CCPRRR entails:

(a) A decision on resolution tools: a provisional or definitive valuation has been undertaken

to inform of the resolution action and if the position allocation tool is envisaged to be
used.

(b) The valuation of each contract shall be provided by the CCP in accordance with the

methodology determined by the resolution authority (Step 1 and Step 2).
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45.

46.

(@)

(b)

47.

48.

49.

50.

3.4.3 Using the CCPs terms and arrangements (Step 1)

The resolution authority, as noted above, should assess the possibility to use the CCPs
rules and arrangements in valuing each contract as its own methodology. ESMA notes
that the CCP already has a wide range of methodologies and procedures that could be
used in a resolution phase where the resolution authority has decided to terminate
contracts to return to a matched book and which are regularly reviewed and assessed
in the context of the day-to-day supervision of compliance with CCPRRR.

ESMA notes that the following type of valuation methods may be used by the CCP in
the valuation of a contract:

a valuation based on a price set according to the CCPs rules for the purpose of early
termination of contracts as long as it represents a fair market price, such the price could
be;

i.  the end-of-day closing or settlement price of the terminated contract for the
purpose of daily valuation of positions or daily settlement of profit and loss
resulting from the contracts, as long as this represents a fair market price;

ii. the mid bid-ask price of the terminated contract at a trading venue cleared by
the CCP as long as this represents a fair market price; and

iii.  a theoretical price calculated to reflect a fair market price for the terminated
contract using the CCP’s models and procedures as long as this represents a
fair market price.

a valuation included in the CCP’s default management procedures, including prices of
executed transactions, prices of auctions and prices of provided quotes, as long as
these represent a fair market price.

For this purpose, the resolution authority shall ensure that the prices stemming from
CCP’s rules and arrangements result in a fair market price relevant for the early
termination of contracts.

3.4.4 Limitations in using the CCPs rules and arrangements

Similarly, to the possibility foreseen in Article 29(4) of CCPRRR for the valuation not to
be based on the CCP’s own rules and arrangements to determine the fair market price,
ESMA suggests giving room to the resolution authority to deviate from applying the
CCP’s rules and arrangements where the resolution authority considers it necessary.
The focus here again being on the price which is the core element of the valuation.

CCPs clear a very wide and diverse range of products in different asset classes and
are expected to have rules and arrangement including detailed and tailored
methodologies to value cleared contracts considering the market conditions and the
individual contracts’ characteristics.

Any rules and arrangement which purpose or result is not to provide the fair value of
contracts in a situation of termination under resolution would not be fit for the purpose
of the valuation prior to termination. For example, rules and arrangements used to set
the obligations of defaulters in case of default may include costs such as penalties,
additional costs incurred during the implementation of default management
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procedures, additional costs related to the size and direction of a specific position, etc.
and are meant to reflect the cost to the CCP and accommodate its allocation as
opposed to ensure a fair valuation of a contract. The valuation of contracts prior to
termination is a fair market valuation and is not meant to cater for the allocation of
resolution losses.

The resolution authority should, where using the methodology of the CCP, ensure that
the identified price would qualify as a fair market price suitable for the termination of
contracts.
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52.

53.

54.

55.

ESMA has identified the following principles to be used by the resolution authority in
assessing the valuation undertaken using the CCPs own rules and arrangements.

(a) The termination price should reflect the market conditions prevailing on a day
and time that is as close as possible to the day and time of the termination of the
contracts;

(b) A fair market price should be understood as a price that would be received to
sell an asset or paid to transfer a liability in an orderly transaction between market
participants at the day and time of the termination of contracts;

(©) When terminating multiple contracts based on common or closely related risk
factors, the respective termination prices should respect, as far as possible, the
economic relationship between the different contracts under the prevailing market
conditions;

(d) Where the valuation is based on a market price, the price should reflect the
information available at the time of termination, and should be a result of quotes or
transactions reflecting the interests of a diverse group of buyers and sellers within a
liquid market;

(e) Where the valuation is performed on the basis of modelled prices, the model
should, to the extent possible, be validated by a qualified party to ensure that it
accurately produces appropriate prices, while any input parameters representing
market prices should also be assessed against the considerations under these
Guidelines;

)] The determination of the termination price should not be used as a tool to
allocate costs of the CCP to clearing members, such as allocating the costs from the
default of a clearing member to non-defaulting clearing members.

3.4.5 Using an alternative appropriate price discovery method (Step 2)

Where the resolution authority considers that, by applying the Guidelines, it is
necessary to use an alternative appropriate price discovery method, the Guidelines
cater for 5 price discovery methods that could be applied by the CCP on the instruction
of the resolution authority. In this situation the resolution authority will follow the fall-
back valuation options established in the Guidelines, covering different valuation
alternatives to use to value the termination amount of a contract not using the rules and
arrangements of the CCP.

The Guidelines cannot be as detailed as each CCP’s valuation methodology but will
define different price discovery methods and can further specify the nature of this “fall-
back” valuation and what it should reflect.

The Guidelines will further specify how to determine this valuation so that it is based,
as far as possible, on a fair market price using such appropriate price discovery
methods. For this purpose, the Guidelines provide an exhaustive list of prices or data
that can be used.
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56. Under the BRRD RTS, the size and direction of a specific position may be part of the

57.

58.

determination of the ‘close-out amount”. In the context of CCPRRR the valuation for
termination of contracts should be based on a fair market price irrespective of any other
replacement costs borne by the CCP or the counterparties, e.g. any costs related to
the direction or size of specific positions.

Where the resolution authority of a CCP applies an alternative appropriate price
discovery method to identify the price to undertake the valuation of a contract, the
resolution authority should use one of the following methods in the following order:

(a) Where other CCPs clear the same contract, the end-of-day closing or settlement
prices of such a contract as set by the relevant CCPs, with due regard to possible basis
between CCPs to ensure a fair market price;

(b) Where the fungible or an economically equivalent contract is traded at a trading
venue that is not cleared by the CCP, the mid bid-ask price of such a contract as long
as these represent a fair market price;

(©) Prices provided by third parties, such as observable market prices or quotes
from market-makers as long as these represent a fair market price;

(d) A theoretical price calculated by an independent valuer to reflect a fair market
price for the terminated contract; and

(e) A combination of two or more of the methods under (a) to (d) which would
ensure a fair market price.

ESMA also notes that the principles set out above paragraph 48 shall be applicable
here.

Question 4. Do you agree with the proposed analysis with regards to the
valuation methodology? If not, please explain why and provide your analysis.

" The “BRRD RTS Valuation of Derivatives”, has opted to determine the ‘close-out amount’ as the prices of replacement trades,
where a counterparty has provided evidence of commercially reasonable replacement trades within the set deadline. Where a
counterparty has not provided such trades or the trades are not deemed as concluded on commercially reasonable terms, the
close-out amount is determined on the basis of (a) mid-market end-of-day prices, (b) mid-to-bid or mid-to-offer, depending on the
direction and (c) adjustments to reflect the liquidity, size of exposure relative to market depth, as well as possible model risk.
Hence
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4 Annexes

Annex | Legislative mandate to develop the Guidelines

Articles 29(3), 29(4) and 29(7) of CCPRRR
[...]

3. Prior to the termination of any of the contracts referred to in paragraph 1, the resolution
authority shall take the following steps:

(a) require the CCP under resolution to value each contract, and update the account balances
of each clearing member; [...]

The clearing members shall, without undue delay, communicate the application of such tool to
their clients and the way in which such application affects them.

4. The valuation referred in point (a) of paragraph 3 shall be based, as far as possible, on a
fair market price determined on the basis of the CCP's own rules and arrangements, unless
the resolution authority deems necessary the use of another appropriate price discovery
method.

[.]

7. ESMA shall by 12 February 2022 issue guidelines in accordance with Article 16 of
Regulation (EU) No 1095/2010 further specifying the methodology to be used by the resolution
authority for determining the valuation referred in point (a) of paragraph 3 of this Article.
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Annex II: Cost and Benefit analysis

1. Introduction

Pursuant to seventh paragraph of Article 29 of CCPRRR, ESMA shall, by 12 February 2022,
issue guidelines in accordance with Article 16 of Regulation (EU) No 1095/2010 further
specifying the methodology to be used by the resolution authority for determining the valuation
of contracts prior to their termination.

Article 16 of the ESMA Regulation requires ESMA, where appropriate, to analyse the potential
costs and benefits relating to proposed Guidelines. It also states that cost-benefit analyses
must be proportionate in relation to the scope, nature and impact of the proposed Guidelines.

The objective of performing a cost-benefit analysis is to assess the costs and benefits of the
various policy or technical options which were analysed during the process of drafting the
Guidelines.

The Guidelines included in this Consultation Paper are of a mandatory nature, i.e. they are
envisaged in CCPRRR in order to ensure uniform, consistent and coherent application of Union
Law.

In carrying out a cost-benefit analysis on the Guidelines it should be noted that the main policy
decisions have already been taken under the primary legislation (CCPRRR) and the impact of
such policy decisions have already been analysed to some extent by the Impact Assessment
by the European Commissione,

2. Cost-benefit analysis

Below is detailed the different corresponding policy options on how to promote convergence
and resolution practices regarding the methodology to be used for determining the valuation
of contracts prior to their termination as referred to in Article 29(7) of CCPRRR.

Specific objective The Guidelines shall promote convergence of supervisory and
resolution practices regarding valuation prior to termination by
further specifying the methodology to be used by the resolution
authority for determining the valuation of contracts prior to their
termination.

Policy option 1 To specify the methodology that should be used by resolution
authorities for determining the valuation of contracts prior to
termination across the board i.e. for all types of contracts/products
cleared by all EU CCPs going into a fair amount of details.

How would this option | This option would likely meet the mandate as it would promote
achieve the objective? | convergence of supervisory and resolution practices regarding the
valuation of contracts prior to termination for all contracts and with
a significant granularity.

8 https://eur-lex.europa.eu/legal-content/EN/TXT/?2uri=SWD%3A2016%3A0368%3AFIN
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Policy option 2

To rely on the valuation methodologies that the CCPs have in
place and which are subject to ongoing supervision and scrutiny
as per EMIR and CCPRRR and only describe and cover cases
where this would lead to using unfair market prices and set a list
of alternative price discovery method.

How would this option
achieve the objective?

This option would likely meet the mandate as it would promote
convergence of supervisory and resolution practices regarding the
valuation of contracts prior to termination relying on ongoing
existing methodologies that are shared and scrutinised in the
supervisory and resolution colleges and fora gathering all relevant
authorities.

Which policy option is
the preferred one?

The policy option 2 is the preferred one as it strikes a balance
between promoting convergence whilst not being too prescriptive
or granular and relying on supervisory convergence fora ongoing
action and providing enough flexibility.

Is the policy chosen

within the sole
responsibility of
ESMA? If not, what
other body is

concerned / needs to
be informed or
consulted?

ESMA is responsible for issuing the Guidelines and the mandate
given to ESMA is of a mandatory nature, i.e. the Guidelines are
envisaged in CCPRRR in order to ensure uniform, consistent and
coherent application of Union Law.

Impacts of the proposed policies:

Policy option 1

Benefits

It would be fairly prescriptive and thus allow for maximum
convergence.

Regulator’s costs

Probably quite high as the resolution authority would have to
implement the full methodology and ensure that it can also
converge with the result of the CCP valuation methodology.

Compliance costs

The CCP could have significant compliance cost to demonstrate
that the methodology it used for its valuation is consistent with the
one described in the Guidelines and use it to update the account
balance of its clearing members.

Policy option 2

Benefits

It relies on the on supervisory convergence fora ongoing action
and provides flexibility and adaptability to each CCP.
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Regulator’s costs

Probably quite reasonable as the resolution authority would just
have to rely on the long lasting CCP valuation methodology and
only depart from it in very specific cases.

Compliance costs

The CCP could have not significant compliance cost as the
methodology by default would be the one it has implemented.

Question 5:

Question 6:

Do you agree with the Option 2, if not please explain? Have you
identified other benefits and costs not mentioned above associated to the proposed
approach (Option 2)?

If you advocated for a different approach, how would it impact the
cost and benefit assessment? Please provide details.
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Annex lll: Summary of questions

Question 1: Do you agree with the proposed analysis and the corresponding limitations
on the use of market standard approaches? If not, please explain why? Have you
identified other points not mentioned above?

Question 2: Do you agree with the proposed analysis on the scope of the methodology
and the concept of “contracts”? If not, please explain why and provide your analysis.

Question 3: Do you agree with the interpretation of what could be the resolution
authority methodology i.e. the re-use of the valuation methodology of the CCP unless
the resolution authority deems it necessary to use another appropriate price discovery
method? If not, please explain why and provide your interpretation of methodology and
sequencing.

Question 4: Do you agree with the proposed analysis with regards to the valuation
methodology? If not, please explain why and provide your analysis.

Question 5: Do you agree with the Option 2, if not please explain? Have you identified
other benefits and costs not mentioned above associated to the proposed approach
(Option 2)?

Question 6: If you advocated for a different approach, how would it impact the cost and
benefit assessment? Please provide details.
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Annex IV: Draft Guidelines on valuation methodology

5 Scope

Who?

1. These Guidelines apply to Resolution Authorities.

What?

2. These Guidelines further specify [to be complemented].

When?

3. These Guidelines apply from [dd month yyyy].

6 Legislative references, abbreviations and definitions

Legislative references

CCPRRR

EMIR

ESMA Regulation

°0J L 22,22.1.2021, p. 1-102
0°0J L 201, 27.7.2012, p.1
1 0J L 331, 15.12.2010, p. 84

REGULATION (EU) 2021/23 OF THE EUROPEAN
PARLIAMENT AND OF THE COUNCIL of 16 December
2020 on a framework for the recovery and resolution of
central counterparties and amending Regulations (EU) No
1095/2010, (EU) No 648/2012, (EU) No 600/2014, (EU) No
806/2014 and (EU) 2015/2365 and Directives 2002/47/EC,
2004/25/EC, 2007/36/EC, 2014/59/EU and (EU) 2017/1132°

Regulation (EU) 648/2012 of 4 July 2012 of the European
Parliament and Council on OTC derivatives, central
counterparties and trade repositories®

Regulation (EU) No 1095/2010 of the European Parliament
and of the Council of 24 November 2010 establishing a
European Supervisory Authority (European Securities and
Markets Authority), amending Decision No 716/2009/EC and
repealing Commission Decision 2009/77/EC+
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RTS 153/2013

RTS 152/2013

Abbreviations
CP
EC
EEA
ESFS
ESMA

EU

Definitions

Commission Delegated Regulation (EU) No 153/2013 of 19
December 2012 on requirements for central counterparties
(OJ L 52,23.2.2013).

Commission Delegated Regulation (EU) No 152/2013 of 19
December 2012 on capital requirements for central
counterparties (OJ L 52, 23.2.2013).

Consultation Paper

European Commission

European Economic Area

European System of Financial Supervision
European Securities and Markets Authority

European Union

4. Unless otherwise specified, the terms used in this consultation paper have the same
meaning as in CCPRRR, EMIR and the RTS 152/2013 and 153/2013.
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7 Purpose

5. These Guidelines are based on Article 16(1) of the ESMA Regulation. The objectives
of these Guidelines are to establish consistent, efficient and effective supervisory
practices within the ESFS and to ensure the common, uniform and consistent
application of Article 29 of CCPRRR.
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8 Compliance and reporting obligations

8.1 Status of the Guidelines

6.

In accordance with Article 16(3) of the ESMA Regulation, competent authorities and
resolution authorities must make every effort to comply with these Guidelines.

Competent authorities and resolution authorities to which these Guidelines apply
should comply by incorporating them into their national legal and/or supervisory and
resolution frameworks as appropriate.

8.2 Reporting requirements

8.

10.

Within two months of the date of publication of the Guidelines on ESMA’s website in all
EU official languages, competent authorities and resolution authorities to which these
Guidelines apply must notify ESMA whether they (i) comply, (ii) do not comply, but
intend to comply, or (iii) do not comply and do not intend to comply with the Guidelines.

In case of non-compliance, competent authorities and resolution authorities must also
notify ESMA within two months of the date of publication of the Guidelines on ESMA’s
website in all EU official languages of their reasons for not complying with the
Guidelines.

A template for notifications is available on ESMA’s website. Once the template has
been filled in, it shall be transmitted to ESMA.
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9 Guidelines on valuation methodology

Guideline 1: Process

1. The resolution authority should require the CCP under resolution to value each contract to
be terminated. The value of each contract should be calculated as an early termination amount
covering the amount of losses or gains to be collected or paid by the CCP in order to reflect
the current exposure implied by the terms of the contract on the basis of a termination price
determined for this purpose.

2. In accordance with Article 29(7) of CCPRRR the resolution authority should determine the
termination price for each contract that is to be terminated under Article 29 of CCPRRR in
accordance with these Guidelines. A single termination price should be determined per
contract and used as the termination price for all positions on the same contract being
terminated.

3. The termination price of the contract should be determined as a fair market price reflecting
the economic equivalent of all material terms of the terminated contract and the option rights
of the parties in respect of this contract.

Guideline 2: Scope

1. For a contract to be covered under Article 29 of CCPRRR and be subject to termination
under the loss and allocation resolution tool it shall be an outstanding contract cleared by the
CCP.

Guideline 3: Valuation according to the rules and arrangements of
the CCP

1. The resolution authority should use the valuation methodology defined in the of the CCP's
own rules and arrangements for determining the valuation referred to in Article 29(3)(a) of
CCPRRR. The valuation should thus be based, as far as possible, on a fair market price
determined on the basis such rules, unless the resolution authority deems necessary the use
of another appropriate price discovery method.

2. When the resolution authority uses the CCP’s rules and arrangements to value a contract
under Article 29 of CCPRRR, the resolution authority may consider consulting the following:

a) The risk committee of the CCP under resolution;

b) Persons or committees tasked by the CCP under resolution to take part in the default
management process.

Guideline 4: Decision to not use the CCPs rules and arrangements

1.The resolution authority may consider it necessary to use another alternative price discovery
method to determine the price where it determines that, by using the methodology of the CCP,
the identified price would not qualify as a fair market price, suitable for the termination of
contracts under Article 29 of CCPRRR.

26



* esma

2. ESMA has identified the following principles to be used by the resolution authority in
assessing the valuation undertaken using the CCPs own rules and arrangements:

a) The termination price should reflect the market conditions prevailing on a day and time
that is as close as possible to the day and time of the termination of the contracts;

b) A fair market price should be understood as a price that would be received to sell an
asset or paid to transfer a liability in an orderly transaction between market participants at the
day and time of the termination of contracts;

c) When terminating multiple contracts based on common or closely related risk factors,
the respective prices should respect, as far as possible, the economic relationship between
the different contracts under the prevailing market conditions;

d) Where the valuation is based on a market price, the price should reflect all the
information available at the time of termination, and should be a result of quotes or transactions
reflecting the interests of a diverse group of buyers and sellers within a liquid market;

e) Where the valuation is performed on the basis of modelled prices, the model should, to
the extent possible, be validated by a qualified party to ensure that it accurately produces
appropriate prices, while any input parameters representing market prices used to calculate
the modelled prices should also be assessed against the considerations under this guideline;

f) The determination of the termination price should not be used as a tool to allocate costs
of the CCP to clearing members, such as allocating the costs from the default of a clearing
member to non-defaulting clearing members.

Guideline 5: Valuation using alternative price discovery methods and
sources

1. When the resolution authority does not apply the CCPs rules and arrangements, it should
apply the following alternative price discovery methods in the following order and inform the
CCP accordingly:

a) Where other CCPs clear the same contract, the end-of-day closing or settlement prices of
such a contract as set by the relevant CCPs, with due regard to possible basis between
CCPs to ensure a fair market price;

b) Where the same contract is traded at a trading venue that is not cleared by the CCP, the
mid bid-ask price of such a contract;

c) Prices provided by third parties, such as observable market prices or quotes from market-
makers as long as these represent a fair market price;

d) A theoretical price calculated by an independent valuer to reflect a fair market price for the
terminated contract; and

e) A combination of two or more of the methods under (a) to (d) which would ensure a fair
market price.

2. The resolution authority should justify its choice when it decides to use a certain alternative
pricing methodology.

3. The resolution authority should consider the principles as set out in Guideline 4(2).
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Guideline 6. Requirement to provide information

1. The resolution authority should ask a CCP under resolution to provide the information
needed, together with any relevant documents, data or justification needed to assess the value
of the contract provided by the CCP. The resolution authority should set a deadline to the CCP
to provide the information for this purpose.

2. The resolution authority should ask a CCP to provide the information under paragraph 1
before deciding to terminate contracts in order to consider the potential implications from
partially or fully terminating cleared contracts, inform the decision on the appropriate resolution
action to be taken and where the loss and position allocation tools are used, inform the decision
on the extent of losses to be applied against affected creditors’ claims, outstanding obligations
or positions in relation to the CCP and on the extent and necessity of a resolution cash call.
The resolution authority may set a deadline to the CCP to provide the information for this
purpose.

Guideline 7. Assessment by the resolution authority

1. The resolution authority should prepare and have the arrangements needed to be able to
source and assess in a timely manner the information needed to determine the methodology
for valuation prior to termination.

2. The resolution authority should have reliable access to information that may need to be
collected from the CCP and from sources other than the CCP.

3. The resolution authority should also have the computational and analytical tools needed to
quickly analyse the information received and decide on the appropriate valuation methodology.

4. As part of the resolution planning, the resolution authority should assess the CCP’s rules
and arrangements and seek to identify constraints related to the valuation prior to the
termination of contracts.

28



