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LEBA Reply to European Commission:

Public Consultation by the Directorate General for Energy on measures to ensure transparency and integrity of wholesale markets in electricity and gas; 31 May 2010
This consultation is open until 23 July 2010. Responses should be addressed to ENER-MARKET-INTEGRITY@ec.europa.eu
i.
Background;
ii.
Analysis Of The Current Legal Situation And Expected Developments;
iii.
Description Of Problem;
iv.
Options To Ensure Effective Oversight:
London Energy Brokers Association (LEBA) members act only as intermediaries in the wholesale financial markets. Our members’ client base comprises virtually the entirety of wholesale OTC and derivative market participants, including both corporate energy market participants and financial dealers. The replies below to the questions in the paper should be seen exclusively in the context of member firms acting as intermediaries. (Please see www.leba.org.uk for information about the association, its members and the range of services provided to the global trading community.) For this reason some of the questions in the CP are not entirely relevant to member firms’ activities even though they are to most of their clients.

The distinction is often made between “regulated” and “unregulated” markets, with exchange markets often presented as “regulated” due to the fact that exchanges are mandated to regulate the content, behaviour and participation in specified products. However, again, the perception that OTC markets are unregulated is incorrect. In contrast to exchanges, the primary regulatory focus in OTC markets is on the participants themselves based on their activity, the nature of their counterparties and type of assets involved (*).
*

· The CRD extends not just prudential principles but also systems and control requirements to all international parts of regulated groups that have EU headquarters. Automated Trading System and Multilateral Trading Facility regulations under MiFID and equivalent US and international regulations impose additional layers of regulation on electronic markets over and above the usual “regulated firm” rules that apply to operators and participants. 
· The OTC derivative market’s rules of operation, valuation and netting have been agreed by trade associations in conjunction with regulators – such as the Master Agreements published by ISDA, the Securities Industry and Financial Markets Association (SIFMA), and the International Securities Lending Association (ISLA), all of which have been recognised by regulators, most importantly in the EU and US, as a valid basis for netting exposures for regulatory capital and risk reporting purposes. 
· OTC market activity is also itself subject to extensive codes of conduct set by regulators such as the NIPs Code in the UK, the multiple rules that have been created since MiFID, and international codes of best practice such as those produced by the Financial Markets Association (“ACI”). 
· It may be tempting to regard the “regulated market” as the more robust model, but while exchange rules are certainly aimed at ensuring orderly markets, the accumulated evidence of recent decades suggests that such rules provoke and create the unintended consequences of market dislocations not witnessed in the OTC markets.
Our member firms are inter-dealer brokers (IDBs) and all are – inter alia- FSA authorised firms. As OTC execution venues our members firms provide access to over-the-counter and/or on-exchange traded pools of liquidity, across a full range of asset classes and their associated derivatives. The primary function of our member firms is to act as an intermediary through which other wholesale market participants can conclude transactions by the matching of their trading needs with third party wholesale market participants having reciprocal interests.
Currently a number of very diverse products arranged by inter-dealer brokers are often cleared by CCPs ranging from oil swaps to date and product spreads between commodities. Any future regulation is likely to promote a wider adoption of clearing and this is very much an area that the LEBA supports. We understand that the Commission is very mindful of competition issues and that the principal of open and fair access to CCPs for all trading venues will be contained within EMIL currently being drafted by DG Markt. However it is clearly imperative that the LEBA member firms can enjoy equivalent and non-discriminatory access to such CCPs. This is a particular concern where the clearing house in question is owned (all or partially) or heavily influenced by an exchange.

Questions:

1. Are there particular developments in relation to oversight of energy markets at a national, European or global level that we have not properly considered?
1. Liquidity and Transparency

2. Recognition of Trading Venues

3. Open access to all CCPs from any approved trading venue.
Liquidity and Transparency

LEBA supports all measures to maintain and preserve the integrity of the traded energy markets and their associated derivatives markets; these will undoubtedly include the adherence to relevant pre and post trade transparency provisions. We do however maintain our position held through the negotiations of the third energy package, such that in wholesale markets the public and peer group access to reported prices and volumes needs to be made in such a way not to compromise the ability and willingness of market participants to add liquidity into the market place. 
Therefore price and volume reporting needs to be made to the public on an end of day aggregated basis such as currently provided by the members of LEBA, whilst pre-trade disclosure of active bids and offers should be utilised to ensure public integrity. As we have frequently repeated, the ability to ensure the timely reporting of trades to regulators is paramount, but should not be confused with the market wide disclosure of participants risk positions.
We would note that in addition to the publication of end of day aggregated Volume Weighted Average Prices, the LEBA members display their active prices close to real time on a variety of electronic platforms including proprietary screens, Trayport, Reuters and Bloomberg. It is however the nature of the wholesale markets that deal sizes are large relative to the total of the day’s traded volume and our members play an active role in gathering and seeking out liquidity to match market enquiries. There is therefore, much less latency and residual market prices in many of our products despite their large volume turnovers, especially when compared to traditional equity markets, therefore traditional approaches to transparency are not appropriate when looking at such wholesale markets. 
With respect to the transparency of fees, LEBA notes that the vertical exchange and clearing house model may naturally encourage a CCP to organise and to bundle its pricing packages to gain commercially from its structural advantages. Therefore we reiterate and re-emphasise the importance of “unbundling”. Since this may lead to the siloed embodiment of abusive practices, we would request legal transparency of pricing and fees associated with services on an unbundled basis plus any discounts and rebates applying to customers. 

Recognition of Trading Venues

We are concerned that both the new regulation surrounding energy market derivatives and the new European market infrastructure regulation EMIR [Note : We refer to EMIL in Page 2, para 2] may adopt access requirements for clearing houses using the current MiFID definition of an organised venue, being a systematic internaliser, exchange or MTF. This does not include the voice or hybrid broking models of the IDBs.  The definition of “organised venue” under MiFID was designed for the original purposes of that legislation which focused on opening up competition in equity trading beyond exchange and passporting of such electronic trading venues. 

Accordingly we would draw your attention to the current draft of the Frank-Dodd Bill where “Alternative Swap Execution Facilities” (ASEF) are defined wider than electronic execution venues.

The definition of ASEF is designed to include unambiguously the greatest source of liquidity and information currently operating in any derivatives marketplace.  The above definition better reflects the ASEF and its role in these markets, and would recognize the use of various modes, including fully electronic platforms, and modes that are some combination of electronic and voice or human input.  The proposed definition would recognize the role of ASEFs in implementing price and trade transparency requirements of MiFID.
‘‘(50) SWAP EXECUTION FACILITY.—The term ‘swap execution facility’ means a trading facility in which multiple participants have the ability to execute or trade swaps by accepting bids and offers made by other participants that are open to multiple participants in the facility or system, through any means of interstate commerce, including any trading facility, that—

‘‘(A) facilitates the execution of swaps between persons; and

‘‘(B) is not a designated contract market.’’; and (22) in paragraph (51) (as redesignated by paragraph (1)), in subparagraph (A) (i), by striking ‘‘participants’’ and inserting ‘‘participants’’.

Open access to all CCPs from any approved trading venue.

Across the spectrum of derivatives markets recently there has been a great deal of emphasis placed upon the clearing of OTC contracts, especially derivatives. LEBA unequivocally welcomes all recommendations supporting the migration of both OTC and exchange-traded derivatives to central counterparty clearing  for products that are considered 'clearing eligible' as a means of mitigating counterparty risks and assisting systemic risk management.

We believe that rules governing the structure and functioning of CCPs must acknowledge the conflict that will likely arise between a CCP operating as a utility or as a private commercial enterprise.  Awareness of this danger will ensure open and fair access for the delivery of OTC products into central clearing. Based on the LEBA members’ position as the hub of global OTC market infrastructure we must emphasise the vital importance of:
•
Open access to all CCPs from any approved trading venue. Such access must be open to multiple trading formats including: bi-lateral/voice brokered trades, fully electronic OTC executions, and on-exchange transactions. CCPs which operate within a vertical silo should not be permitted to favour an internal trading platform as this not only restricts competition, but could negatively impact the terms and conditions under which market participants are able to manage and reduce risk. Whilst the overall growth and acceptance of electronic trading systems is likely to continue, the “price-search” function may prove more efficient in the voice brokered arena. For this reason, no CCP should be in a position to refuse voice executed trades which are submitted via electronic STP identically to fully electronic trades. 

•
The authorisation process for eligible transactions into any CCP should be the responsibility of the prudential authorities, and not the individual CCP. Further, the processes of determining what instruments are ‘clearing eligible’ by product group should be made both public and transparent.  

•
Caution regarding a recent paper written by CPPS-IOSCO addressing the governance of CCPs demanded thorough risk analysis by CCPs prior to accepting trades for novation from external/third party execution venues. Whilst this objective is worthy, the provision may have the effect of allowing, and maintaining, the CCP to favour its own vertically integrated matching platforms to the exclusion of alternative venues such as IDBs (inter-dealer brokers) and MTFs (multi-lateral trading facilities). Obviously, such exclusion defeats the overall purpose of financial marketplace infrastructure legislation by denying market participants the possibility of executing and submitting for central clearing the widest possible array of products at the lowest possible cost.

•
A risk proportionate approach for non-cleared transactions. Whilst the transactions of non-clearing eligible instruments usually occur to more precisely mitigate risk, it would appear perverse to impose higher capital charges onto less net risk purely as a punitive action. Even for clearing eligible instruments there may well be legitimate economic or transactional reasons not to admit these into clearing, for instance as part of a transaction to raise capital. As these cases could apply to both financial and non-financial market participants alike, it would also seem inappropriate to focus on the latter.

•
In recognition of the increasing utility function provided by a CCP we believe that relevant stakeholders beyond the General Clearing Members should have a voice in the ongoing governance of the clearing function. This may be provided by placing stakeholders such as contributing execution platforms a seat on the Risk Committee, the Technical Committee or the relevant Product Advisory Groups.

However, this stance is predicated upon all CCPs being obligated to provide open, equivalent and non-discriminatory access to their clearing services in order to foster market integrity and to facilitate the achievement of regulatory ambitions. Indeed, the regulation of CCPs should enshrine these principles.

The vertically integrated trading and clearing models which are commonplace amongst exchanges can present biased and dangerous incentives and encourage such organisations to restrict access to other trading market infrastructures such as wholesale market brokers and MTFs. This potential "loophole" in European regulation enables a single market sector or provider to develop and promulgate an anti-competitive stronghold on OTC products newly mandated for clearing. Alarmingly, this clearly contradicts and undermines the objectives of the EU Commission in their attempts to enable freely available access to CCPs to reduce systemic risk.
3. DESCRIPTION OF PROBLEM
Question:

2. Do you agree that the current Regulatory Framework should be updated to include clear rules governing energy market oversight? Please justify your reply.

3. Do you agree that this update should ensure integrated/coordinated oversight between financial and commodity markets and across borders.

4. Do you agree that the overlap of physical, and financial (derivative) markets, and the cross border nature of the market currently leads to sub-optimal oversight of energy markets?
2. 

LEBA agrees that a comprehensive update to the current regulatory framework should be made in order to both align the objective of regulation to those of the Third Energy Package and its inherently cross border implied structures; and further, to align the regulation applicable to that currently being revised in the wider derivatives markets through the EMIR and revisions to MAD and MiFID. Moreover, with the revision to the Lamfussy Committees and the new supervisory framework being put into place, which entails the take up of hitherto non existing powers by ACER; it is not only the environment which is new, but also the discretionary powers available in the new regulatory toolbox.

3. 

LEBA agrees that due to the sheer numbers of national regulatory and supervisory bodies involved across Europe, and the portability of both the energy and the market participants; so the oversight would greatly benefit form not only being centralised through ACER, but also through ACER’s functions being integrated with the relevant national competent authorities.
4. 

It follows from the answers above that the current oversight and application of the regulation of the wholesale energy markets is therefore sub optimal. We would however add that as almost all of the OTC and derivative trading carried out across our member’s platforms in Europe occurs in London, so it has fallen to the FSA and OFGEM to fulfil the prudent host supervision and regulatory duties. 
To that end the oversight of energy markets has been very good and has worked with safety and efficiency. However, we remain concerned about the varying oversight of the regional production, transparency, storage and transmission mechanisms which are needed for a fairer and more open, liquid and level playing field across Europe.
OPTIONS TO ENSURE EFFECTIVE OVERSIGHT 

5. Do you agree that definitions of market misconduct for gas and electricity markets should be consistent across EU? If not, why not?
6. Do you agree that market misconduct should follow the MAD definitions? If not, why not?
7. Do you agree that specific account of the specificities of the physical energy markets should be taken of energy markets through guidance rather than in legislation? If not, why not?

5. 

LEBA could see no reasons why the definitions of market misconduct should not be consistent. 
We note that in respect of the internal market that the EMIR as a regulation, shall apply to all member states uniformly and contemporaneously. As such, a regulation is superior to a directive as there cannot be any gold plating i.e. a level playing field in all 27 member states is assured.
6. 

LEBA notes that the MAD definitions are currently being revised and therefore difficult from which to set comparative terms of reference. The original MAD was written in the context of MiFID and European equity markets. These rules are in no way applicable to wholesale markets trading much less frequently and with far less latency over MTFs, broker hybrid screens and via brokered voice networks. This is because each and every deal has the scope to materially move the market pricing, and due to the fact that as wholesale hedges are being laid off so each power and gas market is closely priced off every other both in terms of geography and tenor (i.e. time and space).
Further, as widely discussed within the Commission, MAD definitions do not take into account the fact that most participants in the Gas and Power markets in Europe form some sort of “insider”. Since this “insider” status cannot rule out participation, so a bespoke directive is needed to enable market participants to declare their information and interests prior to accessing the market.
7. 

Provided that the outcomes are prudent, hold no unintended consequences and allow for market liquidity and therefore energy security to be enhanced; LEBA would have no apriori preference for legislation over guidance. Evidently therefore this feeds back into the exact nature of the leverage and autonomy that the forthcoming ACER body may hold.
Oversight models - Who monitors markets? Who enforces the rules?

8. Do you agree that regular market monitoring is an essential function to detect market misconduct?

9. If yes, given the characteristics of wholesale energy markets, do you agree that market monitoring is best organised on EU level?

10. If yes, do you believe that ACER should be given the role of an EU level monitoring body for wholesale energy markets?

11. Do you agree that the EU level monitoring body for energy markets should have a coordinating role to ensure effective application of EU level rules for energy markets? If not, why not?

12. In your view, would enforcement of market misconduct rules be best organised on national level or EU level?

a. If on national level, would national energy regulators or national financial regulators be better placed to enforce compliance?

b. If on European level, which institution would be best placed to enforce compliance?

8. 

In accordance with supervision across all the wholesale OTC and derivatives markets, LEBA understands that continual market monitoring, both by macro prudential supervisors and at a micro the relevant national supervisors is essential in tandem with ongoing compliant supervision by the market participants themselves.
We would again note however that it is in the nature of low latency illiquid OTC markets to enact price jumps in the normal course of business that would be deemed suspicious in retail equity markets. Due responsibility must therefore be given to the professional and wholesale nature of the market participants and to the “self policing” nature of MTFs and other brokered platforms whereby any failure of perceived integrity is naturally and immediately “punished” by a withholding of participant liquidity.
9. 

LEBA would agree that macro prudential monitoring is best done at an EU level. 
Since OTC markets are regulated via the authorising of the participants as professional market entities with respect to the nature of their business, so the regulation at a micro level still needs to be essentially local. 
This duality therefore urges a fully integrated pan European framework to be installed.

10. 

LEBA is happy that ACER should be given the role of an EU level monitoring body for wholesale energy markets. LEBA further believes that ACER should additionally be given this responsibility for secondary CO2 markets.
11. 

It follows from our answer in (9) above that this is indeed the case.
12. 

LEBA appreciates that with respect to the enforcement of rules, both the Macro-Prudential and local-micro rulebooks become relevant.
Whilst it may follow from our answer in (9) above that that the enforcement control at the national level would appear necessary, we understand that it is perhaps more imperative for the integrity, utility and therefore liquidity of the European gas and power markets to have an absolutely level playing field across the region.
Therefore we would endorse a framework whereby the national regulators, both financial and energy, enforce a compliance order formulated and calibrated by ACER.

Which markets are covered?

13. Do you agree that the market monitoring body for energy markets should also be able to monitor EUA transaction?

14. Would monitoring of traded carbon markets be best organised on national or on EU level?

15. If on EU level, do you believe that ACER could be an appropriate monitoring body?

16. Do you agree that it is not appropriate, at least at present, to consider coal, oil and other commodities along with wholesale gas and electricity markets? If not, why not?

17. Do you agree that it is appropriate to apply exemptions and de minimis levels? If not, why not?

13. 

LEBA supports the conjoining of the Carbon Market supervision with the Energy market supervision.

From a participant viewpoint, almost all our firms which cover both sets of products do so from closely adjoined platforms with the same line management and very much the same client base. 

Furthermore, it would follow from some of the difficulties that have been encountered recently with respect to the integrity of the traded emissions markets over the last 18 months, that a cross border, integrated and more continuous market monitoring system would be appropriate.
14. 

It would follow from the answer to (13) above that the monitoring of traded carbon markets needs to be a macro-prudential function and therefore based at a pan-European level.
Again, with enforcement nationally, a robust framework between the macro’ and the micro’ needs to be emplaced. 
15. 

LEBA believes that ACER would be the correct and prudent monitoring and coordinating body. Again a framework of linkages between the Internal Market, Environment and Competition at an EU level would imply an equal importance to the coordination function as to the monitoring one.
16. 

LEBA would concur that the difficulties involved in building and enforcing Oil market supervision to the same level and at the same time as Gas and Power may be to great currently.
We would however encourage the integration of the traded coal market and its derivatives into the same frame work as Gas, Power and Carbon, largely because it is frequently traded in the same bundles and by the same market participants. We further believe that coal is fundamentally a regional energy commodity and is traded closely with respect to the physical, whereas oil is a global commodity and far more of the trading is confined to the derivatives markets.

17. 

Given that most participants in the Gas and Power markets are indeed end users it may not be especially useful to apply any of the exemptions currently being debated and formulated in the financial markets regulation. From a practical viewpoint however these regulations are to apply to the Wholesale energy markets, and therefore a de minimis level that differentiates the retail away from the wholesale would likely be useful.
How are data reported?
18. Do you agree that market data relating energy market transactions should be reported centrally? If not, why not?

19. Do you agree the body with an oversight role requires full access to fundamental data relating to carbon?
18. 

LEBA reports market data as aggregated across the active brokers in each product and volume weighted. This is published either as an end of day average and total volume, or pertaining to a specific time window. Such data provides the basis for the settlement of swaps on the underlying commodity which are traded OTC by all market participants.
Data should be made available without impediment to all relevant regulators and supervisors. However, transaction data need not be considered public information and should be treated as privileged in order to maintain the confidence of market participants and consequently to maintain the liquidity necessary for efficient, sound and well functioning risk mitigation.
With respect to the central reporting of market data, LEBA fully endorses the increased usage of Trade Repositories for the prudential analysis of systemic risks. Moreover, we believe that such repositories may provide a better answer to the concerns of the relevant authorities than any moves towards the mandating of clearing via Central Counterparties since it allows for bespoke trading and hedging to be enacted in a variety of infrastructures defined by the end users. 
The separation of the roles of a trade repository to monitor systemic risk build up and trade reporting to regulators to enforce market abuse regulations should be maintained. LEBA would stress that regardless of the final conclusion on the exact division of these responsibilities harmonisation is necessary at an EU level.

We would also emphasise that the number of central data repositories should be minimised and that, as “Public Utilities”, repositories should be kept separate from the existing trade execution, confirmation, affirmation and clearing market infrastructures that already are close to compromising the commercial verses utility characteristics of their functionalities.
The reporting of trades is but one vital component in the updated landscape and cannot be relied upon on its own to safeguard the system or its participants.  From a liquidity perspective we would urge the Commission to focus on end of day aggregate positions as the focus of reporting obligations. LEBA would support the option of a reporting obligation by counterparties to a trade on a T+1 basis.

19. 

LEBA would concur that should ACER have the oversight role for the secondary traded carbon markets then it should undoubtedly have full access to the various carbon registers across the EU 27 nations.
Annex 1 – LEBA Gas Indexes total volume since June 2008
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· APX Power UK 

· CantorCO2e Ltd

· Evolution Markets Ltd.

· GFI Group, Inc

· ICAP Energy Ltd
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· Spectron Group Ltd

· Tradition Financial Services Ltd

· Tullett Prebon Energy Ltd
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