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INTRODUCTION

At the height of the financial crisis in autumn 2008, competent authorities in the
United States and several EU Member States adopted exceptional measures to
restrict or ban short selling in some or all shares'. They acted due to concerns that at
a time of considerable financial instability, short selling was aggravating the
downward spiral in the prices of shares, notably in financial institutions, in a way
which could ultimately threaten their viability and create systemic risks®. The
measures adopted by Member States were divergent as the European Union lacks a
specific legislative framework for dealing with short selling issues.

Since that time, regulators have developed through the Committee of European
Securities Regulators® (CESR) a two-tier regime for the disclosure of short selling
transactions to regulators and the public’, which they have called on the Commission
to include in a proposal for a new European legislative framework. Finally, concerns
have been raised’ about the possible implications in terms of settlement risk of so-

called "naked short selling"®.

Short selling is the sale of a security that the seller does not own, with the intention
of buying back an identical security at a later point in time to be able to deliver the
security’. It can be divided into two types: "covered" short selling where the seller
has made arrangements to borrow the securities before the sale and "naked" short
selling where the seller has not borrowed the securities when the short sale occurs.
Naked short selling is often used for intra day trading.

The expression "short selling" is sometimes used in a more general sense to cover a
broad range of actions that allow an investor to profit from a price decline in an asset.

Annex 3 includes a table giving an overview of the situation on key measures in the EU 27 taken from a note by
CESR setting out the measures on short selling taken by Member States.

For example, in Discussion Paper 09/1, Short Sdlling, February 2009, p. 3, the UK Financial Services
Authority explained their reasons for introducing temporary short selling measures in September 2008
as follows: "We did this at a time of extreme market turbulence, manifested in the forms of high and
prolonged price volatility and downward pressure on the prices of financial stocks in particular. We
were concerned by the heightened risks of market abuse and disorderly markets posed by short selling
in these conditions."

CESR is an independent advisory group to the European Commission composed by the national supervisors of the
EU securities markets. See the European Commission's Decision of 23 January 2009 establishing the Committee of
European Securities Regulators 2009/77/CE. OJ L25, 23.10.2009, p. 18). The role of CESR is to improve co-
ordination among securities regulators, act as an advisory group to assist the EU Commission and to ensure more
consistent and timely day-to-day implementation of community legislation in the Member States.

Committee of European Securities Regulators, Model for a Pan-European Short Selling Disclosure
Regime, March 2010. The report advocates a two-tier model for disclosure of significant individual net
short positions in all shares that are admitted to trading on an EEA regulated market and/or an EEA
MTF. At the lower threshold of 0.2%, positions would be disclosed to the relevant regulator, at the
higher threshold of 0.5% positions would be disclosed, in addition to the regulator, also to the market as
a whole.

On 8 June 2010, President Sarkozy and Chancellor Merkel wrote to President Barroso urging the
Commission to bring forward a legislative initiative on short selling and sovereign CDS encompassing
the possibility of an EU wide prohibition of naked short selling and naked sovereign CDS .

Responses from some national regulators to a questionnaire by the Commission services. The
respondents wished their responses to remain confidential. A summary by the Commission services of a
meeting with national regulators on short selling is included in annex 5.

A glossary of key terms on short selling and Credit Default Swaps is included in annex 1.
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In addition to short selling on cash markets, a net short position can also be achieved
by the use of derivatives, whether they are traded on exchanges or over-the-counter
(OTC).

A Credit Default Swap (CDS) is a derivative which acts as a form of insurance
against the risk of credit default of a corporate or a government. In return for an
annual premium, the buyer of a CDS is protected against the risk of default of the
reference entity (stated in the contract) by the seller. If the reference entity defaults,
the protection seller pays the buyer the par value of the instrument in exchange for
physical delivery of the reference instrument, although settlement may also be by
cash.

In March 2010, concerns were expressed by some governments also about the
possible role played by derivative transactions, notably CDS, in relation to the prices
for Greek sovereign bonds®. A number of Member States have adopted temporary or
permanent restrictions at national level on short selling and CDS which are outlined
in section 3.1.5.

In light of concerns about the regulation of short selling and CDS, the Commission
decided to include in its Work Programme for 2010 a legislative initiative on short
selling and Credit Default Swaps as a strategic initiative’. This was restated in the
Commission Communication of 2 June 2010 on Regulating Financial Services for
Sustainable Growth.'°This impact assessment accompanies the proposal for a
regulation on short selling and certain aspects of Credit Default Swaps.

It is important to note that this initiative is not the only one to address problems in
the markets highlighted by the current crisis. As announced in its Communication of
2 June 2010, the Commission will complete its full financial reform programme in
the coming months. Of the existing or pending proposals listed in the
Communication, a number are related to this initiative.

The proposal for a Directive on Alternative Investment Fund Managers'' aims to
create a comprehensive and effective regulatory and supervisory framework at the
European level, providing robust and harmonised regulatory standards for all

In a joint letter dated 10 March 2010 to President Barroso and Prime Minister Zapatero, President
Sarkozy, Chancellor Merkel, Prime Minister Juncker and Prime Minister Papandreou wrote: "We
therefore propose that the EU Commission initiates as quickly as possible at European level an inquiry
into the role and impact of speculative practices in connection with CDS trading in the government
bonds of European countries. Should the inquiry ascertain market abuses or that there is a well-founded
suspicion that speculative practices are having a considerable impact on the development of yields, we
should quickly examine measures to determine whether they are suitable and, if necessary, pass the
appropriate legislation. These examinations should also consider introducing minimum holding periods
for CDS trading, banning speculative CDS trading as well as banning the acquisition of CDS which are
not being used for hedging purposes."

Communication from the Commission to the European Parliament, the Council, the European
Economic and Social Committee and the Committee of the Regions, Commission Work Programme
2010 — Timeto Act, COM(2010) 135 final, Vol. 1, p. 4 and Annex I, p. 4.

Communication from the Commission to the European Parliament, the Council, the European
Economic and Social Committee and the European Central Bank, Regulating financial services for
sustainable growth, COM(2010) 301 final, 02.06.2010, p. 7.

Proposal for a Directive of the European Parliament and of the Council on Alternative Investment Fund
Managers and amending Directives 2004/39/EC and 2009/.../EC, COM(2009) 207 final, 30.4.2009.
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2.1

managers and enhancing transparency towards investors. Concerning effective
supervision, the proposal for a Regulation establishing a European Securities and
Markets Authority (ESMA)'? provides in its article 10 for ESMA to have the power
to adopt individual decisions in emergency situations.

In terms of enhanced transparency, a forthcoming proposal which is closely related
to the initiative on short selling and Credit Default Swaps is the proposal for
legislation to improve the functioning of derivatives markets, which will strengthen
the EU's financial market infrastructure, promote the standardisation of derivatives
contracts and develop central clearing parties for derivative contracts to substantially
reduce risk. The Commission will also propose improvements to the Markets in
Financial Instruments Directive'® (MiFID) in order to strengthen pre- and post-trade
market transparency and bring more derivatives onto organised trading venues.

Finally, in the context of strengthened responsibility and consumer protection, the
Market Abuse Directive'* will be revised in order to extend its rules beyond
regulated markets and to include derivatives in its scope of application.

PROCEDURAL ISSUESAND CONSULTATION OF INTERESTED PARTIES

The proposal for a regulation on Short Selling and certain aspects of Credit Default
Swaps and its impact assessment have been prepared in accordance with the
Commission's better regulation principles. The proposal takes into consideration the
observations and analysis contained in the reports published by the Committee of
European Securities Regulators (CESR). The proposal and the impact assessment
also take into consideration the comments received from stakeholders participating in
a public consultation from 14 June to 10 July 2010.

CESR and ESME reports

DG Internal Market services asked the European Securities Markets Expert Group
(ESME"), an independent advisory group to the Commission composed of market
participants, to prepare a report on short selling. The report containing a series of
recommendations was adopted on 19 March 2009'°.

Proposal for a Regulation of the European Parliament and of the Council establishing a European
Securities and Markets Authority, COM(2009) 503 final, 23.9.2009.

Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on markets in
financial instruments, OJ L145, 30.04.2004.

Directive 2003/6/EC of the European Parliament and of the Council of 28 January 2003 on insider
dealing and market manipulation (market abuse), L 96/20, 12.04.2003. Article 1.2 defines market
manipulation and article 5 requires Member States to prohibit any person from engaging in market
manipulation.

The European Securities Markets Expert Group (ESME) was established by Commission Decision
2006/288/EC setting up a European Securities Markets Expert Group to provide legal and economic
advice on the application of the EU securities Directives (30.03.2006). The objective of the Group was
to advise the Commission on various issues in relation to the EU securities markets. The Group
consisted of 20 members, chosen according to strict procedures to ensure the widest possible range of
professional backgrounds (such as lawyers, economists and accountants) and geographical balance so
that the different EU markets were covered. This non-binding advice assisted the Commission in
fulfilling its tasks. ESME's mandate expired on 31.12.2009 and was not renewed.

The full text of the report can be found at:
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2.2.

2.3.

The Committee of European Securities Regulators (CESR) consulted in the second
half of 2009 on a possible pan-European model for the reporting and disclosure of
net short positions in EU shares'’. It then recommends that the Commission
introduces such a regime as soon as possible. CESR also published on 22 September
2008 (updated on 22 February 2010) a table setting out the measures adopted by
national competent authorities on short selling.'®

DG Internal Market services held a meeting with CESR experts in Paris on 14 April
2010 to consult national competent authorities on issues relating to short selling, net
short positions and CDS. The summary of the discussion is included in annex 4.
National competent authorities also responded to a questionnaire circulated by the
Commission services in June 2010.

The Commission services held two meetings on 5 March 2010 with representatives
of market participants and national competent authorities on issues relating to
sovereign CDS. The list of participants is included in annex 5.

Public consultation

In April 2009, the European Commission asked some high level questions on a
possible regulatory regime for short selling in the context of a call for evidence on
the review of the Market Abuse Directive launched on 20 April 2009'. Most
contributors responded that the Market Abuse Directive was not the appropriate
instrument for addressing short selling, as most short selling does not constitute
market abuse in the view of market participants.

On 14 June 2010, the European Commission launched a public consultation on
policy options for a possible legislative initiative on short selling. The Commission
services received around 120 contributions. The non-confidential contributions can
be consulted on the Commission's website®”. The outcome of the consultation has
been summarised in Annex 2.

Steering Group

The Steering Group for this Impact Assessment was formed by representatives of a
number of services of the European Commission, namely the Directorate General
Internal Market and Services, the Directorate General Competition, the Directorate
General Economic and Financial Affairs, the Directorate General Enterprise, the
Directorate General for Health and Consumers, the Legal Service and the Secretariat
General. This Group met three times, on 18 May 2010, 7 July 2010 and on 23 July

20

http://ec.europa.eu/internal_market/securities/docs/esme/report 20090319 en.pdf

CESR/10-088, March 2010, c.f. footnote 4.

Committee of European Securities Regulators, CESR/08-742, Measures adopted by CESR Members on
short selling, 22 September 2008, updated 22 February 2010

Call for evidence, Review of Directive 2003/6/EC on insider dealing and market manipulation (Market
Abuse Directive). For the text of the call for evidence, see:

http://ec.europa.eu/internal _market/consultations/docs/2009/market _abuse/call for evidence.pdf

See http://ec.europa.cu/internal_market/consultations/2010/short_selling_en.htm
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2.4.

2010. The contributions of the members of the Steering Group have been taken into
account in the content and shape of this impact assessment”".

Impact Assessment Board

DG MARKT services met the Impact Assessment Board on 30 August 2010. The
Board analysed this Impact Assessment and delivered its opinion on 31 August 2010.
During this meeting the members of the Board provided DG MARKT services with
comments to improve the content of the Impact Assessment that led to some
modifications of this final draft. These are:

— Modifications to highlight the problem of fragmented regulatory approaches to
short selling and CDS and the added value that the EU can bring in creating a
common European framework to ensure the smooth functioning of the single
market;

— A clearer distinction between risks which regulators have expressed concern about
and which should be the subject of EU action as part of a precautionary approach,
and problems for which empirical evidence exists;

— A more detailed explanation of the nature of EU level coordination and the
respective roles of national competent authorities and ESMA, particularly with
regard to the circuit breaker and measures in exceptional situations, and
clarification of how implementing measures will be used to further specify
exceptional situations;

— Clarification of which financial instruments are covered by each preferred option,
notably through the addition of an overview table in the annexes, as well as of the
explanation and presentation of some of the options;

— A fuller explanation of the rationale for exempting market making activities and
how this option will be implemented so as to ensure the effectiveness and
efficiency of the legislation;

— Clarification of how cooperation with non-EU authorities would ensure effective
implementation and compliance;

— Clarification of the analysis of compliance costs;

— The inclusion of a more comprehensive glossary of key terms.

21

In accordance with the rules for the elaboration of impact assessments the minutes of the last meeting of the
steering group have been submitted to the Impact Assessment Board together with this impact assessment.
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3.1.

311

PoLicy CONTEXT, PROBLEM DEFINITION, BASELINE SCENARIO AND SUBSIDIARITY
Background and context

Who short sells, what and why

Short selling is not a new phenomenon — it has been a feature of equity markets since
at least the 17" century, when short sellers were accused of causing the collapse of
shares in the Dutch East India company in 1609, and short sellers were accused of
causing the 1929 stock market crash, which led to legislation in the United States to
regulate short selling™.

In theory, a variety of different financial instruments are capable of being sold short:
shares, credit instruments, interest rates, currencies or commodities. However, in
practice short selling is more widespread and can be conducted more easily for some
instruments than others, and the evidence of risks, or concerns about potential risks,
is greater for some instruments (i.e. shares) than for others. With the exception of
Credit Default Swaps, which are examined in more detail in section 3.1.2. below,
derivatives will be considered in relation to their underlying instruments, as it is from
this underlying instrument that they derive their value. Also, in most cases
derivatives cannot really be sold short, but they can be used to create a position
which is economically equivalent to short selling the underlying instrument.

Short selling in shares

Short selling is used by a variety of market participants including hedge funds,
traditional fund managers such as pension funds and insurance companies,
investment banks, market makers and individual investors.” Short selling can be
used for speculative purposes, to hedge a long position, for arbitrage and for market
making. Examples of different reasons for short selling are provided in the box
below.

22

23

Short sellers have been the villains for 400 years, Reuters, 26.09.08

Factbox: milestonesin short selling history, Reuters, 16.07.08

Discussion Paper 09/1, Short Selling, February 2009, Financial Services Authority, pp. 7-9 for a more
detailed analysis of who short sells and why.
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Examples of reasonsfor short selling®

Speculation: for example, an investment bank trading for its own book ("proprietary trading")
may sell a share short because it believes the price will decline, in order to profit from that
decline by buying back the share at the lower price. However, short selling is a risky strategy,
as if the share price rises instead of falling, then the short seller will have to close out the
position at a loss or pledge more collateral to keep the position open.

Hedging: although pension funds and insurance companies tend to buy shares in order to
profit from their (anticipated) rise over the long term, they often hedge their risk by selling
short comparable shares to those in which they hold a long position. If the share price in their
long position goes down, then they can limit their losses through the rise in the value of the
short position. This is a common practice in most developed financial markets.

Arbitrage: for example when a hedge fund combines a short position and a long position in
two different but inter-related shares, to make a profit from the price differential between the
two shares.

Market making: in order to meet customer demand for securities which are not immediately
available, market makers use short selling to fill client orders, i.e. to provide liquidity to the
market.

Estimates of the volume of short selling of shares vary widely. Some studies estimate
that short selling in the United States accounts for between 14 and 30% of equity
trading volume™. Studies also show that short selling volume can be considerably
higher in the US, particularly in shares of financial institutions at times of financial
instability; for example, short sales of shares in some US financial institutions
exceeded 40% of trading volume in those shares in summer 2008%.

The availability and reliability of data on the volume of short selling in Europe is
limited in the absence of marking of transactions or disclosure regimes, and of
reporting of over the counter transactions”’. In the consultation of regulators carried
out by the Commission services, most regulators who responded did not have any
data on the volume of short selling transactions on their markets or reported very
little or no short selling on their markets. However, regulators in some Member

24
25

26

27

Ibid.

"For the control stocks that are never subject to the shorting ban, NYSE short sales account for a cross-
sectional average of 14.12% of NYSE trading volume during the pre-ban period from 1 August through
18 September [2008]", Boehmer, Ekkehart; Jones, Charles; and Zhang, Xiaoyan, Shackling short
sellers: the 2008 shorting ban, working paper, 18 November 2008, p. 7. "Short sellers account for more
than 20% of trading volume", Boehmer, Jones and Zang, 2008, quoted in Boehmer and Wu, Short
selling and the informational efficiency of prices, 2009, p. 1. "Some estimates have short sellers
responsible for between 20-30% of equity trading volume", Oliver Wyman, The effects of short-selling
public disclosure regimes on equity markets, 2010, p. 6.

Analysis of the Pre-Borrow Emergency Order, Memorandum by the Office of Economic Analysis, 14
January 2009, p. 6. According to the US Office of Economic Analysis, short selling in the 17 NYSE
listed financial stocks subject to a pre-borrowing requirement on short sales represented 41.81% of
trading volume in those stocks from 12 June to 11 July 2008. This fell to 30.74% after the introduction
of the pre-borrow requirement on 15 July 2008.

In contrast, the United States has a marking regime and provides for reporting of OTC transactions. The
latter is an option which will be considered in the context of the review of the Directive on Markets in
Financial Instruments. One Member State, the UK, currently requires OTC transaction reporting at
national level.

11
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States were able to provide some data, notably the UK, Spain and Greece, and data
on securities lending, which can serve as a proxy for short selling, has been provided
by Dataexplorers (see annex 7). For the UK, the FSA provided data on securities
lending as a percentage of market capitalisation as a proxy for the volume of short
selling stock lending; according to this data, securities lending averaged between 1
and 3% of market capitalisation between August 2006 and August 2009
(disregarding spikes which the FSA attributes to dividend payment periods). Since
according to the FSA a large proportion of securities lending is for tax purposes, this
data suggests lower levels of short selling. The UK FSA also provided data based on
disclosure of significant short positions in financial sector shares only between
January and May 2009; this showed that the largest proportion of short positions was
in the range of 0.25-0.35% of the total share capital of the issuer, i.e. just above the
UK disclosure threshold of 0.25%*.

For Spain, the CNMYV provided data from the Spanish clearing house Iberclear using
securities lending as a proxy for covered short selling. This data showing that
covered short selling activity in shares amounted to 1.4% of the total number of
trades in 2009, essentially stable from the figure in 2007, which was 1.36% . In terms
of value, short selling represented 6.47% of trading in 2009, again broadly stable
from the figure of 6.35% in 2007. This data appears consistent with that provided by
the UK and also using securities lending as a proxy. Based on the disclosure of short
positions between September 2008 and June 2010 in Spain, a total of individual 441
short positions were reported and published, from 56 entities (mostly hedge funds),
with an average position disclosed of 0.46% of the share capital of the issuer. The
Spanish regulator also provided data estimating the level of naked short selling in
their jurisdiction based on failed transaction statistics. When considering these
figures it has to be noted that Spain has a permanent ban on naked short selling, so
these cases represent occurrences of naked short selling despite the ban, and at the
height of the crisis the Spanish regulator reminded market participants of their
obligations in this regard®”. According to their estimates, naked short selling
represented 0.04% of all trades in 2009, down from 0.11 in 2007 (or 0.08% of
trading volume in 2009, down from 0.30% in 2007).*

Greece is the only EU Member State which has a requirement for short sale
transactions on its market to be flagged, and the Greek regulator is therefore in
possession of data showing the actual volume and value of short sale transactions on
its market. According to data for January to June 2010, the volume of short selling
transactions as a percentage of total transactions is in a range between 0 and 3.33%.
In terms of value the range is between 0 and 3.36%.”'

To conclude, it is difficult to obtain reliable data on the extent of short selling in
Europe in the absence of marking of transactions, or of disclosure of short selling

28

29

30

31

Response by the UK FSA to Commission services questionnaire on short selling and Credit Default
Swaps.

"Agreement of the Executive Committee of the CNMV on naked short selling, adopted on September
22nd 2008". http://www.cnmv.es/Portal/verDoc.axd?t={0f1£d720-9592-45fc-b293-4fc99¢82ce4f}
Response by the Spanish CNMV to Commission services questionnaire on short selling and Credit
Default Swaps.

Response by the Greek HCMC to Commission services questionnaire on short selling and Credit
Default Swaps.
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transactions. However, according to the data outlined above it could be estimated to
represent between 1 and 3% of market capitalisation using securities lending as a
proxy, or less than 1% of the total share capital of the issuer using data on disclosures
of net short positions in the UK and Spain as a measure. It is difficult to estimate the
volume of naked short selling in the absence of data from countries where this
practice is permitted, but the data from Spain suggests that this is a fraction of the
total volume of short selling. However, while the volume of short selling in Europe
appears on this evidence to be limited, concerns remain about the risks short selling
can pose, especially in distressed markets, and these are explored further in the
problem definition below.

Short selling in credit instruments

Credit instruments include both corporate and sovereign bonds. In principle it is
possible to sell corporate bonds short, but the liquidity of the corporate bonds market
is limited as there is no active secondary market for a large part of the bonds
outstanding. Several factors explain this: each issuer tends to have different issues
outstanding, so secondary market activity is fragmented into these different issues;
and the maturity of corporate bonds is limited compared to equities where there is no
repayment schedule, and investors on corporate bond markets tend to buy and hold
for the long term. Therefore, most of the short selling activities on corporate bonds
take place through the CDS market, where the liquidity is much higher. Regarding
sovereign bonds, this market presents higher liquidity then the corporate bond market
as there tend to be fewer issues per issuer and each issue is of a larger size. In
addition, the sovereign CDS market is less liquid then the corporate CDS market.
Short selling a bond could therefore be considered easier and a short seller would
face a more balanced choice between using the bonds or the CDS.

Short selling in interest rate instruments

This market consists mostly of derivatives. There is no real short selling of interest
rate derivatives as any derivative contract does not pre exist the operation, it is only
created when bought or sold; in other terms, there is no secondary market. Interest
rate derivatives are very global instruments, and they are used by a wide range of
participants for risk management purposes and through often complex strategies.
There is no evidence of concerns related to short selling on this market.

Short selling currencies

Currency markets are open 24 hours a day, 7 days a week, and may be the most
global market of all asset classes. Short selling does occur on this market and there is
evidence of it being used in the past to drive down the price of a currency (most
notoriously the speculation against the pound sterling by George Soros in the context
of the instability in the Exchange Rate Mechanism in 1992; there have also been
concerns expressed by some Member States in February-March 2010 about the
possible role of short selling of the euro in the decline of the currency's value™).
Nevertheless, short selling regulation has been very seldom used worldwide in the
foreign exchange market, and when applied, it has only been done by a few emerging
countries.

32

Financial Times, Lagarde wants |ook into murky market, 14 February 2010.
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Short selling commodities

Strictly speaking, short selling of the underlying physical commodity is not an issue
for financial regulation. Selling physical commodities short in anticipation of their
price decreasing, which would then be bought back at the lower price, may occur but
this is probably dampened by the costs of storing/producing the goods, and is an
option mainly for commodity companies. Whether this practice is harmful, for
example for consumers, is an issue for sectoral (e.g. energy) legislation rather than
financial regulation.

Entering into equivalent short positions through commodity derivatives is possible,
but attempting to disassociate this from legitimate hedging and price discovery is
very difficult. This would also apply to short positions entered into either in the spot
or derivative market as part of arbitrage strategies, and putting controls on this could
have a negative impact on price convergence. In addition, any controls would require
a highly differentiated approach according to each specific commodity market. Many
commodity markets are global (e.g. crude oil, metals) and trading could easily shift
to other jurisdictions, and continue to set prices for Europe. Furthermore, sector-
specific legislative proposals to enhance transparency and market integrity in certain
commodities markets is under preparation, notably for gas and electricity and for
emissions allowances.

Tradesin Credit Default Svaps

Credit Default Swaps (CDS) are financial derivatives. Derivatives are referenced on
an underlying, which in the case of CDS is the credit risk of an issuer. The credit risk
of an issuer is the risk of default of that issuer on its obligations towards its creditors.
CDS transfer credit risk from one party to another.

It is easiest to understand a CDS contract by comparing it with a bond. In a typical
bond, the issuer agrees to pay the investor a regular sum, the coupon, in exchange for
the principal amount, the issued amount. The investor is exposed to credit risk, as the
borrower may not return the principal: therefore buying a bond implies taking a
position on the credit risk of the issuer. A similar economic effect can also be
achieved by selling a credit default swap, but here no principal changes hands ex
ante. In a CDS, the seller receives regular payments from the buyer, while his
obligation materialises only in event of default, when he has to provide for the credit
loss.

At the end of May 2010, the gross notional amount of the total CDS market was
USD 14.5 trillion, with about 2.1 million contracts outstanding. The sovereign CDS
market, which includes both sovereign indices and sovereign single names, reached
USD 2.2 trillion, with about 0.2 million contracts outstanding. The outstanding gross
notional amount of the Itraxx Sovereign Index Western Europe was USD 140 bn
(and USD 10 bn in net terms)™.

See Depositary Trust and Clearing Company (DTCC) data
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There are four main groups of market participants in the CDS market: dealers, non-
dealer banks, hedge funds and asset managers. The dealers are by far the largest
players on the market.**

The aims of these market participants are diverse and they employ different
strategies: CDS can be used for hedging, arbitrage or speculative purposes. Examples
of the reasons for buying or selling CDS are provided in the box below.

Reasons for trading CDS

Hedging: CDS can be used to neutralise or reduce a risk to which the CDS buyer is exposed from
another position. An example of such an "insurable interest" would be a bondholder's exposure to
the credit risk of the issuer of the bond; by buying a CDS he can reduce that risk by passing it on to
the CDS seller. The bondholder has hedged his position with a CDS. Sometimes the buyer of a
CDS is seeking to hedge a risk other than the credit risk of the bond issuer, for example the credit
risk of a bank heavily exposed to the bond issuer.

Arbitrage: arbitrage is usually understood as the risk-free exploitation of price differences in
connected markets. The typical arbitrage operation that involves CDS is the combination of buying
a CDS and entering into an asset swap where the fixed coupon payments of a bond are swapped
against a stream of variable payments. It is known in the market as a trade on the basis.

Speculation: CDS can also be used to take a position in order to exploit price changes by trading
in and out. For example, a CDS seller has taken on risk (in exchange for the regular payments he
receives from the CDS buyer); he will gain from the contract if the credit risk does not materialise
during the contract's term or if the compensation receiv