
LME Strategic Pathway
September 2017

SETTING THE GLOBAL STANDARD



LME STRATEGIC PATHWAY  

 

2 

 

 

Table of Contents 
 
1.  EXECUTIVE SUMMARY 4 

1.1.  The Discussion Paper process 4 
1.2.  The LME’s strategic pathway 5 
1.3.  Further information 6 
1.4.  Next steps 6 
1.5.  Legal considerations 6 

2.  STRATEGIC PRINCIPLES 7 
2.1.  Serve the physical market 7 
2.2.  Ensure fairness 7 
2.3.  Increase user choice 8 
2.4.  Maximise trading efficiency 8 

3.  THE LME ECOSYSTEM 10 
3.1.  Impact of the LME’s strategic pathway on key stakeholder groupings 10 
3.2.  Considerations around algorithmic traders 12 

4.  TRADING AND BOOKING STRUCTURE 14 
4.1.  Dealer-to-dealer and dealer-to-client markets 14 
4.2.  Market evolution strategy 15 
4.3.  LME date structure 18 
4.4.  LME execution venues and price discovery 20 

5.  CLEARING STRUCTURE 22 
5.1.  Initial margin (“IM”) methodology 22 

5.1.1. Margin period of risk (“MPOR”) 23 
5.1.2. Other factors affecting IM 24 

5.2.  Variation margin (“VM”) methodology 24 
5.3.  Warrants-as-collateral and other asset mobilisation solutions 25 
5.4.  Client clearing solutions 26 
5.5.  Pre-trade risk management 26 

6.  DELIVERY AND PHYSICAL MARKET STRUCTURE 27 
6.1.  Warehouse rules 27 
6.2.  Enhancing attractiveness of LME storage 28 
6.3.  Lending Rules and position limits 30 
6.4.  Physical custody, financing and collateral management 30 

7.  MEMBERSHIP 32 
7.1.  Value of membership and B shares 32 
7.2.  B shares 32 
7.3.  Introducing Brokers (“IBs”) 33 
7.4.  Other membership enhancements 34 

8.  VOLUMES, COMPETITION, FEE STRUCTURES AND GROWTH 35 
8.1.  Volume trends and drivers 35 
8.2.  Fees 36 

8.2.1. Fee structure principles 36 
8.2.2.  Carry discounts 36 
8.2.3. Other current fees 39 
8.2.4. Financial OTC booking fee 40 
8.2.5. “Green” trades 43 
8.2.6. Areas of potential medium-term fee focus 43 

8.3.  Competition and protection of the LME market 43 



LME STRATEGIC PATHWAY  

 

3 

 

8.4.  New products 44 
8.4.1. LMEprecious 44 
8.4.2. Ferrous 45 
8.4.3. Electric vehicle battery metals 45 
8.4.4. Broader range of clearable contracts 45 

 

 

 
 



LME STR

 

 

1. EX

 

1.1. 

 
The LM
respons
participa
 

At the 
participa
in many
respons
express
 
The LM
Paper to
Paper a
commun
conside
 
Even be
breadth 
metals 
Exchang
both the
 
The LM
the ma
appropr
The LM
analysis
8.2.2. 

RATEGIC PAT

XECUTIV

The Disc

ME launched
ses to the Dis
ants who so 

outset, the 
ants for their
y cases, con
ses.  The LM
sed when for

ME would spe
o their clients
and encourag
nity for thei

ered opinion a

efore conside
of market e
markets.  A
ge feels are 

e Exchange a

E believes th
arket with th
riately naviga

ME is also gr
s of certain 

THWAY  

VE SUM

cussion P

d its Discuss
scussion Pa
requested.  T

LME wishe
r engagemen
nsiderable tim
ME is conscio

mulating its s

ecifically like
s, explaining
ging those c
r help in ra
articles publi

ering, therefo
ngagement d
Accordingly,
crucial in dr

and its marke

hat, in setting
he reasonab
ated the prio
rateful for the
strategic top

MMARY

Paper proc

sion Paper 
per were rec
The respons

es to expres
nt in the Disc
me and effor
ous of this co
strategic pat

 to identify t
g specific fea
lients to sub

aising aware
shed on the 

ore, the subs
demonstrate
 the LME’s
riving market
et.  

g out its strat
ble commer
rities and co
e significant 
pics – in pa

Y 

cess 

on Market 
ceived, and L
ses can be b

ss its deep 
cussion Pap
rt has been 
ommitment a
hway for the

the key role 
atures of the 
bmit feedback
eness of the

various topic

stance of the
es the crucia
s strategic p
t liquidity, an

tegic pathwa
rcial interes

oncerns of th
involvement

rticular, the 

Structure on
LME executiv
roken down 

gratitude to
er process.  
invested by 

and has grea
e future deve

of its memb
LME market
k.  The LME
e Discussion
cs. 

e responses,
l role which t
pathway inc
nd hence the

ay, it has app
sts of the E
he numerous
t of its User 
decisions o

n 24 April 2
ves took par
into the follow

o current a
The Exchan
respondents

atly benefited
lopment of th

ers in public
t as they rela
 is also grate

n Paper pro

the LME be
the Exchang

cludes certa
e long-term c

propriately ba
Exchange it
constituenc
Committee 

n carry fees

2017.  In to
rt in meetings
owing groupin

and potentia
nge apprecia
s in formulat
d from the vie
he market.  

cising the Dis
ate to the Dis
teful to its jou
ocess, and t

elieves that th
ge plays in th
ain items w
commercial 

alanced the 
tself, and h

cies within its
in assisting 

s detailed in

4 

otal, 162 
s with all 
ngs: 

 
l market 

ates that, 
ting their 
ewpoints 

scussion 
scussion 
urnalistic 
the well-

he sheer 
he global 
hich the 
health of 

needs of 
has also 
s market.  

with the 
 Section 



LME STRATEGIC PATHWAY  

 

5 

 

 

1.2. The LME’s strategic pathway 

 
In order to appropriately capture the significant breadth of the topics in the Discussion Paper 
(augmented by additional subjects raised by respondents), the LME is adopting the following tiered 
structure: 

1. Strategic principles.  Based on responses and its own analysis, the LME has set out four 
strategic principles which, in its view, should guide the future development of its market.  
These principles have evolved from the “guiding principles” set out in the Discussion Paper, 
but have been developed based on market feedback and the LME’s ongoing analysis 

 
2. Strategic directions.  For each of the key areas identified in the Discussion Paper 

(ecosystem, trading and booking structure, clearing structure, delivery / physical market 
structure, membership, and volumes / competition / fee structures / growth), the LME has laid 
out its strategic direction.  These, consistent with the strategic principles, provide directional 
guidance on the pathway that the LME plans to take in each key area of its business and 
market structure model 

 
3. Intended actions.  The LME has identified a number of intended actions which, in its view, will 

best implement the strategic principles and strategic directions outlined above.  Taken 
together, these intended actions represent a tangible strategic plan for the development of the 
LME’s market, which the LME believes will maximise business opportunities for all its 
stakeholders, while protecting and preserving those elements of the market which are crucial 
to the LME’s core physical market mission. 

It should be emphasised that the intended actions form a spectrum in respect of both 
implementation date and degree of evolution.  At one end of that spectrum, some of the 
actions (for example, the fee discounts in Section 8.2.2) will be implemented in the short-term, 
and are the subject of separate notices published simultaneously with this Strategic Pathway 
document.  By contrast, some of the intended actions (for example, the rule changes to protect 
market liquidity proposed in Section 8.3) will require formal consultation in accordance with the 
LME’s regulatory obligations, and will not be implemented until such consultation has 
concluded.  At the other end of the spectrum, some of the intended actions (such as the 
dealer-to-client platform outlined in Section 4.2), while being of potential interest in order to 
offer greatest possible flexibility of execution, will require significant work to establish the 
commercial case (for the LME, its members and their clients) and properly specify.  
 
With the exception of the action points whose implementation is being announced today, there 
can be no absolute assurance that any specific intended action will be implemented – rather, 
the LME considers it more important to build on the strong engagement of the Discussion 
Paper to work with its market to, where possible, deliver the intended actions.  Furthermore, 
market views may well evolve further, and it is appropriate for the LME to take into account 
such evolution.  However, the LME strongly believes that its intended actions (read together 
with the strategic principles and strategic directions) will provide useful guidance to its 
stakeholders as to the evolution pathway of the market, in terms of what the LME intends to do 
(and, equally important, what it intends not to do) 
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1.3. Further information 

 
In addition to this Strategic Pathway document, the LME is today publishing two other documents 
based on Discussion Paper feedback: 

 Strategic Pathway summary presentation.  The summary presentation is a condensed 
version of this Strategic Pathway document 
 

 Discussion Paper feedback document.  This is a more detailed document, which attempts to 
summarise the feedback received from the market in response to the Discussion Paper.  
Accordingly, this Strategic Pathway document does not attempt to relate the strategic direction 
back to the underlying market feedback 

 

1.4. Next steps 

 
As set out above, the LME’s implementation of the intended actions will be a significant journey, with 
both market engagement and consultation. 
 
The LME is also committed to ongoing interaction with its market in respect of strategic topics, and 
would welcome further discussion on any of the items contained in this Strategic Pathway document. 
 

1.5. Legal considerations 

 
This Strategic Pathway document does not constitute a binding commitment for the LME to 
implement any of the proposals set out herein.  Any statement in this document as to the LME’s 
intent or commitment to any proposal is a statement of LME’s current intent.  It is possible that the 
LME may re-assess such intentions.  The LME accepts no responsibility or liability to any person with 
respect to any action taken or omitted to be taken by such person in reliance on any statement made 
in this document.  The LME may undertake subsequent consultations with its members with respect 
to the implementation of specific proposals, in accordance with its usual consultation processes and 
applicable rules. 
 
Nothing in this document should be construed as restricting any discretion of the LME to take such 
action as it considers appropriate in the operation of the LME, including through its determinations on 
applications for access to the LME’s facilities.  Nor should anything in this document be construed so 
as to require the LME to take any action.  
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A second key dimension of fairness arises from the fact that the LME sits at the convergence of the 
on-exchange and over-the-counter (“OTC”) markets, and the Exchange believes that its responsibility 
to deliver fairness extends to ensuring, as far as it is able, that participants choosing to transact in the 
on-exchange space are not by that reason alone unfairly disadvantaged in comparison to those 
transacting in the OTC space.  While certain elements of the OTC vs. on-exchange balance are 
beyond the realm of the LME, others (and, in particular, fee structures) are within the control of the 
LME.  This topic is further considered in Section 8.2.4. 
 

2.3. Increase user choice 

 
It is a natural feature of any organised market that certain rules must be agreed and adhered to by all 
participants, even though certain of those participants may prefer that the rules were formulated in a 
different way.  In general, the LME does not believe that its market structure could be evolved in any 
meaningful way which would provide benefit to some or all users and disadvantage to none.   
 
As further articulated in Section 3, the LME believes that its current ecosystem represents an 
appropriate balance of interests, and does not propose to make meaningful changes of this nature.  
In particular, the LME understands the strong linkages between its market structure and the business 
models of many of its members and clients – and, in this respect, it is not the intention of the LME to 
disrupt such business models via precipitous change. 
 
However, the LME does believe there exist certain areas where a model of “user choice” could be 
adopted, allowing those stakeholders who favour reform to benefit from an enhanced market 
structure, while simultaneously allowing those stakeholders who favour the current system to remain 
unaffected.  Clearly, it is important for the LME to assure itself that an apparent user choice model 
would not have unintended consequences, which could unintentionally but adversely impact the 
business models of those who are satisfied with the status quo – but, equally, an unsubstantiated 
fear of such change should not stand in the way of the LME delivering user choice, where market 
demand suggests this would be a positive development.  The key example of user choice in the 
LME’s strategic pathway is in respect of daily and monthly liquidity, as further set out in Section 4.3. 
 

2.4. Maximise trading efficiency 

 
Once participants have gained access to the LME, it is in the mutual interests of the participant, the 
Exchange and the broader market that the participant be able to trade as extensively as they wish, 
unencumbered (as far as possible) by the frictional costs of trading.  Every time that a market 
participant chooses not to execute an otherwise economically-rational hedging or investment trade 
due to the frictional costs of that trade, the market as a whole is poorer. 
 
Such frictional costs can take many forms, dependent on the nature of the underlying participant; 
however, the most commonly-cited frictional costs are in respect of: 

 Fees (both LME and broker).  The LME is mindful of the importance of ensuring that fees are 
proportional to the economic benefit achieved from the trade; to the extent that fees are 
misaligned on this metric, then the frictional costs exerted by the fees become significant.  The 
LME’s changes in this regard are set out in Section 8.2 
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 Bid-offer spread.  While the LME’s market is highly liquid for its core contracts and dates (e.g. 
three month), certain other dates may be less liquid.  The LME believes that liquidity can be 
added in partnership with members and end users.  

 

 Margin.  The need to post initial margin, and the mechanism for posting and receiving 
variation margin, are very significant factors in the frictional cost of trading.  While risk 
management is a top priority for the LME, the scope for maximising trading efficiency in 
respect of margin is set out in Section 5 
 

 Operational processing costs.  Members transacting on the LME, as with any market, face 
an operational processing cost associated with the execution of such trades.  In some 
circumstances, certain specific features of the LME’s market (compared to other, more 
standardised markets) may add additional processing burden, further increasing such frictional 
costs.  This is particularly the case in respect of the T2/T4 trade booking model, as further 
considered in Section 4.2. 

 
In many cases, infrastructural enhancements may deliver enhanced trading efficiency for one 
stakeholder group, while having a neutral (or even negative) effect on another stakeholder group.  
Accordingly, trading efficiency should be considered closely with user choice – and it may be the 
case that a user choice model can enhance trading efficiency for some market participants, while 
protecting others from potentially harmful effects. 
 
Trading efficiency is also relevant in terms of potential market evolution driven by external forces, 
such as regulatory developments.  In this case, the LME must work with its market to ensure that 
trading efficiency is maintained, even in the case of regulatory change which may be viewed as 
adverse for the LME’s current market structure.  It is, therefore, incumbent upon the LME to ensure 
that it anticipates potential future developments and potential mitigants thereto.  This is particularly 
relevant in respect of variation margin methodology, as more fully set out in Section 5.2. 
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o Preservation of the LME daily date structure, and support for front-end liquidity through 
targeted fee discounts on short carries 

o Current intention for retention of the discounted contingent variation margin (“DCVM”) 
model to allow dealers to continue to grant credit on attractive terms to physical market 
clients (together with help for a transition plan if DCVM is not aligned with medium-term 
regulatory direction or risk considerations) 

o No additional fees on the usage of LME data for physical supply contracts 
 

 Fundamental financial investors.  The core request from fundamental financial investors is 
that the LME’s pricing accurately reflects the physical market, given the desire of this 
community to gain access to metals prices which carry strong macroeconomic relevance.  
Accordingly, the actions which strengthen the physical market community will benefit also the 
LME’s fundamental financial investors. 

Notwithstanding this desire, it is acknowledged that certain features of the LME’s market do 
make it more difficult for fundamental financial investors to participate.  While some of these 
features are key to the physical market, the LME – consistent with its strategic principles of 
user choice and trading efficiency – does believe that scope exists to address these market 
structure barriers.  In particular: 

o User choice to provide optimised execution, where possible, for fundamental financial 
investors, without disrupting physical market execution.  This is particularly relevant in 
respect of monthly liquidity, where the LME believes it is possible for those using daily 
dates (primarily physical participants) and those using monthly dates (primarily 
fundamental financial investors) to mutually co-exist, and indeed strengthen, each other’s 
liquidity pools, as set out in Section 4.3 

o Optimised trading efficiency – for example, by delivering a more efficient initial margin 
model (and one more in-line with peer exchanges), the LME will aim to reduce the 
frictional costs for fundamental financial investors to participate on the market 
 

 Systematic financial traders.  As explored further in Section 3.2, the LME welcomes the 
participation of systematic financial traders who add “helpful” liquidity to the LME’s market, 
thus benefitting both physical market hedgers and fundamental financial investors.  The LME 
believes that this approach will be welcomed by the many responsible and liquidity-additive 
systematic financial traders already operating on its market.   

In general, systematic financial traders are broadly satisfied with the LME’s market structure 
(and, while some were supportive of a move to monthly liquidity, are generally not as impacted 
by the three month liquidity point as the fundamental financial investors).  However, the LME 
can further assist responsible systematic financial traders by reducing the frictional costs of a 
trade; in particular, by delivering an optional T2 booking model (which will allow positions to be 
more easily and efficiently posted to client accounts), and – in the medium-term – by 
considering fee reductions which would bring the cost of trading for such systematic financial 
traders more into line with those in force on peer markets.  However, the LME would 
emphasise that its first order of business would be to undertake the steps in Section 3.2 to 
ensure that all systematic financial traders on the LME market are operating in a manner which 
adds liquidity and execution potential to the market 

 Members.  As a broad observation, the success of clients should drive the success of 
members; accordingly, the benefits provided by the strategic pathway to each group of clients 
outlined above would be expected to drive execution activity, and hence increase the total 
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addressable revenue pool, for LME members.  Furthermore, the LME’s targeted fee discounts 
will provide immediate financial benefit to the LME membership, and allow members to make 
better use of liquidity at the front-end of the LME curve. 

In particular, the LME believes that those members (in particular, the London-based specialist 
metals houses) who have closely aligned their business models to that of the LME and its 
physical clients will be well-served by the LME’s strategic pathway, given its focus on 
preserving the market model favoured by the physical market – and hence, by extension, 
those members who serve it 

 

3.2. Considerations around algorithmic traders 

 
The LME has noted market concerns as to the activities of algorithmic traders (as a subset of 
systematic financial traders) on the Exchange, and has undertaken broad-based discussions (with 
the algorithmic traders themselves, and the wider market) as to the impact of such participants.  As a 
general observation, it should be noted that algorithmic traders operate a very broad set of strategies; 
on the other hand, market concerns as to algorithmic behaviour appear to be limited to particular 
strategies which, in the view of the LME, represent a reasonably small minority of the LME’s overall 
algorithmic activity. 
 
The behaviour which appears to generate the greatest source of market frustration is so-called 
“jumping-in-front1”, whereby (say) a physical user will place a resting order of significant size on the 
LMEselect screen (e.g. buy 20 lots 3M copper at $6000.00).  An algorithmic trade r will see this order, 
and immediately place a much smaller order at a small increment – generally one tick – better (e.g. 
buy 1 lot 3M copper at $6000.50).  The strategy is predicated on the expectation that the original 
buyer will not be able to execute the entire order at the desired price level, and will then need to buy 
at higher prices – in which case, the second buyer will be able to sell back the smaller lot size to the 
first buyer at a small profit. 
 
It should be noted that traditional differentiations such as “price-taker vs. price-maker” are not 
relevant in this case, since the algorithm pursuing a jumping-in-front strategy is, technically, a price-
maker (i.e. liquidity provider).  However, the liquidity provided is not “helpful” liquidity in the eyes of 
most market participants.  The key differentiation appears to be one of risk; in general, most LME 
market participants believe that any trader (human or algorithmic) willing to take on non-trivial risk is 
entitled to a “seat at the table” of the LME’s market.  The core complaint in respect of jumping-in-front 
behaviour is that such traders are not meaningfully taking on risk – rather, they are constructing a 
barrier which adds frictional cost to those wishing to execute meaningful volume.  The LME concurs 
with this assessment – but would note its belief that such strategies represent a minority of 
systematic traders on the market, and furthermore that it would be difficult to institute an outright ban 
on such behaviour, given that it is (i) not contrary to any market rule, and (ii) would be extremely 

                                                      
1 The LME notes that this behaviour is sometimes informally referred to in the market as “front-running”.  The 
LME believes that this term is highly misleading and should be avoided; front-running is entirely distinct, and 
represents a well-defined abusive behaviour whereby a broker or other participant with prior knowledge of a 
client order executes a proprietary trade ahead of that client order, hoping to profit from the market movement 
expected to arise from the client’s activity.  Front-running is prohibited under both LME and broader market 
abuse rules, and the LME’s market surveillance function actively monitors for any evidence of front-running 
behaviour.  Jumping-in-front, on the other hand, requires no advance private knowledge of other participants’ 
activities – indeed, it is stimulated by the public appearance of an order on the book.  While algorithms may be 
able to react more quickly to this public information than human traders, any other algorithm similarly situated 
would equally be able to react in this manner. 
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difficult to define (in the context of formulating such a rule) in such a way which did not also penalise 
acceptable behaviour. 
 
By contrast, there exists a broad spectrum of systematic (including algorithmic) strategies which, in 
the view of the LME, are “helpful” in respect of market efficiency and liquidity.  Such strategies 
include cross-market arbitrage (ensuring prices on the LME and peer markets remain in-line), spread 
arbitrage (ensuring that outright and carry prices on the LME remain in-line), market-making (adding 
liquidity where the orderbook would otherwise not show resting bids and offers), and intra-day trend-
following, all of which provide liquidity in a moving market for physical and fundamental financial 
users to be able to execute hedging and investment transactions as required. 
 
Accordingly, the LME believes that the core challenge is one of “segregation” – creating a market 
structure environment whereby “helpful” behaviour is easy to undertake (and potentially even 
incentivised), while “unhelpful” behaviour is rendered more difficult to effect by means of market 
structure design choices.  Of particular relevance is the point as to risk-taking – if “unhelpful” 
behaviour is characterised by an absence of risk-taking, then a potential market structure remedy 
would be to force traders to take on more material risk in the context of an LME trade.  This could be 
achieved, for example, by increasing tick sizes – in this scenario, a trader engaging in jumping-in-
front behaviour would need to bid higher above the current market touch, hence absorbing greater 
risk in executing the strategy, and likely forcing a reconsideration of whether the jumping-in-front 
strategy were advisable.  Clearly, further market engagement would be required to ensure that such 
a change would not have unintended consequences – but the LME believes that this type of 
microstructure-led approach is most appropriate in this situation, and intends to undertake the 
necessary work with the market to implement any appropriate measures. 
 
Once such market structure changes have been effected, the LME then expects that the balance of 
systematic traders on its market would become even more biased towards “helpful” behaviour.  At 
this stage (but only at this stage), it could be appropriate to consider further steps to incentivise such 
behaviour, including targeted fee discounts similar to those seen on other markets (see Section 
8.2.6). 

 

STRATEGIC DIRECTION 
 

 Investigate market structure tools to ensure all participants add liquidity and enhance 
execution quality 

 

INTENDED ACTION 
 

 Tick size review, with potential tick size widening to disincentivise “jumping-in-front” 
behaviour from unhelpful algorithmic traders 

 Ensure the LME strategic pathway remains beneficial to all market stakeholders 

 



LME STRATEGIC PATHWAY  

 

14 

 

4. TRADING AND BOOKING STRUCTURE 

SUMMARY 
 

 The LME’s trading and booking structure must be understood in the context of the 
significant segregation between its dealer-to-dealer and dealer-to-client markets 

 Such segregation between dealer and client liquidity pools is very logical for bespoke 
LME contracts such as averaging; however, for more standardised contracts, it is 
appropriate that the current “user choice” model is extended, allowing those clients 
who wish to access liquidity on the LME’s central venues to do so 

 In particular, the LME should take appropriate infrastructural steps to enhance 
electronic third Wednesday liquidity for those clients who wish to execute in this 
manner; even if successful, the LME does not believe this will threaten the LME’s date 
structure and daily cash price discovery, to which the LME remains absolutely 
committed 

 Even where contracts will not have sufficient liquidity to be executed on a liquid 
venue, the LME should provide clearing solutions to allow client exposure to be 
cleared 

 It may also be appropriate to consider a permissioned dealer-to-client platform, to 
further enhance clients’ electronic execution options in the LME marketplace 

 LME official prices used for physical industry settlement should remain discovered on 
the LME Ring, whereas the LME should consider potential evolution of the closing 
price discovery process to best reflect liquidity from across the market 

 

4.1. Dealer-to-dealer and dealer-to-client markets 

 
At the heart of the strategic question as to the LME’s trading and booking structure is the key 
differentiating factor associated with the LME’s market – namely, the significant segregation between 
the dealer-to-dealer (“D2D”) and dealer-to-client (“D2C”) markets.  In general, the liquidity available 
on the LME’s lit venues (the Ring and LMEselect) is “wholesale” liquidity – that is to say, liquidity on 
contracts which are not of direct relevance to most clients, but which are used by dealers to offset 
risk associated with their end client’s risk management or investment requirements.  This feature 
differentiates the LME market from most of its exchange peers, and manifests itself in many of the 
“bespoke” market structure elements observed in the respect of the LME: 

 T4 booking model.  The so-called “T4” model (under which dealers trade between 
themselves by means of LME dealer-to-dealer cleared contracts, and then separately give 
exposure to clients through client contracts) evolved to service precisely the market structure 
observed on the LME, whereby trading activity in the D2D and D2C markets is materially 
different, requiring “translation” by dealers to link the two together 
 

 The LME’s date structure, and use of averaging contracts.  The LME’s daily date structure, 
with the ability to produce a daily cash settlement price, facilitates physical supply contracts 
quoted as the average of a daily price over a given quotation period.  This, in turn, gives rise to 
a need to enter into a financial hedge over the same bespoke quotation period.  Unlike a 
monthly futures market, where most physical contracts will reference a monthly price (and 
hedging liquidity will hence concentrate on that price), each physical hedge will be bespoke in 
terms of start and end date of the quotation period.  It would not, therefore, be feasible to 
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operate a central marketplace where all potential averaging periods were traded; rather, it is 
appropriately the role of LME members to make prices to their clients on request for specific 
averaging periods, and then to lay off the resultant risk, as appropriate, by means of the inter-
dealer exposures available in the dealer-to-dealer market 

 

 The inter-office trade structure.  The LME’s inter-office trade type – which allows for the 
bilateral execution of trades – supports the unique nature of its market.  While most peer 
exchanges allow some form of “block execution” away from the lit venues, this is generally 
subject to significant restrictions (e.g. minimum order size).  However, on the LME, the use of 
inter-office trades is far more flexible, reflecting the fact that both client trades, and dealer 
trades to manage the resultant exposure, may be far more bespoke 

It is also important to note that the LME’s key client groups trade the market in distinct ways: 

 Physical market participants make the greatest use of dealer intermediation, in that they 
most commonly require averaging-type solutions which, per the discussion above, can only 
meaningfully be provided through the risk prices made by dealers 
 

 Systematic financial traders, by contrast, will generally make use of the “native” liquidity on 
the LME’s core market (primarily LMEselect).  In this way, they are the main client group which 
directly accesses that market, and hence the only group where there is full convergence 
between the dealer-to-dealer and dealer-to-client markets 
 

 Fundamental financial investors generally operate a hybrid model – many will access the 
“native” liquidity on the LME’s market to effect their outright investments, but then utilise the 
dealer-to-client market for date adjustments.  Furthermore, some fundamental financial 
investors trade purely on dealer-to-client screens or over the telephone with dealers, hence 
operating purely in the dealer-to-client space 

As such, the LME believes that a model of user choice has already, informally, arisen in respect of its 
market structure – clients (such as systematic financial traders) who wish to access “native” liquidity 
will do so, whereas those who need or prefer the liquidity of dealer-to-client offerings will operate in 
that manner.  The LME believes that such a model is consistent with its strategic principles, and 
wishes to continue and strengthen this position.   
 
The servicing of clients who prefer to operate in the dealer-to-client space is, by definition, dependent 
on the continued activity of members to make risk prices to those clients.  The LME fully 
acknowledges the vital role of its membership in this regard, and commits to continue to support this 
model (for example, by price reductions on short-dated carries, which members will often use to 
manage the risk associated with the average prices they make to their clients).  For those clients who 
prefer to access to the LME’s core market liquidity directly, the role of the LME’s membership is also 
crucial, as those clients require brokerage services to effect the market access which they require.   
 
However, the LME also believes that it can deliver market structure enhancements, consistent with 
the user choice model.  This is further explored below. 
 

4.2. Market evolution strategy 

 
Under the user choice model, the LME views client requirements as being divided into four main 
categories.  In this regard, the LME does not look to force any client into a particular classification – 
only the client (supported by their member or members) should determine the appropriate execution 
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even if such liquidity were made available, there is no guarantee that it would actually be 
traded on the screen; furthermore, it is noted that previous attempts to stimulate liquidity of 
these contracts on the LME’s central venues has not met with success.  However, consistent 
with the strategic principle of user choice, the LME believes it appropriate to attempt to deliver 
this.  The relevant mechanism is further considered in Section 4.3. 
 
The LME further accepts that a potential inhibitor of the uptake of (in particular) third 
Wednesday liquidity on the LMEselect orderbook is a concern from members that, by posting 
liquidity in a public forum, they may lose the strong linkage which exists between their firms 
and their clients.  In this context, during the discussion process, there has been a degree of 
interest expressed in the concept of a permissioned electronic dealer-to-client platform, 
whereby dealers could make available prices available (for example, on third Wednesday 
contracts) to clients whom they select, and clients can agree to receive prices from the dealers 
whom they select.  This is, therefore, a natural outgrowth of the single-dealer platforms 
currently provided by some members – but with the advantages that (i) clients can view 
aggregated quotes from their panel of members on a single screen, and (ii) those members 
who do not wish to underwrite the technology investment required for a single-dealer platform 
can instead leverage a central facility.  The LME therefore intends to work further with its 
market to investigate the potential for such a solution.  Additionally, a number of third parties 
have approached the LME to propose the provision of a system of this nature on a partnership 
basis, with the LME licensing the use of its settlement prices and providing clearing services – 
the LME will fully investigate the potential for such partnership 
 

 Clients who wish to execute contracts bilaterally with members, but to receive a cleared 
LME client contract.  This may be in respect of contracts which are not likely to be liquid on 
the LME’s central venues (for example, bespoke averaging), or contracts which could be liquid 
on the LME’s central venues (for example, third Wednesday contracts), but where the client 
prefers to execute directly with a dealer.  The T4 model already provides the flexibility to 
undertake such activity; a member can make a risk price to clients and, as set out above, this 
represents a core strength of the LME system. 
 
The primary limitation in this regard is the fact that certain economic constructs cannot 
currently be represented by a cleared LME contract.  This is particularly the case for averaging 
contracts, and the LME has received considerable feedback from its market in respect of the 
desirability of a more flexible client clearing solution.  The LME has already taken steps to 
service this requirement, with the introduction of “second business day” prompt dates (allowing 
client positions to be cleared on dates not previously available within the LME’s date structure), 
with positive take-up from the market.  August 2017 (the first month following launch) saw 
5,421 lots traded, of which 84% were client contracts undertaken predominantly (96%) by 
physical market users.  That this represents a larger proportion than on the LME more broadly 
is indicative of the value of these contracts for the physical market. 
 
The LME therefore intends to continue to build out its range of flexible clearing contracts, and 
is already working with the market to identify the key functionality required.  Key axes of 
flexibility are date (allowing clearing of positions on dates not currently supported by the LME’s 
prompt date calendar), tonnage (allowing the clearing of flexible lot sizes), native support for 
averaging, and also related metals products (as further discussed in Section 8.4.4). 
 
At present, all cleared client contracts are exchange-registered – that is to say, they are 
booked into the Exchange’s trade matching system (LMEsmart), and then passed to LME 
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Clear for clearing.  As such, although these contracts are agreed bilaterally between dealer 
and client, they take on the nature of exchange-registered contracts once entered into the 
LME’s systems.  The LME is also investigating whether it would be desirable to offer a true 
“OTC clearing” solution, whereby trades between dealer and client can be submitted directly 
into LME Clear as “cleared swaps”; while broadly economically equivalent to the current model 
of client contract registration, this may have particular benefits for certain members and clients, 
and will be explored further. 
 
Additionally, although this discussion relates to contracts which would not be expected to be 
liquid on a central venue, the LME may be able to assist in the provision of technology which 
can make the execution of such contracts more efficient.  In particular, the potential 
permissioned dealer-to-client platform referenced above could additionally offer request for 
quote (“RFQ”) functionality, whereby a client desiring (for example) a specific averaging 
contract could submit this request as an electronic RFQ, which would then be sent to all of the 
dealers with whom that client chose to have a business relationship.  The dealers would then, 
if they wished, quote a price for the business, with the client then able to choose the most 
competitive price.  This effectively replicates the workflow currently undertaken through the 
inter-office market, with consequent efficiencies for both dealers and their clients  
 

 Clients who wish to execute contracts bilaterally with members, and to then book the 
resultant position on an OTC basis.  The LME believes that the flexibility of its linked OTC 
market is a key feature for clients – and, although the LME believes that clients would 
ultimately benefit from central execution and client clearing, it is ultimately the right of any 
client to decide to deal on an OTC basis, if they so wish, and if compliant with applicable 
regulation. 
 
The LME does believe that, in the case of financial institutions dealing OTC on the basis of 
LME prices or physical settlement infrastructure, it is appropriate that a financial OTC booking 
fee be paid in certain situations, as further set out in Section 8.2.4.  However, this fee will not 
be applied to physical market participants, who are free to continue executing on an OTC basis 
(without charge from the LME) if they so desire 

 

4.3. LME date structure 

 
The LME firmly states its commitment to the daily date structure, given the importance of a daily cash 
price for the global physical market, and the LME’s aim to preserve of all those infrastructural 
elements which are of importance to physical participants.  Furthermore, the LME believes that 
trading on such structure will be materially enhanced by the fee discounts set out in Section 8.2.2. 
 
The debate over the LME’s date structure has historically been characterised as a conflict between 
maintenance of the existing date structure, and the promotion of further liquidity on third Wednesday 
dates.   Based on its market engagement and own analysis, the LME does not believe this to be the 
case.  While the LME accepts the concern, held by some market participants, that greater liquidity on 
monthly dates could potentially reduce the “residual” three month open interest coming into the front 
end of the curve and hence stimulating cash and TOM-NEXT trading, the Exchange views this risk as 
limited, for the following reasons: 

 The precedent of LMEprecious.  The LMEprecious date structure was designed, together with 
the LME’s partners, to blend daily and monthly liquidity.  While the contracts have only been 
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The LME believes that this approach offers the best approach to provide potential traders of 
LMEselect third Wednesday contracts with the depth of monthly liquidity which they would wish to 
see.  The key prerequisite will be the quoting of meaningful electronic carry liquidity between the 
three month and third Wednesday dates; while such carries are currently quoted on LMEselect, it 
may be desirable to further enhance such carry liquidity, possibly via appropriate incentive 
programmes.  To the extent that such incentive programmes were implemented, the LME would view 
its members as being the most appropriate providers of carry liquidity (and beneficiaries under the 
relevant incentive programme), and would aim to enrol members as providers of LMEselect carry 
liquidity in the first instance. 
 
Under a user choice model between daily and monthly liquidity, the LME does not believe it 
appropriate to provide financial incentivisation for participants to trade in a particular manner; in 
particular, the LME does not propose to renew its Electronic Third Wednesday Trader Programme, 
under which significant discounts were available for those trading monthly dates.  Rather, it is 
appropriate for each market participant to select its preferred execution approach, without undue 
influence as a result of differential fee levels. 
 

4.4. LME execution venues and price discovery 

 
In considering the LME’s trading venues, a key differentiation is the use of the LME Ring as the core 
pricing venue for base meals.  Different segments of the markets have differing views on this feature; 
in general, the physical market is highly supportive of Ring settlements, while the fundamental 
financial investment community would, in general, prefer an electronically-derived closing price – 
most likely in the form of a volume-weighted average price (“VWAP”) – for consistency with most 
other markets which they trade.  
 
Consistent with the LME’s strategic principle to prioritise the needs of the physical market, the LME 
commits to retain discovery of the official (i.e. lunchtime) settlement prices in the Ring.  These are the 
prices which are relevant to the physical market, given that they are embedded into physical supply 
contracts. 
 
However, the physical market has also been forthright in making the point that the LME’s closing 
prices are, in general, not relevant to the physical industry, and there is very limited physical market 
interest as to how these are discovered.  At the same time, fundamental financial investors are far 
more concerned with the closing prices than the official prices.  Accordingly, the LME believes that 
there exists an opportunity to consider evolution of the closing price discovery mechanism, in a 
manner which would not be expected to impact the physical industry. 
 
Accordingly, the LME proposes – during the course of 2018 – to undertake an exploratory period, 
whereby the closing prices for a subset of the LME’s base metals contracts would be derived from an 
electronic VWAP mechanism, likely supported by an electronic trade-at-settlement (“TAS”) 
functionality.  The precise parameters of the trial electronic process would be established by prior 
consultation with the market.  At the end of the exploratory period, the views of the market would be 
sought to establish the correct long-term methodology for discovering the LME’s closing prices. 
 
The LME fully recognises the potential negative consequences to its Ring dealers of any longer-term 
move to electronic discovery of closing prices.  However, it should be emphasised that such a move 
is by no means a foregone conclusion on a permanent basis – the LME would strongly expect the 
Ring community, during the exploratory period outlined above, to articulate and demonstrate the 
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benefits of Ring pricing.  To the extent that the LME (guided by its market as a whole) determines 
that Ring-derived closed prices remain superior to those which could be obtained by a VWAP-style 
methodology, it would be the LME’s intention to retain Ring-based closing prices.  Furthermore, even 
if certain closing prices did move to LMEselect, the LME believes that its commitment to maintaining 
official prices in the Ring, together with the significant discounts being provided for Ring execution 
(see Section 8.2.2), will ensure the ongoing viability of Ring dealers’ business models. 
 

STRATEGIC DIRECTION 
 

 Deliver convergence between the on-exchange and OTC (dealer-to-client) spaces by 
providing a range of client execution and clearing opportunities 

 

INTENDED ACTIONS 
 

 Deliver an optional T2 booking structure  

 Provide a user choice electronic monthly execution model by deploying LMEselect 
implied pricing, and stimulating quoting of carries as appropriate 

 Investigate the provision of a permissioned dealer-to-client platform, allowing dealers 
to provide pricing to their clients (e.g. for third Wednesday business), and clients to 
request quotes for bespoke trades 

 Enhance the LME’s flexible client clearing solutions to permit a broader range of 
contracts to be brought into clearing 

 Investigate the possibility of alternative methodologies for deriving closing prices, 
while committing to maintain Ring pricing of official prices 
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5.1.1. Margin period of risk (“MPOR”) 

European CCPs (including LME Clear) are required to use a two-day MPOR, whereas US CCPs 
can instead apply a one-day MPOR.  This means that LME IM levels will always appear 
uncompetitive in comparison to US peers. 
 
However, it is important to note that there exists a material trade-off – although US CCPs can 
offer one-day margining, they must also hold IM on a gross basis.  That is to say, even if client 
positions of a clearing member of a US CCP offset, each individual client must provide the full IM 
associated with their position, to be held by the clearing house.  In Europe, by contrast, IM is 
collected from clearing members on a net basis – that is to say, if a European member runs a 
book of offsetting client positions, the total IM required to be posted will be significantly reduced.   
 
This factor is particularly relevant for the LME market given the importance of credit, granted by 
certain members to their clients, in facilitating trading activity.  In certain cases, members are able 
to offer enhanced levels of credit because of the effect of offsetting positions of reducing, at a 
member portfolio level, the total initial margin payable to the clearing house.  In the absence of 
this netting model, it is not apparent that certain clients would be able to access the same levels of 
credit, given that those clients (or members on their behalf) may be unable to raise sufficient liquid 
assets, or borrow sufficient funds, to cover the margin requirements.  However, it should also be 
noted that the credit model is more important for certain segments of the LME client base than for 
others – physical users are generally most reliant on such a model, whereas systematic financial 
traders (and some fundamental financial investors) are less reliant on this provision. 
 
This, therefore, suggests that a user choice model may be possible – particularly given that, from 
2018, it will be possible for European CCPs to offer client clearing accounts margined on a one-
day gross basis, alongside the current two-day net basis.  These so-called gross OSA (or 
“GROSA”) accounts could be offered by members to clients who did not wish to avail themselves 
of credit facilities – driven by netting at the clearing member level – from their member, but rather 
to benefit from lower IM rates (and rates more comparable to US exchanges) under a one-day 
margin model.  At the same time, members whose clients have come to rely on the netting model 
facilitated by the current margin arrangements could continue to do so. 
 
The LME acknowledges the potential for unintended consequences, in respect of the fact that – if 
certain clients choose to move to a GROSA model – the member’s residual client book may not 
net as effectively, with the result that the degree of IM finance which can be provided will be lower.  
However, the LME expects that this will be resolved commercially – that is to say, members will 
price the offering of netted accounts (including the price of credit) and gross accounts in such a 
manner as to deliver the optimal operating model and service to their clients.  Furthermore, no 
member will be forced to offer GROSA accounts, unless required by regulation3. 
 
Accordingly, the LME believes it appropriate to deliver a one-day margin gross OSA solution, 
which members may deploy to their clients if they so wish, on a user choice basis. 

 

 

                                                      
3 It is a requirement under MiFID II that LME Clear offers GROSA accounts; however, the offering of one-day 
margin is not a regulatory requirement. 
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5.1.2. Other factors affecting IM 

LME margins are also impacted by other factors, separate to margin period of risk.  The second 
driver of material difference between US and European markets is the requirement for European 
CCPs to include an anti-procyclicality (“APC”) buffer in their IM figures.  No comparable 
requirement exists for US CCPs, with the result that European IM levels are even higher than at 
US peers. 
 
Accordingly, it is appropriate for the LME to consider alternative routes to deliver more efficient 
margin levels that more appropriately reflect the underlying risk level.  Having undertaken detailed 
studies, the LME believes that the most effective route will be to move from the current CME 
SPAN methodology4 for the calculation of IM, to a value-at-risk (“VaR”) model.  While such a 
move may not reduce the stated initial margin on any contract (and may cause these figures to 
increase in certain situations), it will deliver a significant portfolio-level effect, particularly in respect 
of carry trades.  While such offsets will be helpful within client books, they would be expected to 
be even more significant at a member level, and will further reinforce the member netting 
approach, outlined above, by which certain members are able to provide credit to their clients.  
Furthermore, from a pure risk management perspective, the LME believes that VaR better 
captures the actual risk of a given portfolio, and is more aligned with the internal systems of most 
members. 
 
The LME recognises that the introduction of a VaR model will be a significant operational exercise 
for its market, and will hence work closely with members and other stakeholders to ensure that 
any introduction is carried out with sufficient preparedness. 

 

5.2. Variation margin (“VM”) methodology 

 
LME Clear’s variation margin methodology is Discounted Contingent Variation Margin (“DCVM”).  As 
set out in more depth in the Discussion Paper, under this methodology, profits associated with 
positions are not returned to the client until the settlement date of the original contract; however, 
losses do need to be funded (on a time-discounted basis).  Importantly, positions “in profit” (i.e. 
unrealised gains) can be used to offset other positions “in loss” within the same account. 
 
As with the netting of IM, this feature is of central importance for the credit models offered by certain 
members to their clients (especially physical users).  When offering VM lines, many members rely on 
the fact that there will be offset of unrealised profits and losses across their client book – and, in the 
client omnibus account, this allows the unrealised profits of one client to finance the losses of 
another.  Again as with IM, the credit thus granted is more important to certain user segments 
(especially physical hedgers) than others (especially systematic financial traders, and to some extent 
fundamental financial investors).  Such a facility is particularly important for physical hedgers 
because the concept of the LME position being “in loss” is not relevant to them, given the hedge will 
be offsetting a physical market supply contract which will be “in profit” to an equal and offsetting 
degree.  However, because the physical hedger will not realise cash from the supply contract being 
“in profit” until the settlement date, it is difficult for that hedger to then mobilise sufficient liquid 
resource to cover the margin call on the hedge.  
 

                                                      
4 “SPAN” is a registered trademark of the Chicago Mercantile Exchange Inc., used herein under licence.  

Chicago Mercantile Exchange Inc. assumes no liability in connection with the use of SPAN by any person or 
entity. 
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Those participants (primarily financial in nature) who do not make significant use of VM credit 
facilities would, in general, prefer the LME to move to a realised variation margin (“RVM”) model, 
under which profits would be paid back on a daily basis, as this would (i) lead to reductions in 
regulatory capital charges for LME business, (ii) simplify processing, and (iii) be consistent with the 
vast majority of the LME’s peer venues.  However, and consistent with the LME’s strategic principle 
as to the primacy of the physical market, the LME does not believe that it would be appropriate to 
transition to an RVM model at the present time, given the expected negative effect on the physical 
market, and on the members who serve them.  It is therefore the current intention of the LME to 
retain its current DCVM model.  
 
However, the LME also notes that, because the DCVM model represents a significant outlier in the 
context of global exchange and clearing house practice, it cannot be guaranteed that the model 
would not come under future regulatory or risk scrutiny.  Accordingly, and in accordance with the 
LME’s strategic principle of reducing potential future structural barriers to trading, the Exchange does 
believe it appropriate to work with its market to identify potential mitigants, were a future change from 
DCVM to RVM required as a result of exogenous pressures or a changing risk assessment.  While 
the LME fully understands the concerns from certain members as to their ability to continue providing 
finance to certain clients were the LME to transition immediately to an RVM model, the Exchange 
also believes that it is incumbent upon those members to undertake the necessary contingency 
planning to ensure that, if such a change arose in the future, that they would be in a stronger position 
to withstand the transition. 
 
In particular, the LME would note that physical hedging clients, although they may not have 
significant spare liquid resources, generally have access to physical collateral – which, with the aid of 
the correct transformation tools, could be pledged against margin requirements.  Physical market 
solutions of this nature are further considered below. 

 

5.3. Warrants-as-collateral and other asset mobilisation solutions 

 
The LME’s warrants-as-collateral offering provides an immediate potential solution to the potential 
cashflow challenges outlined above; members and clients with access to LME warrants can pledge 
these against margin requirements at LME Clear.  The service is already used by several members, 
and the LME has been engaging closely with the market to discuss routes to enhance take-up.  As a 
result of this process, the LME intends to make further enhancements to the warrants-as-collateral 
service – most importantly, changing the fee model such that facilitation fees are charged only on the 
value of warrants actually used against margin requirements (rather than the total value of warrants 
pledged to LME Clear).  In addition, the LME is working with members to develop legal solutions 
which will increase the flexibility and ability to use the warrants-as-collateral offering, including 
enabling use of warrants held by clients or affiliates and for additional jurisdictions. 
 
The LME is also conscious that not all participants will have access to LME warrants for financing – 
and that, over time, a broader asset mobilisation solution may be required.  The LME believes that it 
has the tools – in particular, the LMEshield system (as further discussed at Section 6.4) – to allow 
financing against non-warranted material, and will continue to work with the market to enable such 
solutions. 
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5.4. Client clearing solutions 

 
As further set out in Section 4.2, the Exchange believes there exists scope for a much broader set of 
LME positions to be made available for client clearing, which the LME will seek to deliver. 

 

5.5. Pre-trade risk management   

 
In respect of pre-trade risk management controls – through which the LME could assist members to 
control their exposure to their clients or non-clearing members (“NCMs”) – this remains an area 
where LME will continue to discuss with members to assess whether there are additional services 
that would be of use to the market.    
 

STRATEGIC DIRECTION 
 

 Enhance efficiency of clearing by optimising margin methodology and providing best-
in-class tools for the efficient mobilisation of assets 

 

INTENDED ACTIONS 
 

 Optimise initial margin levels via (i) offering user choice one day gross account, and 
(ii) transitioning to VaR margin 

 Retain DCVM over RVM for variation margin given importance to the physical market 
for the present, but work with market to prepare for transition if imposed for 
regulatory, risk or other reasons 

 Enhance warrants-as-collateral, and investigate other collateral transformation tools, 
to assist in cashflow management and margin finance challenges 



LME STR

 

 

6. DE

SUMMAR

 

 The 
such

 They
have
set c

 The 
appr
resp

 The 
prote

 The 
prov
trans

6.1. 

 
As at 31
the first 
significa
consequ
both pri
queues 
Queue-
LME ma

The LM
to the im
presenc
can pay
be expe
of meta
incentiv

RATEGIC PAT

ELIVERY

RY 

LME’s ware
h queues cu

y have also 
e left LME-li
can be simp

LME and it
roaches to 
pect of head

introductio
ection for a

LME’s wa
vides signifi
sformation s

 

Warehou

1 August 20
time this ha

ant political, 
uent effects 
ce discovery
– and, in p

Based Rent 
arket. 

E fully recog
mpact of the
ce of both LIL
y to attract m
ected to resid
al in queued
es which qu

THWAY  

Y AND P

ehouse rule
urrently obs

resulted in 
icensed war

plified witho

ts warehous
increasing

line rents 

on of positio
ll market pa

arehousing 
icant opport
solutions 

use rules 

17, there are
s occurred s

regulatory 
of depressed
y and hedgin
particular, th
Capping (“Q

gnises marke
e rules on lev
LO and QBR

metal into LM
de in the LME
d warehouse
eued wareh

PHYSIC

es have add
erved in the

a more com
rehouses; h
ut relaxing t

sing commu
 attractiven

on limits w
articipants 

network (t
tunities, esp

e no structur
since the star

and market
d LME price
ng), the LME
e introductio

QBRC”) rules

et concerns (
vels of phys

RC materially
E storage –
E system.  In
es (which w
ouses were 

CAL MA

dressed the
e LME wareh

mplex wareh
however, the
the protecti

unity must t
ness of on

will be close

through bo
pecially in r

ral queues a
rt of the LME
t focus on 

es and result
E believes th
on of both t
s – has prote

(from the wa
ical metal he

y reduces the
and, in the a

ndeed, this h
were likely a
able to pay)

ARKET S

e issue of s
housing net

housing env
e LME does
ons availab

therefore w
-warrant st

ely monitore

th LMEswo
respect of c

anywhere in 
E’s warehous

the topic o
ant higher p
at the action
he Linked L
ected the rep

arehousing c
eld in wareh
e cash incen
absence of s
as been the 
attracted int
) have fallen

STRUCT

structural qu
twork 

vironment, in
s not believe
le to users o

work togethe
torage – in

ed by the L

ord and LM
ollateral ma

the LME wa
se reform pro
of warehous
remiums, ca

n it took in re
Load-In / Loa
putation and

ommunity, a
ouse.  The L
tive which a 

such incentiv
experience o

to the ware
 significantly

TURE 

ueues, with

n which sto
e that the r
of the mark

er to find ot
n particular

LME to ens

MEshield) a
anagement a

arehousing n
ogramme.  G
se queues (
ausing challe
espect of wa
ad-Out (“LIL

d effectivenes

and more bro
LME agrees
 warehouse 

ves, less met
of the marke
house by th
y, and the ou

27 

 no 

cks 
ule-

ket 

ther 
, in 

sure 

also 
and 

etwork – 
Given the 
(and the 
enges for 
arehouse 
LO”) and 
ss of the 

 

oadly) as 
 that the 
operator 
tal would 
et; stocks 
he large 
utflowing 



LME STRATEGIC PATHWAY  

 

28 

 

metal has broadly not been re-absorbed into the LME system, given the inability of any other 
operator to pay a suitable incentive in the post-queues environment.  At the same time, stocks of 
metal in non-queued warehouses (which were likely the subject of a significantly lower level of 
incentive) have remained broadly stable.  But, at an aggregate level, the concern of the market is that 
total LME stocks are dropping at a time when off-warrant stocks are growing, suggesting a reversal in 
the relative attractiveness of the two storage options.  Despite it being a logical and predicable 
consequence of the necessary warehouse reform programme, the LME notes (and concurs with) this 
concern. 

The LME also notes market demand for “simplification” of the warehouse rules, and has engaged 
with a broad range of stakeholders to understand the precise nature of this request.  The LME fully 
recognises that both LILO and QBRC are complex rules, especially given the addition of the QBRC 
“anti-abuse” provision which has, in the view of the LME, been extremely important in protecting 
warehouse operators from predatory cancellation by metal owners.  However, in the view of the LME, 
the request is not actually one of “simplification” – that is to say, the LME has heard no specific 
suggestions as to how the current rules can be drafted in a more simple manner, without changing 
their impact.  Rather, the request appears to be one of “relaxation” – removing rules to create a less 
regulated behavioural environment. 

Following its market engagement exercise, the LME has concluded that relaxation of the 
warehousing rules is not a deliverable short-to-medium-term outcome.  It is clear that – having been 
through the experience of warehouse queues – key actors in the market (including metals consumers 
and regulatory stakeholders) have no appetite for a relaxation of controls.  The current state 
represents the outcome of significant market engagement and the LME believes it delivers an 
appropriate balance for all stakeholders; any change in this approach would necessarily be viewed 
as shifting that balance in favour of a particular interest group, which the LME does not feel would be 
an appropriate outcome. 

Accordingly, the market will need to accept the ongoing applicability of the LILO and QBRC rules, 
and other approaches to enhance the attractiveness of LME storage and bring more metal onto 
warrant will need to be considered. 

6.2. Enhancing attractiveness of LME storage 

 
It is in the mutual interest of the LME, warehouse operators and the broader market to see the 
widespread use of warranted storage.  As previously articulated, the Exchange believes there are 
broadly two “use cases” for LME storage (beyond an immediate need to create warrants for 
settlement of exchange contracts): 

 Payment of incentives.  It is undoubtedly the case that a significant proportion of metal is 
attracted onto LME warrant due to the payment of incentives by the warehouse operator, 
funded by expected future rent and free-on-truck (“FOT”) charges; under this model, the metal 
owner placing the metal onto warrant generally sells those warrants on the LME, rather than 
retaining the metal.  Given the effect of LILO and QBRC, it must be expected that the 
incentives which can be offered by warehouse operators will remain low, and this route will not 
account for a significant inflow of metal over the coming period 
 

 Provision of high-quality and cost-effective storage.  Separate to the desire to receive an 
incentive, it should be possible to offer LME-warranted warehousing services as a high-quality 
solution for general metal storage, including in circumstances where the metal owner intends 
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to withdraw the metal himself (and hence payment of an incentive would not be relevant, as it 
would need to be funded by that metal owner’s own fees, i.e. would be economically neutral).  
Under this model, it would not be necessary to offer an incentive to attract metal into storage; 
rather, the benefits of LME storage would be sufficient to drive take-up of warehousing 
services. 

The challenge in this regard is that the primary concern of a metal owner in this situation is 
cost of storage – and such storage is meaningfully cheaper in the off-warrant market.  
Furthermore, the benefits of LME storage (in particular, certainty of title and ability to deliver 
warrants into clearing on-demand) have been broadly synthesised by warehouse operators, 
who offer their own electronic record-keeping solutions, and will also guarantee to warrant 
material on very short notice if LME delivery is required.   
 
While a certain price differential between warranted and private storage may be justified by the 
higher standard attaching to LME storage (such as the LME’s requirement for indoor storage), 
there seems (in the view of the LME) no justification for the very significantly higher headline 
rent levels associated with LME storage. 
 
As has been more fully articulated in the LME’s reports on the warehousing topic, it is not 
broadly the case that warehouse operators retain the full headline rent; rather, this rent is 
generally only achievable when warrants have been delivered on the LME and are taken by a 
buyer who then funds the full rent – but in this case, the warehouse operator will generally 
need to use a significant proportion of the full rent thus received to fund incentive payments to 
the original depositor of the metal.  Accordingly, warehouse operators do not generally (in the 
view of the LME) benefit from high levels of headline rent – rather, they leave themselves 
vulnerable to demands for incentives and “rent shares” from metal owners.  On a net basis, the 
warehouse operator may only make the same rent which would have been charged for off-
warrant storage, after the costs of incentives are taken into account. 
 
Partially to address this issue, the LME has introduced a charge-capping mechanism.  
However, based on market consultation, it was decided that the operation of that mechanism 
should be limited to the prevention of further increases in the rates of rent and FOT, rather 
than a meaningful reduction in their levels.  As the LME has previously articulated, it is not the 
intention of the Exchange to unilaterally impose further reform on its warehousing network – in 
the absence of further issues emerging, the LME believes that any future changes must be 
effected with the support of all stakeholders, and in particular the warehouse operators to 
whom such rules would directly apply. 
 
Accordingly, the LME believes that the warehouse community must work together to identify 
whether it would be desirable to consider, on a voluntary basis, significant reductions of the 
charge caps relevant to headline warehouse rents.  This would, in the view of the LME, 
materially enhance the attractiveness of LME-warranted storage.  The LME stands ready to 
work with warehouse operators to consider such steps. 

 
For its part, the LME anticipates that the fee reductions it is announcing in respect of short-
dated carries may stimulate the return of metal onto warrant.  The previous increase in fees 
(especially TOM-NEXT fees) appears to have prompted some metal financers to change their 
model – rather than leaving metal on-warrant and rolling the financial on a daily or similar basis 
(with the daily option to release warrants into delivery based on curve structure, hence the 
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associated desire to keep metal on-warrant), the metal is instead left off-warrant, and financed 
with longer-term carry trades 

 Good Delivery Locations (“GDLs”).  A further means for enhancing the attractiveness of 
LME storage is through ensuring that the geographical footprint for the global physical network 
is appropriately calibrated to mirror natural trade flows and meet market need.  The LME’s 
market engagement on this topic does not immediately suggest that any significant gaps exist 
in the current network which require remediation; however, the LME will remain open-minded 
in respect of potential new locations, and would be willing to work with such locations – or 
indeed, any existing location proposing amendments – to ensure that this network continues to 
evolve to meet changing market dynamics and demand     

6.3. Lending Rules and position limits 

 
MiFID II will see the implementation of position limits across a wide range of asset classes, including 
base metals.  The LME’s Lending Rules, and general position management arrangements, will 
continue to apply, and the Exchange will closely monitor the effects of the MiFID II position limit 
regime, and take any further steps as required to ensure appropriate protection of position holders. 
 

6.4. Physical custody, financing and collateral management 

 
The LME continues to be convinced of the need for effective commodity custody and collateral 
management solutions, as manifested by (i) continued challenges for the commodities sector in 
respect of warehouse fraud, (ii) a need for collateral transformation to fund, among other things, cash 
margin against commodity futures positions (as further set out in Section 5.3), and (iii) ongoing 
appetite for physical metals financing transactions. 
 
In LMEsword and LMEshield, the LME believes it offers two highly attractive services to the market in 
this space.  In particular, the LME’s long track record in respect of the operation of a global physical 
warehousing network represents a key differentiating asset for its offerings in this space.  As such, 
the LME intends to expand its physical market services in the following directions: 

 Attracting more financing business onto LMEsword.  As set above, the LME believes that 
high headline rents are impacting the attractiveness of LMEsword storage for financing 
business; to the extent this can be addressed, the LME believes that more financial and long-
term metal storage business can be facilitated on the LMEsword platform 
 

 Promoting uptake of LMEshield.  LMEshield provides a solution for the safekeeping of 
physical commodity assets which are not eligible for LMEsword storage.  While the system has 
seen strong industry engagement and some limited usage, the LME understands that the 
current fee structure is considered by many market participants an inhibitor to take-up; 
accordingly, the LME is announcing today the reduction of fees to a level which, based on 
market conversations, the LME believes will appropriately incentivise usage.  The LME will 
continue to work with the market to promote usage of the LMEshield system 

 

 Secure payments and delivery-vs-payment (“DvP”) solutions.  A key element of the 
commodities custody and finance market is the ability for participants to transfer underlying 
physical commodity assets safely and effectively.  The LME strongly believes that the absence 
of a standardised solution for such activities impedes the development of the space.  
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Accordingly, the LME is progressing with its secure payment system (LMEpay), and will then 
investigate the delivery of a true delivery-vs-payment solution for the market 

 

 Linkage with HKEX in respect of Mainland China.  The mainland China market is clearly 
crucial in respect of commodities financing, and the LME will work closely with its parent to 
ensure that the HKEX Group offers an holistic set of services 

 

 Future development of a commodities repo platform.  With the benefit of the above 
infrastructure, the LME believes it is well-positioned to offer a comprehensive commodity repo 
solution, which could be instrumental in solving the challenges of margin financing and asset 
mobilisation set out in Section 5.3.  The LME will, therefore, work with the market to give 
appropriate consideration to such an offering 

 

STRATEGIC DIRECTION 
 

 Maintain ongoing review to optimise the physical market structure and ensure it 
represents best practice      

 

INTENDED ACTIONS 
 

 Work with warehouse operators to enhance attractiveness of LME storage in the post-
queues environment, acknowledging that market protections need to be preserved in 
the form of LILO and QBRC 

 Continue to monitor the effectiveness of the Lending Rules and forthcoming position 
limits 

 Restructure LMEshield fees, and investigate the building of physical market services 
such as payment solutions and commodities repo 
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7. MEMBERSHIP 

SUMMARY 
 

 Members sit at the core of the LME’s ecosystem, and the LME believes that its 
membership structure serves its market well 

 The LME is committed to the role of B shares in its membership structure, and the 
LME wishes to increase liquidity for the benefit of both prospective members and 
current B share holders 

 The role of Introducing Brokers is becoming increasingly significant, especially as the 
LME moves into the ferrous space and looks to grow its options offering 

 

7.1. Value of membership and B shares 

 
The LME is committed to preserving and enhancing the value of LME membership, and the B shares 
which LME members are generally required to hold.  As set out in the context of the LME’s strategic 
principles, the LME strongly believes that its initiatives to enhance trading activity on its market will 
materially augment the commercial opportunities available to its members, hence enhancing the 
value of their membership. 
 

7.2. B shares 

 
The LME restates its commitment to maintaining the ownership of B shares as a pre-condition for 
base metals membership (excluding category 5 – i.e. trade membership, which does not confer 
trading rights).   
 
In respect of new products (and other contracts where the LME has committed to build liquidity), the 
LME additionally believes that LME members who hold B shares should enjoy the primary economic 
benefits that those new products may bring.  However, it is also clear that, when entering a new 
market, overall liquidity (and hence the interests of all participants) may benefit from the ability of new 
members to introduce business to the market.  Accordingly, in the current view of the LME, it may be 
appropriate (only in respect of these new and growth products) to offer membership classes specific 
to that new product, with a commensurately reduced B shareholding requirement.  Furthermore, in 
the case of non-clearing members broking only new products, it may further be appropriate to waive 
the B share requirement, on the basis that any trade broked by that non-clearing member will then 
require to be cleared through an LME member holding B shares, and hence adding to the overall 
value of the B shareholders’ addressable fee pool. 
 
The LME believes that this principle was applied appropriately in the case of the recent launch of 
specific LMEprecious categories, whereby (with the benefit of strong input from its membership 
base), the LME introduced B share requirements (appropriately scaled) for LMEprecious-specific 
general clearing members and individual clearing members, and waived the B share requirement for 
LMEprecious-specific non-clearing members.  As expected, a number of LMEprecious-specific non-
clearing members did indeed join the market, and the LME believes this has acted in the interests of 
the market as a whole.  
 
Also in the interest of maximising B shareholder value, and based on market feedback, the LME does 
believe it appropriate to introduce functionality to increase the liquidity in, and hence demand for, B 
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there being no specific provision for IBs.  While some IBs do operate on the LME under “tying” 
arrangements, this is generally viewed as a cumbersome approach, which materially limits the 
uptake amongst the key IB participants in the broader commodities market, who are significant actors 
on peer markets. 
 
Accordingly, the LME proposes to consult on rule changes, and implement technical changes, which 
will provide a formal membership construct for IBs.  Once they have taken this status, the IBs will be 
able to access the LME’s systems (and, in particular, the LMEsmart matching system) to input trades 
which they have broked between LME clients (provided that those clients, and importantly their 
clearing members, have agreed that the IB may act in this capacity for the specific client).  These 
trades will then be sent to the clients’ clearing members for attestation.  In this manner, all trades 
broked by IBs will directly flow to LME clearing members. 
 
Consistent with the principles set out above, the LME believes that IBs executing the core base 
metals suite should be subject to a B share requirement commensurate with the requirements for 
members.  However, also consistent with the logic above, the LME would propose to waive this 
requirement for IBs active only in new and growth products (including LMEprecious, the LME’s 
ferrous contracts, and the LME options suite), on the basis that these IBs will be providing a service 
to the entire market in respect of the addition of liquidity to these contracts, and core LME members 
will benefit directly from the volumes thus brought to the market. 
 
Furthermore, the LME believes that the introducing broker structure should first be trialled in respect 
only of new and growth products, which will allow the potential impact on the LME’s more mature 
contracts to be fully assessed before the model is made available to all products. 
 

7.4. Other membership enhancements 

 
The Discussion Paper identified certain other membership enhancements, including enhanced 
execution rights for Category 3 members, and a specific affiliate account type.  These have not met 
with sufficient market enthusiasm to make their pursuit an immediate strategic priority for the LME. 
 

[STRATEGIC DIRECTION 
 

 Protect the value of LME membership and B shares, but lower barriers to entry by 
providing fair access for all 

 

INTENDED ACTIONS 
 

 Deliver matched bargain facility and “leasing” solution for B shares 

 Create specific Introducing Broker membership category 
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8. VOLUMES, COMPETITION, FEE STRUCTURES AND 
GROWTH 

SUMMARY 
 

 The LME believes that volumes on its market can be stimulated by the removal of key 
frictional barriers to trading 

 The Exchange’s immediate priority is to deliver meaningful discounts to the fees for 
short- and medium- dated carries 

 Going forwards, the LME will introduce a financial OTC booking fee, and consider 
other medium-term changes to its fee schedule 

 The LME will also make rule changes to formalise appropriate behaviour in terms of 
bringing volumes to the central marketplace 

 A strong growth pipeline will be delivered via the LME’s new product strategy 

 

8.1. Volume trends and drivers 

 
The LME recognises that volumes are, to a large extent, a consequence of prevailing market 
conditions, and the LME cannot compel the execution of trades which are not economically rational in 
light of market conditions.  However, the LME also notes that certain trades which are economically 
rational do not arrive on the LME market, which is negative for the ecosystem as a whole (in terms of 
available liquidity and price discovery), as well as for the LME commercially.  Accordingly, the LME 
believes it appropriate to address these groups of potential trades: 

 Volumes which would have traded on the LME, but do not because the frictional cost of the 
trade is prohibitive.  This is the core driver of the LME’s strategic principle of maximising 
trading efficiency (see Section 2.4).  The most immediate lever available to the LME in respect 
of such volumes is that of fees, which is further addressed at Section 8.2 below 
 

 Volumes which trade on peer exchanges, but which could have traded on the LME.  The LME 
recognises that certain classes of business will likely always transact on competitor exchanges 
(for example, hedging business against physical contracts marked to competitors’ prices).  
However, there is also a class of business (particularly fundamental financial business) which 
broadly has a choice of venue, and will execute on the venue with (i) the most suitable market 
structure, and (ii) in the event of more than one market offering a suitable structure, the lowest 
frictional cost .  Accordingly, the LME’s user choice model (as further articulated in Section 2.3) 
is designed to allow the LME to address a broader set of potential end users, who are today 
compelled to trade on other markets 
 

 Volumes which transact on the OTC, rather than the on-exchange, market.  The LME 
acknowledges that there are many valid reasons for OTC execution – but, to the extent that 
business is incentivised into the OTC market due to LME decisions on market structure of 
fees, this is not the effect which the LME would wish to promote, and should be appropriately 
mitigated 

By taking action to address the above concerns, the LME believes that it will optimally position its 
market to capture the greatest possible amount of volume, while acknowledging that the absolute 
level of addressable volume at any point in the market cycle is likely beyond the LME’s control. 
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8.2. Fees 

 

8.2.1. Fee structure principles  

The LME wishes to prioritise a fee schedule which is fair in three key dimensions: 

 Fees which strike a fair economic balance between the LME and its users.  Since the sale by 
its members, the LME is a commercial entity, and will seek to act in a manner which 
produces an acceptable return for its shareholder.  But, on the other hand, the LME 
recognises that users will only choose its services if fees are fair for those users as well 

 

 A fair fee balance between LME members.  In general, two members carrying out the same 
economic transaction should face the same fee burden, regardless of their specific 
circumstances.  In this regard, the LME is particularly concerned that its current fee schedule 
provides a significant fee benefit to those members who deal with clients on an over-the-
counter basis, rather than by issuing an LME client contract.  While the LME recognises the 
right of dealers to service their clients on an OTC basis, the LME’s current fee schedule 
means that (for a single trade) a member issuing LME client contracts would pay 270c, while 
a member dealing with their client on an OTC basis would pay 90c.  This is not, in the opinion 
of the LME, fair – both members are using the same core pricing and risk management 
services provided by the LME, and the extra service of the cleared client contract does not 
alone explain the three-fold differential in price.  Furthermore, compared to peers, 90c for an 
outright trade is an extremely low fee.  Accordingly, the LME believes that action should be 
taken to address this disparity. 

 

 Fees which are fair in comparison to the service provided.  In general, the LME believes that 
its fees on outright trades are fair, compared to the value of underlying risk being managed.  
However, the LME does accept that its current fees on shorter-dates carries are too high, and 
proposes to take action to address this. 

 

8.2.2.  Carry discounts 

The LME will make the following discounts to specific-dated carries:  

 Short-dated carries as currently defined (where all legs are between the TOM date, i.e. 
next LME prompt date, and 15 calendar days forward from the TOM date inclusive) – 
these carries have already been subject to discounts (trades executed on all LME venues 
were reduced to 50c in August 2016), which had a very limited impact on volume.  However, 
the LME believes this was partly because – even at the reduced 50c level – the fees 
associated with executing such a carry (and, in particular, a TOM-NEXT carry) could still be 
very significant in comparison to (and, in some cases, greater than) the amount of risk 
transferred. 

Accordingly, the LME believes it appropriate to further discount these carries.  These will be 
reduced to 15c for Ring trades8, 25c for LMEselect trades, 35c for Ring basis and inter-office 

                                                      
8 All fees are quoted per leg, per lot, per side.  “Pre-commercialisation” levels are as of 2011.  Fee levels 
represent the sum of all relevant current and historical elements (e.g. trading fee, clearing fee, contract levy, 
matching fee, Exchange user fee), which have been combined.  Where historical fees have been converted from 
sterling to dollars for purposes of comparison, a historical exchange rate of 1.6x has been used, given the 
prevailing rates during the period when fees were sterling-denominated. 
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Ring, and its desire to ensure that Ring dealers can profitably execute business and recoup their 
ongoing investment in maintaining the necessary infrastructure to undertake Ring trading.    
 
In addition, the LME has materially reduced the cost of client contracts relating to short-dated 
carries, to make client trading of such contracts more accessible.  This is consistent with the LME’s 
desire to ensure fairness between the cost of executing on-exchange and OTC. 
 
At the heart of the LME’s proposed discounts to short-dated carries is the belief (which the LME 
shares with much of its market) that the effect of the 2015 fee increases was to alter trading 
behaviour in respect of the front end of the curve.  Prior to the increases, there was a greater 
willingness among members and active trading clients to hold positions on “non-standard” days, 
and manage the resultant exposure as those dates came prompt via the use of short-dated 
carries.  For example, an LME member selling an “average of month” contract to a client may 
choose to offset the outright risk  by buying the total tonnage on a given LME forward prompt date, 
but leaving un-hedged the spreads between each date of the quotation period and the forward 
bought date.  This “dirty card” would then be managed as the averaging days came prompt, by 
rolling the daily positions forward or backward to coincide with the outright hedge.  However, such 
behaviour is predicated on (i) a low frictional cost of execution of the rolls, especially in respect of 
fees, and (ii) the guarantee of a liquid roll market.  The impact of the LME’s 2015 fee changes 
appears to have been to impact directly (i), and indirectly (ii), such that a lower proportion of 
members are willing to accept the cost and risk associated with such a strategy.  Accordingly, the 
LME market has more commonly come to witness cards being “cleaned” at the point of initial 
execution, with a consequently reduced use of (and liquidity in) front-end spreads and cash 
trading.  Indeed, the LME believes that this effect – rather than any potential move to enhance 
monthly liquidity on its market –  represents the greatest threat to its date structure, as further set 
out in Section 4.3. 
 
It clearly cannot be guaranteed that, having migrated its behaviour in this manner, the market can 
be restored to its former state.  However, the LME believes that – if such a reversal is possible – 
the reduced fees now being implemented remove any fee barrier to this being achieved.  Or, 
stated differently – if this fee change cannot achieve the desired behavioural change, then it is 
unlikely that any other action open to the LME would have any further effect.  In this event, the 
LME (and the broader market) may need to acknowledge that trading behaviour has evolved, and 
then proceed on that basis. 
 
The LME is  proposing to offer these fee discounts for an initial period of one year.  While the 
Exchange trusts absolutely the feedback received from members and clients that the proposed 
discounts will stimulate trading behaviour, the LME also feels it appropriate to ask the market to 
adapt its trading behaviour (if such adaption is indeed possible, pursuant to the discussion above) 
in a timely manner, such that the positive liquidity impact on the market can be manifested as 
quickly as possible, for the benefit of all market stakeholders.  To the extent that the fee discounts 
create a material increase in trading activity, it is the current intention of the LME to retain such 
discounts beyond the initial one year period. 
 
The LME is conscious that any changes to fees – even a fee reduction – will create an 
administrative burden on the market, and in particular on members who will need to account for 
such fees in their books and records.  Accordingly, the LME is proposing that the fee reductions 
will take effect on 1 October 2017 in respect of short-dated carries as currently defined, and on 1 
November 2017 for medium-dated carries.  This will allow time for members who wish to make 
changes to their systems to do so; equally, it will allow time for the LME to update its daily 



LME STRATEGIC PATHWAY  

 

39 

 

member fee report, so members who cannot (or do not wish to) update their own systems in time 
will be able to make use of reports from the LME to understand and reconcile the impact of the 
reduced fees. 
 
The proposed discounts to specific carries, and the mechanics of their implementation, have been 
discussed with the LME’s User Committee9.  The LME believes this has been an exceptionally 
helpful and collaborative dialogue; in particular, the LME has acted on the User Committee’s 
advice to extend the fee discount from the LME’s original proposal of just Ring and LMEselect 
trades, to include also basis and inter-office trades, given the importance of such trades to the 
business models of Ring dealers.  The LME views this as a highly positive outcome of its 
commitment to comprehensive market engagement. 

 

8.2.3. Other current fees 

The LME believes that its fee schedule , including the above fee discounts, will be fair in respect of 
the fees levied in relation to the risk management or investment value achieved from that trade.  
In particular (and as confirmed by discussions with many market participants), the LME believes 
that its “all-in” cost of a client outright trade (270c, being 90c for the member trade and 180c for 
the client contract) is reasonable, given the LME’s industrial lot sizes, and the consequent large 
notional value traded. 
 
The LME is conscious of two other  specific fee level concerns from the market: 

 Affiliate fees.  Certain members maintain a corporate structure whereby their executing LME 
member then passes on positions to other companies within their group (generally so those 
other companies can then trade with clients).  In some groups, the intra-group position 
management is carried out on an OTC basis (with no consequent payment to the LME); 
however, in other groups, the exposure is transferred by means of LME client contracts (for 
which a fee is levied by the LME).  Certain members in the latter category have requested 
that a fee discount be granted for such affiliate business. 
 
While the LME believes that the immediate priority is to address carry fees (as it has done by 
means of its fee discounts), the LME does recognise the potential merit in this request.  As a 
first step, the affiliate/client exemption from the forthcoming financial OTC booking fee (per 
Section 8.2.4) would, in the view of the LME, meaningfully rebalance the competitive 
situation , thus further promoting the LME’s strategic aim of fairness.  Additionally, the LME 
will continue to keep this topic under review 
 

 Proprietary trader fees.  Many of the LME’s peer markets offer discounted execution for 
proprietary traders (which are most often systematic traders in the context of the LME’s 
ecosystem analysis), and the question has been raised as to whether the LME should take a 
similar approach.  As set out in Section 3.2, the LME believes it more appropriate to first 
address the concerns in respect of “unhelpful” systematic trading – once this has been done, 
then it may indeed be appropriate to further incentivise the participation of “helpful” 
systematic traders by means of structural fee reductions. 
 

                                                      
9 In the context of these discussions, User Committee members were reminded of their obligations in respect of 
confidentiality, and in particular, that information provided during such discussions could not be used for 
commercial advantage in the context of their commercial activities. 
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of the significantly reduced fees paid to the LME by members in the latter category.  Furthermore, 
as also set out above, the LME believes that its “all-in” client fees (i.e. the cost of a member trade 
together with the associated client contract) are fair, and the LME therefore proposes  
(subject, where appropriate, to consultation in the usual way in accordance with its Rules and 
regulatory obligations) to  introduce a financial OTC booking fee to rebalance the situation.  
 
This fee would be aimed only at dealers – that is to say, financial participants doing business with 
their clients (or other financials).  The LME is specifically not looking to impose any fees on 
physical market clients referencing the LME price in their supply contracts. 
 
The general principle  of the financial OTC booking fee would be that it should be paid in respect of 
a client being dealt with on an OTC basis, in every case where an LME client contract would have 
been issued in respect of a client being dealt with on a client contract basis.  So, for example, a 
member making OTC prices to clients over the telephone, or through a single-dealer electronic 
platform, and entering into OTC trades with that client, would need to pay the OTC booking fee, 
on a per-lot basis, considering the number of client contracts which would have required to be 
issued11 if the client had been executed on an LME client contract basis12.  In addition to OTC 
contracts which refer to LME prices (for any combination of cash-settlement, valuation or 
margining), the fee would also be applicable to any contract which effected physical settlement via 
LME infrastructure (e.g. the ex-cleared transfer of LME warrants) or LME intellectual property (e.g. 
prescribing physical settlement via LME-approved brands). 
 
It is expected that dealers  may look to pass on this fee to their clients, and therefore it cannot be 
said that the fee will have absolutely no impact for physical users.  However, the LME 
understands that dealers already incorporate execution costs into the spreads offered to their 
clients – and, even if the OTC booking fee were fully incorporated in this manner, the effect on 
spreads should not be material.  For example, if the OTC booking fee were (indicatively) set at 
100c per LME client contract equivalent, this should increase the cost of a copper hedge, for 
example, by no more than 4c per tonne, which (in the view of the LME) would in no way impair 
hedge effectiveness. 
 
For the avoidance of doubt, the LME recognises that many members undertake house trades 
without an associated client contract for entirely valid reasons – for example, proprietary trading, 
or the short-term management of house positions against client positions (which is particularly 
important in respect of averaging business).  It is absolutely not the intention of the LME to levy an 
OTC booking fee in respect of such activity, and the LME’s proposed model does not do so. 
 
The LME fully acknowledges that a vast range of business models are transacted in the OTC 
market, and that  it will be necessary to ensure that the detailed rules of the OTC booking fee are 
consistent with the structure of the market – both to ensure compliance with the rules, and equally 
to ensure that the rules do not operate in an unfairly punitive manner in respect of certain trades.  

                                                      
11 At present, only an LME Category 1, 2 or 4 member can issue a client contract. However, a non-member 
financial institution will still be required to pay the OTC booking fee – otherwise, there would be an economic 
disadvantage associated with LME membership. 
12 As further set out in Section 4.2, it is accepted that not every desired client economic exposure can be 
represented by an LME client contract – however, the general principle remains, namely that the financial 
participant is benefitting from using the LME’s pricing in respect of its client relationship, and it is fair that a fee 
be paid as a result. As the LME’s flexible clearing offering is further expanded, it is anticipated that a broader 
range of client exposures will be able to be represented by means of a client contract. 



LME STRATEGIC PATHWAY  

 

42 

 

The LME has already engaged with the User Committee, who have been helpful in indicating 
certain exemptions which it may be appropriate to offer, including: 

  Intra-group member/affiliate exemption – it would not be the intention of the LME to 
charge for OTC trades between affiliates, where one of the affiliates is an LME member.  
However, to the extent that the affiliate then enters into client business on an OTC basis, the 
OTC booking fee would then be payable 
 

 Affiliate/client exemption.  Where an affiliate does receive client contracts from an LME 
member in its group, and then enters into OTC trades with clients, then – in the view of the 
LME – it would be fair for that affiliate to not pay the OTC booking fee in respect of the client 
contracts it has received from its member.  In this way, the  competitive disadvantage to a 
group executing client contracts between affiliates (rather than doing so on an OTC basis) 
would be significantly mitigated 
 

 Cash-settlement exemption – if an OTC contract specifies a cash settlement, it would not 
be necessary to pay an OTC booking fee in respect of that settlement (provided such 
settlements were consistent with the original terms of the contract), even though this would 
have required the issuance of an LME client contract if the client were dealt with on a client 
contract basis.  Alternatively, if the OTC contract specifies a physical delivery, no additional 
settlement fee would need to be paid, beyond those charged today, to make use of the 
LME’s physical-settlement facilities.  This exemption recognises the significance of OTC 
“look-alike” business, and the fact that imposing both an “entry” and “exit” fee may make this 
business more difficult for dealers to effect.  Accordingly, in these cases, the OTC booking 
fee would be payable only when the contract was first entered into 
 

 Spot physical exemption – this recognises the fact that certain financial institutions may 
also operate merchanting businesses, and it is not the intention of the LME to capture such 
business under the OTC booking fee 
 

 Alternative licence exemption – financial institutions may engage in contracts linked to 
LME prices which are already covered under other licensing arrangements; in particular, the 
issuance of structured products under derived data licenses, and licenses under which other 
exchanges list contracts based on LME prices.  In these cases, the OTC booking fee would 
not apply – i.e. there would not be a situation of “double charging” 

The OTC booking fee would be subject to a general reporting obligation by users of LME prices or 
settlement infrastructure (binding on members through the LME Rules, and on non-members 
through the LME data licensing agreement) – that is to say, financial institutions would be required 
to report all usage of LME prices, but can state where they believe that relevant exemptions or 
discounts apply.  The LME would then work with those financial institutions, on the basis of their 
disclosure, to calculate the correct fee.  The LME would also work closely with compliance 
departments in the financial institutions to ensure that correct disclosures are being made. 
 
The LME will continue to engage with the market, including, where appropriate, through 
consultation in accordance with its Rules and regulatory requirements, to shape an OTC booking 
fee which is fair for all participants, and will announce further details in due course.  If the LME is 
still minded to introduce the OTC booking fee following such market engagement, it is anticipated 
that this fee would take effect from 1 January 2018.  
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8.2.5. “Green” trades 

The LME notes a peculiarity of its charging model – namely that, if two electronic traders (who 
could be either house or order-routed client traders) associated with the same member  execute 
against each other on LMEselect, the LME does not process the consequent trade (so-called 
“green trades”) through its matching and clearing systems – rather, the member is notified that 
two clients have transacted, and no fee is charged.   
 
In preparation for the requirements of MiFID II, the LME will be making changes to its booking 
flow, such that these “green trades” are processed through its matching and clearing systems  
Accordingly, the LME proposes to start charging for such trades as of 1 January 2018.  
Furthermore, the LME recognises the need to put in place appropriate “anti-abuse” rules to 
prevent members automatically crossing trades in their own system before they reach LMEselect, 
as further discussed in Section 8.3. 

 

8.2.6. Areas of potential medium-term fee focus 

 Both the LME and the User Committee have identified the fact that the Exchange’s fee structure is 
complex, as a result of having grown up over several iterations.  In addition to the operational 
burden of this complexity, there also exists a significant risk of unintended consequences, given 
the interaction of various elements of the fee schedule. 
 
The LME believes that – through its own analysis, and its market engagement, including with the 
User Committee – its proposed near-term fee changes  will achieve the aims towards which they 
are targeted, without risk of material unintended consequences.  However, and notwithstanding 
this, it may be appropriate to consider  a medium-term simplification of the LME’s fee structure.  
Such simplification would also benefit from the observations as to the effectiveness of the LME’s 
fee discounts in stimulating volumes, and may also incorporate certain of the market requests in 
Section 8.2.3 above.  The LME therefore proposes to undertake further engagement with its 
market to progress this potential workstream. 

 

8.3. Competition and protection of the LME market 

 
As set out in Section 4.1, the LME enjoys a very strong relationship with its closely-linked OTC 
market.  This is a strength of the LME and its market – but, it is also valid for the LME to consider the 
potential negative effects of the OTC market for the on-exchange market.  In particular, the LME 
does not believe it appropriate to facilitate a situation whereby some market participants achieve a 
commercial advantage by shielding a large proportion of trading activity from the LME market – such 
behaviour not only reduces the effectiveness of price formation, but additionally requires those who 
do not engage in such activity to disproportionately subsidise the market infrastructure (via the 
payment of LME fees) in comparison to those who do not execute on the LME market. 
 
Accordingly, the LME proposes to codify certain behavioural standards in respect of execution on its 
market, and the LME intends to consult on rule changes to address the following: 

 While it is absolutely valid for transactions to be executed bilaterally through the inter-office 
market, trades executed on a “gross” basis should not be cleared on the LME in a “net” 
manner.  For trades registered on the Exchange, it is appropriate that LME market participants 
should observe the full transaction flow arising from those trades in a timely manner, and it is 
appropriate that the LME should be compensated for the fees on the gross value of the 
trade.  The LME understands that this represents normal market practice, and so does not 



LME STR

 

 

a
to
 

 F
h
m
o
th
L

 T
ex
p
m

The LM
by the a
working
changes
 

8.4. 

 
The LM
Exchang
success
develop
 

8.4.1

The 
and 
 

 
The 
platin
 

RATEGIC PAT

nticipate tha
o ensure that

For members
it the publi

mechanism, w
rders are tra

he LMEsele
MEselect sy
 

Transactions 
xample, as 
latform for th

made to the m

E acknowled
above rules;
 with the m
s) to address

New pro

ME believes 
ge as a com
sfully launch
ped its system

1. LMEpre

LME is very
is grateful to

LME now in
num and pal

THWAY  

t it would giv
t appropriate

s providing o
c LMEselec
whereby two

ansmitted to t
ct orderboo

ystem 

executed o
inter-office 

he provision
market that s

dges that the
; while the E

market (inclu
s any potenti

oducts 

that its new
mmercial busi

ed contracts
ms such that

ecious 

y pleased wi
 the LMEpre

ntends to fur
ladium future

ve rise to a m
e behaviour is

rder-routing 
ct screen, a
o individual 
the LMEsele
k, it is app

on third-party
trades) unle
 of booking 
uch an agree

ere exists a 
Exchange co
uding during 
al areas of c

 product stra
iness, and fo
s in the ferr
it can now a

ith the launc
ecious partne

rther develo
es contracts.

material chan
s enforced 

services ont
and membe
traders (hou

ect platform. 
propriate tha

y platforms 
ess an agre
and clearing
ement is in fo

broad set of
onsiders its 

the consult
concern. 

rategy provid
or its membe
rous and pre
achieve prod

ch of the LM
ers, and the b

p the suite 
. 

nge in behav

to LMEselec
ers do not 
use or clien
 If traders ar

at their trad

should not 
eement exis
g services, a
orce 

f market beh
proposed ru
tation proce

des an impo
ers and client
ecious meta
uct launches

MEprecious g
broader mark

by adding g

viour, but con

ct, it is appro
provide an

t) are “cross
re offered liq
des indeed 

be booked 
sts between 
and an anno

haviours whic
les to be fa
ss required 

rtant growth
ts.  In recent
ls markets, 
s at lower co

gold and silv
ket, for their 

old and silv

nsiders it app

opriate that a
n “internal c
sed up” befo
uidity on the
be effected

 onto the L
 the LME a

ouncement h

ch may be i
ir, it is comm
to effect s

h driver, for 
t years, the L
and importa

ost. 

ver futures c
support. 

ver options, a

44 

propriate 

all orders 
crossing” 
ore their 

e basis of 
 on the 

LME (for 
and that 

has been 

mpacted 
mitted to 
uch rule 

both the 
LME has 
antly has 

ontracts, 

 

and also 



LME STR

 

 

8.4.2

Simi
and c
 

  
 
Spec
curre
in res
 

8.4.3

The 
posit
LME
initia
posit

 
Certa
How
notes
phys
the v
LME
Acco
appr
 
In re
settle
LME

 

8.4.4

Cons
exist
grea
expo
 

RATEGIC PAT

2. Ferrous

larly, the LM
commits to f

cifically, the 
ent ferrous m
spect of thes

3. Electric

LME strong
tions the LM

E, this develo
al developme
tioned to rea

ain key bat
wever, two m

s the curren
sically-settled
views of the 

E to provide 
ordingly, the 
ropriate index

espect of lithi
ed to an inde

E believes it im

4. Broade

sistent with 
ting metals p
ter range of 

osures. 

THWAY  

s 

ME believes t
further develo

LME will now
market make
se products. 

c vehicle ba

gly believes 
ME well to se
opment may
ent of the in
ct to this sig

ttery metals
etals of part
t debate in t

d cobalt cont
two groups a
all market p
LME will c

x price, to co

ium, the LME
ex price; alth
mportant to b

r range of 

its strategic
products (pe
contracts, w

hat its cash-
opment of th

w launch reg
ers to deliver

attery meta

that the cu
erve the grow
y well be the
nternal comb
nificant trend

 (e.g. nicke
ticular intere
the market b
tract, and co
are unlikely t

participants w
onsider the 

omplement its

E believes it 
ough the ma
be fully involv

clearable c

c aim to allo
r Section 4.2

which can be 

-settled ferro
his product su

gional hot-rol
r displayed e

als  

rrent autom
wing market 
e most signi
bustion engin
d. 

el) are alre
st are cobal

between the 
obalt prices c
to be reconc
with the abil
launch of a

s existing ph

is appropria
arket remains
ved in the de

contracts 

ow a broade
2), the LME
used for bot

ous contracts
uite. 

lled coil (“HR
electronic liqu

otive sector 
need for ba

ificant for th
ne, and the 

ady well-es
t and lithium
desirability o

compiled by 
ciled in the n
ity to trade a

a cash-settle
hysically-sett

ate to consid
s nascent in 
ebate as the 

er range of 
 also consid
th member-to

s have achiev

RC”) contract
uidity and fo

trend towa
attery metals
e automotiv
LME and its

tablished on
m.  In respec
of prices der
price referen
ear-term, it i
and clear bo

ed cobalt co
led offering. 

er the launch
terms of pric
market grow

flexible clea
ders it appro
o-member, a

ved positive 

ts, and work
orward pricin

rds electric 
s.  In the vie
ve industry s
ts market ar

n the LME 
ct of cobalt, 
rived from th
nce agencies
is appropriat
oth reference

ontract, settle
 

h of a contra
cing benchm
ws and matur

aring solutio
priate to intr

and member

45 

traction, 

k with the 
g curves 

vehicles 
ew of the 
since the 
e ideally 

market.  
the LME 

he LME’s 
s – while 
te for the 
e prices.  
ed to an 

act cash-
arks, the 
res. 

ns in its 
roduce a 
-to-client 



LME STRATEGIC PATHWAY  

 

46 

 

Crucially, in respect of these products, the LME would not expect (and would not sponsor a formal 
market-making programme for) immediate on-screen pricing.  Rather, the growth profile of these 
products would be driven by LME members choosing to bring dealer-to-dealer and dealer-to-client 
positions into clearing, via execution as an LME inter-office trade (or, as further explored in 
Section 4.2, via a “true” OTC clearing functionality). 
 
For these products, it is important to stress that the LME would not expect to see growth at the 
same rate as its actively market-made new products (LMEprecious and ferrous).  However, over 
time, it would be expected that members and clients would look to bring positions into clearing; to 
the extent that demand then manifested itself, it would be possible to foresee the eventual 
creation of a liquid on-screen market for such products. 
 
In this regard, the LME will need to change its philosophical approach to product launches.  In the 
past, limitations of the LME’s system and commercial bandwidth have required the Exchange to 
undertake highly-targeted product launches of a small number of contracts, with consequent 
sharp market focus on the perceived success or failure of any one individual product.  For the 
types of products proposed here, however, the LME will need to adopt the approach of many of its 
exchange peers – namely, the launch of a larger number of products, with the expectation that 
only a relatively small subset will eventually be successful, and that such success will take some 
length of time. 

 
Accordingly, the LME proposes to launch a set of products on this basis in 2018, consistent with 
the requests which the LME has received from its market in terms of product set.  At a broad level, 
and subject to further market engagement, these are: 

 Cash-settled regional aluminium premiums – while the LME will maintain its current set of 
physically-settled aluminium premium products, it does not expect these to trade in the current 
lower-premium environment resulting from warehouse reform, in which there is limited appetite 
to move away from the current index-price benchmarks.  Accordingly, it may be appropriate to 
offer LME users access to cash-settled regional premiums in addition 

 Cash-settled alumina – to complement the LME’s primary aluminium pricing, and allow for 
greater risk management along the metals value chain 

 Cash-settled molybdenum – to replace the current poorly-used physically-settled 
molybdenum contract, which suffers from significant difficulties in respect of physical delivery 
 

STRATEGIC DIRECTION 
 

 Maximise trading volumes by delivering a fair fee schedule and new products and 
services 

 

INTENDED ACTIONS 
 

 Deliver materially reduced short- and medium-dated carry fees 

 Commit to a medium-term review of the LME’s broader fee structure 

 Implement a financial OTC booking fee to create a fair balance between members 
dealing with clients on an OTC basis, and those dealing with clients on an LME client 
contract basis 

 Charge for “green trades” to deliver fairness across members undertaking order-
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routed electronic client business  

 Implement rules formalising the use of the LME market for OTC bring-on and similar 
activity, creating a level playing field between all members, and ensuring that liquidity 
and volume are visible to the entire market as far as possible 

 Deliver the LME’s new product pipeline, across precious, ferrous, electric vehicle 
battery metals, and a broader range of clearable contracts 
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