





    PLENARY BRIEFING                                [image: image1.png]


Feb. STR Plenary

Draft resolution on the Commission delegated regulations supplementing the European Market Infrastructure Regulation or "EMIR" 
	Rapporteurs + Politic group+Nat.
	Werner Langen (EPP - DE) 

	Report Number and Committee
	

	Procedure
	Resolution objecting to delegated act

	Shadow 
	Sven Giegold  

	Staff
	David Kemp and Francisco Padilla Olivares 


	Background

As foreseen in the EMIR regulation (see briefing attached) the Commission adopted delegated regulations relating the EMIR regulation, on the basis of the European Market Securities Authority (ESMA) drafts, supplementing the regulation itself as provided for by the Treaty.  According indeed to article 290 of the TFEU a legislative act may delegate to the Commission the power to adopt non-legislative acts of general application to supplement or amend certain non-essential elements of the legislative act. 
In conformity with the article 290 the co-legislators can object any delegated act within a period set by the legislation. In conformity with such provision article 13 of the European Market Securities Authority (ESMA) regulation provides for a period of maximum two months for objecting a delegated act adopted by the Commission and drafted by ESMA. The Commission adopted a certain number of delegated relating to the EMIR Regulation the 19 December 2012 which means in practice that the only possibility provided to the EP to object any of these acts would be the February plenary as the March plenary would go beyond the legal deadline for the scrutiny period. Hence, the tightness of the deadline explains that a draft resolution related to the objected delegated act was only voted first in ECON committee on Monday 4 February 2013evening and send immediately forward for a vote on plenary on Thursday 7 February.  
As established by the EP practices, the rapporteur of the original EMIR regulation ('level one act')  is also de facto rapporteur (Langen) for the EP scrutiny of the delegated and implementing acts ('level two and level three acts') foreseen in the 'level one' legislative text. Mr Langen on behalf of his group in ECON together with the group ECR and the support of ALDE group requested and were authorized to table a draft resolution objecting to two of the above mentioned delegated regulations adopted by the Commission. 

What is the object of the (objected) delegated acts 
In a nutshell, the EMIR regulation aims at regulating the vast market of financial derivative contracts. Financial derivatives contract are essentially bets on prices or interest rates moving in a particular direction. A derivative contract requires a relatively modest initial outlay of cash but can result in very large gains or losses. Speculators use derivatives to take risk, in the form of a straight bet that the rest of the market is wrong about the way prices will move, others use the derivatives to gain exposure to prices that offsets (or "hedges") exposures that arise in the course of their normal business (such as exchange or interest rate exposure, commodity price exposure etc) in order to reduce their risks.

About 20% of such contracts are traded on exchanges where contracts and trading procedures are highly standardised and the exchange itself is the "central counterparty" (CCP) to each trade - in order words it matches a buyer to every seller but, requires each of them to deposit collateral (known as "margin") in an account and, if one of them cannot or will not pay, it guarantees to provide the cash to the other part of the contract using the collateral and, if necessary, the resources of the large banks that form its members and provide an extra guarantee. This process is referred to as "clearing" the trades.

The remaining 80% majority of such contracts are traded "over the counter" ("OTC") which means that the two parties negotiate the customised terms directly and privately and the default of one translates into a loss for the other.

The complex and opaque web of interconnections that has resulted from huge global numbers and sizes of OTC derivative exposures was a major contributor to the contagion or "domino effect" that transmitted a bad debt problem (due to appalling lending practices and lax regulation) in the US mortgage market throughout the global financial market and resulted in unexpected and  huge losses and a generalised and disastrous loss of confidence between financial institutions as nobody knew who had entered into what kinds of derivatives with whom. Since the economy relies heavily on the "plumbing" that financial intermediation is supposed to provide, this then led to the economic meltdown we are still enduring.

The delegated regulation C(2012)9623 provide a certain number of specifications regarding requirements for central counterparties CCPs as foreseen in the EMIR regulation. In particular the delegated regulation provides that a CCP shall accept highly liquid collateral with minimal credit and market risk to cover its initial and ongoing exposure to its clearing members. The three groups at the origin of the resolution argue that the delegated regulation strongly restricts the use of bank guarantees by clients using CCPs as collateral and thus makes its use virtually impossible for non-financial counterparties, which according to the three groups is not in line with article 46(1) of the EMIR-Regulation. Moreover, the S&D group claims that the C(2012)9623 which  specifies a liquidation period for financial instruments other than OTC derivatives which specifically would create divergence with equivalent arrangements determined in the USA. From a green perspective there are solid grounds for disagreeing with both arguments. As the Commission point out in a letter addressed to be ECON committee ahead of the vote, the recourse to commercial bank guarantees are strictly limited under international principles in this area as it could potentially increase counterparty credit risk in case of default of the guaranteeing bank, the Commission’s proposal for a delegated regulation strikes the right balance by allowing a degree of flexibility for the nature of a collateral arrangement backing a guarantee. It also proposes a three-year transition period in order to allow the sector to prepare for the new requirements. In addition, the liquidation periods referred to in the delegated regulation aim explicitly at providing for more risk protection for market infrastructure operators without undermining the market functioning which from a substantive point of view we strongly support and which is one of the main objectives of the regulation. Therefore, we do not believe that it would be appropriate to object to the delegated regulation nor from a purely formal point of view (the texts respects the scope of the delegation), neither from a substantive point of view. 

Three main reasons are put forward by three groups at the origin of the resolution aiming at objecting the delegated regulation (C(2012)9593). 

1) The EMIR regulation foresees that non-financial companies entering into OTC derivative contract deals shall be subject to clearing and collateral obligations if they undertake speculative transactions above a level deemed to be systemically relevant. The three groups object the provision of delegated regulation which foresees that when a threshold is breached in one asset class then such a situation triggers a clearing obligation for all asset classes. From a purely formal point of view one has to acknowledge that the guidance provided by the Regulation itself is rather vague and can be interpreted in both ways. From a substantive point of view it can also be argued that such provisions may not proportionate given that the clearing obligation could be limited to the class of assets for which the threshold is breached. The three groups pretend that such an approach could have an impact on the risk management of companies in the European Union, and thus overall negative macroeconomic effects. From a green perspective however the objective of the regulation is to adopt rules which will create frictions so as to downsize and limit the disproportionate growth of derivative contracts and the systemic risk which such a growth (as experienced over the last twenty years) represents. If a market player is deemed as being systemically relevant it makes sense from a green perspective to increase its costs given that it represents a potential cost for the whole system. The whole thing is of course a matter of political judgement on which the groups may disagree. There might be discrepancies over whether 'level one' provisions are respected, but we do not see these provisions as being necessarily disproportionate even though an approach based on a clearing obligation per asset class might be sufficient.

2) The three groups in favour of the resolution claim that the thresholds themselves referred to in the delegated regulation is expressed in gross notional values whereas referring to the net exposure would better represent the risk and could be implemented easily by all parties concerned. Such an argument is far from being convincing. As ESMA and the Commission point out: even if a non-financial company (NFC) has positions with different counterparties that are netted from the NFC’s own perspective (i.e. its own exposure to its counterparties is flat), its default still poses a potential loss to its counterparties (...) Central clearing/collateral will protect against this. It is therefore the total gross sum resulting from the addition of the bilateral net positions across non-financial counterparties that is the true measure of systemic relevance and that should be used as a reference when setting the clearing thresholds. Recital 22 of the OTC technical standards confirms this approach. It has also to be reminded that derivative positions which aim at objectively reducing risks directly relating to the commercial or treasury activity of the non-financial company is exempted from the calculation of the amounts considered for the thresholds purposes. In other words the amounts considered for the thresholds are speculative by nature and cannot be defended as being necessary for the purpose of reducing risks related to the real economy. An important question that one has to ask is therefore to which actors an approach which would be based on large net exposures would benefit. The reply that can be inferred from the ESMA impact assessment is a few big companies dealing in the energy and aviation sectors such as Lufthansa for which being involved in derivatives may represent an autonomous and lucrative source of profits. From a green perspective we do not see valid reasons for tailoring legislation to their benefit at the expense of reducing and limiting risk-taking activities without links to the real economy. 
3) It is finally argued that phased implementation of electronic confirmation procedures of the terms of the relevant OTC derivative contract does not appropriately reflect the intention of the EMIR regulation to allow for alternative procedures to be considered on a permanent basis for certain counterparties or transactions that are not suitable for electronic confirmation. However, as the Commission point out the delegated regulation provides for sufficient flexibility with that respect given that it is envisaged that supervisors would examine the procedures and arrangements of a firm in respect of its obligations under Article 11(1), rather than assessing case-by-case compliance. Therefore from a green perspective such a third argument for objecting is far from being convincing and do not provide sufficient grounds for that purpose.           

All in all, the arguments raised do not seem for the Greens valid ground (nor on legal nor substantive grounds) for objecting the delegated regulations. It is however important to point out that the Commission did not show sufficient willingness to cooperate with the Parliament ahead of the adoption of the delegated regulations. This explains partially why some MEPs are supporting the adoption of the resolution. 
Committee outcome 
For tactical reasons and given the clear majority in the ECON committee in favour of objecting these to delegated acts, our immediate purpose was to put forward rational arguments for reducing as much as possible the reasons put forward by the ECON committee for the objection. However, the only immediate effect of these objections will be to retard by at the very least several months one the key provisions of the EMIR regulation intended to reduce the overall risk that excessive volumes of derivatives contracts represent for the society. This is why beyond the tactical move in committee Green ECON MEPs are in favour of rejecting the resolution so as to avoid objecting the delegated regulations. Moreover, in order to provide additional guarantees that the EP scrutiny rights regarding delegated acts will be well respected in future Commissionner Barnier committed to formalize a memorandum of understanding so as to ensure a diligent and transparent cooperation with the co-legislators ahead of the hundreds of delegated acts foreseen in ECON related legislation. A last element to be considered ahead of the vote is that an objection to delegated acts requires an absolute majority. In addition to the fact that the EPP group seems to be divided in, it means in practice that the rapporteur will have very serious difficulties in securing the required majority.  
Plenary strategy

Taking into account all the reasons explained above, ECON Green MEPs recommend to reject the resolution so as to avoid objecting to the delegated acts.
 

	


Vote in Committee

	Vote of our group
	-

	Vote of the others groups – Majority
	+ 24 EPP (divided), ALDE, ECR - 20 S&D, Greens, GUE


Strategy for the Plenary Session

	Amendments tabled by our group
	no

	Proposal - Vote our group 
	-

	Possible  Majority
	uncertain
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