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EXPLANATORY MEMORANDUM TO

THE FINANCIAL SERVICESAND MARKETSACT 2000 (OVER THE COUNTER
DERIVATIVES, CENTRAL COUNTERPARTIES AND TRADE REPOSITORIES)
(No. 2) REGULATIONS 2013

2013 No. 1908

1. This explanatory memorandum has been preparéthbyreasury and is laid before
Parliament by Command of Her Majesty.

2. Purpose of theinstrument

2.1  These Regulations relate to the clearing @fonal transactions through
recognised clearing houses. They amend insolveaveyd facilitate the
segregation and transfer of indirect clients’ assed positions, and make
minor amendments to the supervisory, investigaaoiy enforcement powers
on Bank of England and the Financial Conduct Autitof hey require
recognised clearing houses to maintain recovenysppecifying the steps
they will take if the continuity of their servicesdisrupted, and require
recognised central counterparties to have ruledidcate losses if their
solvency is threatened.

3. Matters of special interest to the Joint Committee on Statutory Instruments
3.1 None.
4, L egislative Context

Provisions amending insolvency law and amending the powers conferred on the
Bank of England and the Financial Conduct Authority

4.1  These provisions implement in part:

* Regulation (EU) 648/2012 of the European Parlianaant of the Council
of 4 July 2012 on over the counter derivativesredmounterparties and
trade repositories (OJ no L 201, 27.7.2012, p1préncommonly known
as the European Markets Infrastructure RegulatioEblIR”);

 Commission Delegated Regulation (EU) No 149/201B%December
2012
supplementing Regulation (EU) No 648/2012 of theogaan Parliament
and of the Council with regard to regulatory teclahstandards on
indirect clearing arrangements, the clearing ohiloge the public register,
access to a trading venue, non-financial countagsamand risk mitigation
techniques for OTC derivatives contracts not cleédga CCP (OJ no L
52, 23.2.2013, p11) (“the Regulatory Technical 8tad”).
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In relation to EMIR, Explanatory Memorandum 1380 was sent to both
scrutiny committees on 22 September 2010. It waared by the House of
Lords EU Economic and Financial Affairs and Inteimaal Trade Sub-
Committee on 3 May 2011. The House of Commons EthB&mic and
Financial Affairs and International Trade Sub-Comtea held the document
under scrutiny whilst negotiations progressed. Gbgernment was able to
secure an outcome that broadly met its objectinestiae Committee’s
concerns at an Economic and Financial Affairs Cdunmeeting on 4 October
2011, and therefore decided to override scrutimg Government wrote to the
Commons Sub-Committee informing them of this arerdason for the
override. The Sub-Committee accepted the Goverrimmexplanation and
cleared the documents on 12 October 2011.

The Regulatory Technical Standard was madédizuropean Commission
under powers conferred on it by EMIR. The provisiom indirect clearing
arrangements are relevant to this Statutory Instnim

Both EMIR and the Regulatory Technical Stan@aeddirectly applicable and
many aspects do not require transposition into &l IThe Financial Services
and Markets Act 2000 (Over the Counter Derivativesntral Counterparties
and Trade Repositories) Regulations 2013 (S.I. 8043 made a number of
amendments to UK law to implement provisions of Bitio confer
supervisory and enforcement powers on the Bankgfdad and the Financial
Conduct Authority, and facilitate the segregatiod gorting of clients’ and
indirect clients’ assets and positions on the failof a clearing member of a
recognised central counterparty. These Regulafiotiser implement EMIR
and the Regulatory Technical Standard by makingontechnical changes to
the supervisory and enforcement powers conferretth@authorities. They
also amend insolvency law to facilitate the segiiegaand porting of indirect
clients’ assets and positions on the failure dientproviding indirect

clearing services — see paragraph 7.13 of the Bapday Memorandum to the
Financial Services and Markets Act 2000 (Over tbar@@er Derivatives,
Central Counterparties and Trade Repositories) Regns 2013. An indirect
client is a client of a client of a clearing member

Provisions on recovery plans and loss allocation

4.5

These provisions amend the Financial Servicddvarkets Act 2000
(Recognition Requirements for Investment ExchamgesClearing Houses)
Regulations 2001(S.l. 2001/995)(“the RecognitionjiRements
Regulations”). They impose new requirements ongesed central
counterparties and recognised clearing houses vanechot central
counterparties. Recognised central counterpartiédevrequired to maintain
effective arrangements for the allocation of logbas threaten their solvency.
Both categories of clearing house will be requiiechaintain plans specifying
the steps they will take to maintain the continwityservices if that continuity
is threatened. Transitory provision is also mad#yapg the requirements for
recovery plans and loss allocation to recognisedrtig houses which apply
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for authorisation under EMIR in instances wherertapplications have not
been determined by certain specified dates.

Territorial Extent and Application
5.1  This instrument applies to all of the Unitech&g@om.
European Convention on Human Rights

6.1  The Financial Secretary to the Treasury, GrlegkdVIP, has made the
following statement regarding Human Rights:

In my view the provisions of the Financial Services and Markets Act
2000 (Over the Counter Derivatives, Central Counterparties and Trade
Repositories) (No. 2) Regulations 2013 are compatible with the
Convention rights.

Policy background
What is being done and why

7.1  The financial crisis of 2008 revealed problemitsin the over-the-counter
(“OTC") derivatives markets; most notably deficie@xin management of
counterparty credit risk, raising systemic risk cems, and a lack of
transparency regarding risk concentrations. AtGR8 meeting in Pittsburgh
in September 2009, leaders agreed that “...albstatized OTC derivative
contracts should be traded on exchanges or eléctirawaling platforms, where
appropriate, and cleared through central countgegsary end-2012 at the
latest. OTC derivative contracts should be repaitedade repositories. Non-
centrally cleared contracts should be subjectdgbédr capital requirements.”
Following the G20 commitment, the European Uniongéd to address these
problems through EMIR. EMIR sets out regulatory anadential
requirements and an authorisation and supervigigime for central
counterparties (“CCPs”) in the EU. EMIR also maedate central clearing
of certain standardised OTC derivatives.

7.2 EMIR officially entered into force on 16 Augu12. However many of its
substantive provisions did not take effect unt@ tbgulatory technical
standards relating to them (and developed by thheg&an Securities and
Markets Authority and European Banking Authoritylaadopted by the
Commission). The Commission published the regwatechnical standards
in the Official Journal of the EU on 23 Februaryi2pand they entered into
force on 15 March 2013.

7.3 EU Regulations take automatic effect in UK laithout transposition, and so
to a very large extent do not need any domesti¢tementation. However,
Member States are obliged to ensure that domesticsl compatible with EU
Regulations (so any inconsistencies need to beved)@nd may need to
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facilitate certain provisions with supplementaryr@stic legislation. To that
end HM Treasury and the Department for BusinessJation and Skills
made the Financial Services and Markets Act 200@(@he Counter
Derivatives, Central Counterparties and Trade Ri&ptes) Regulations 2013.

This statutory instrument made various techmingendments to the UK’s
domestic legislation to facilitate and implementtam requirements of EMIR.
However, the Treasury considered that additionghgement with industry
was essential in order to assess whether furtpesid¢ive changes were
required with regard to indirect clearing and,af Bow they could accurately
reflect best market practice. “Indirect clearingsdribes arrangements
involving a CCP, a clearing member of the CCP jentlof the clearing
member, and a client of that client (an “indirdla¢rt”). After the first
statutory instrument came into force the Treasondacted a series of
informal consultations on indirect clearing, respesmto which have been
taken into account in these current RegulationsoAdingly, these
Regulations amend insolvency law to facilitate segregation of indirect
clients’ assets and positions at clearing memhel.l§ hey also amend
insolvency law to facilitate the transfer of inditelients’ assets and positions
if the client providing the indirect clearing sexgs defaults. This transfer
could be to another client, the defaulting clientsaring member or another
clearing member. These amendments will, in padicwdffer market
participants additional certainty that porting denachieved without the risk
of challenge under UK insolvency law.

EMIR requires competent authorities to havéhalsupervisory, investigatory
and enforcement powers necessary for the exertibeio functions. These
Regulations also contain further provision for sligervision of market
participants as well as for the enforcement of EMIf sanctions for breaches
of EMIR. These changes will include:

* Providing the FCA with powers to obtain informatiivom third country
entities, who are already required to provide sa@drmation to a
competent authority under EMIR;

*  Providing the FCA with the power to specify thenfoand content of
information provided by regulated market particitsamvho are already
required to provide such information to a compegarthority under the
Regulatory Technical Standard;

* Providing the FCA the power to issue a statemegenture as an
alternative to a penalty for breaches of EMIR @admplementing
legislation; and

» Establishing a procedural framework for the exercisthe powers of the
Bank of England to remove a member of the boairettors of a
recognised central counterparty, covering notifargtthe right to make
representations and appeal.

HM Treasury have also identified that a chastgruld be made to the UK
legislation transposing Article 38(3) of Directi2804/39/EC of the European
Parliament and the Council of 21 April 2004 on nediskin financial
instruments. The change will ensure the requiresnentler Chapter 1A of
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Part 18 of FSMA 2000 (requirements to give notitel@nges in control over
a recognised investment exchange) do not applydcseas investment
exchanges. This will reduce potential burden orrsaes firms caused by a
discrepancy with the FCA rule book. It also ressathe position to that which
obtained when Directive 2004/39/EC was originalnsposed.

7.7 Given the systemic significance of clearingses, it is essential that
arrangements are in place to guard against morere&tshocks. Clearing
houses have, in most cases, begun the proces#tiogdass allocation rules
in place to allow for circumstances where losseges existing resources.
Making loss allocation rules mandatory for all rgeised central
counterparties and across all clearing house ptsdas this instrument does,
will significantly reduce the likelihood of a cleag house failing in a way that
would constitute a threat to wider financial stiyibr potentially put public
finances at risk through a resolution.

7.8 This is consistent with the internationahBiples for Financial Market
Infrastructures developed by the Committee on Payraued Settlement
Systems (CPSS) and the Technical Committee ofntieeriational
Organization of Securities Commissions (I0SCO). Baek of England‘s
Financial Policy Committee has also encouragediévelopment of loss
allocation rules. These rules would be expectaditdorce existing
arrangements (posting of initial margin and othalateral, default fund
contributions, capital) for managing financial sketo the CCPs, and,
therefore, prevent failure and to be able to ensareice continuity.

7.9 Complementing this change, and to aid recoaadyresolution planning, this
instrument makes a change to the recognition reménts so as to stipulate
that a UK recognised clearing house must haveavegyg plan in place. This
is analogous to the requirement under Financiali€ss Act 2012 for banks to
maintain recovery and resolution plans. This is alsnsistent with the CPSS-
IOSCO Principles for Financial Market Infrastru@sy which state that an
FMI should prepare appropriate plans for its recpwe orderly wind-down
(Principle 3 Key Consideration 4). It is also agtent with the objectives of
the EMIR draft technical standards submitted byEbeopean Securities and
Markets Authority (ESMA) and the European Bankinggi#ority (EBA).
Robust recovery plans enhance a company'‘s res#ligma shock by
improving its ability to deal with an adverse setonsequences if it arises.

Consolidation
7.10 These Regulations make minor amendments testamregislation. .Since
the amendments are limited in scope, consolidasiomt merited.
8. Consultation outcome

8.1  The Treasury did not consult on all aspecth®implementation of EMIR.
The enforcement powers of the competent authortiesargely similar to the
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powers in relation to the existing regime, whicé tamiliar to market
participants. As there was therefore a very limikey in which a consultation
could affect the draft legislation, it was decidkdt no consultation was
necessary on this issue.

In relation to indirect clearing, the Treasoopnducted two targeted informal
consultations. On 28 March 2013, the Treasury laaddts first informal
consultation with key stakeholders who had beenlired in the negotiation
and earlier implementation of EMIR to assess thengks covering indirect
clearing and the proposed amendments to Parthedompanies Act 1989.
The Treasury held a meeting with consultees areived several detailed
responses by the close of the consultation on I8 2p13, which were taken
into account when drafting these regulations. Tas followed with a further
round of informal consultation on 2 May 2013 ontFaof the Companies Act
1989. The Treasury held a further stakeholder mgetnd received responses
to the second round of consultation by 17 May 20t®se were taken into
account when drafting the regulations.

The Treasury informally consulted the industng its representatives on the
proposal to change the recognition requirement€oPs to make loss
allocation arrangements and recovery plans mangdakbe consultation ran
for four weeks from 23 January 2013 td"@8ebruary 2013. Respondents
broadly supported the Government’s approach. Hewekiere were a
number of concerns expressed around timing, spatfifiwhether the UK was
pre-judging international work in this area. Thev@&rnment is working
closely with international colleagues to ensure tisaviews, and those of the
industry, are represented at an international lek#gwever, the timetable for
the international work is uncertain. Once it hasatuded, it will take a
number of years to implement through legislatiod bacome effective in the
UK. Therefore, the Government has decided to moeath interim
measures. The measures the Government has progeseoinsistent with
emerging international views.

Respondents were also concerned that the@ihntransition period was not
long enough. In light of this, the Government batended the timetable for
adopting loss allocation arrangements for lossastwédrise other than as a
result of member default. CCPs will be given mimenths after the date the
regulations come into force in which to implemdrgge. For losses which
arise as a result of member default this will steeysame, and industry will be
given six months to put in place loss allocatiormagements. This reflects the
reality that most CCPs already have voluntary &kxation arrangements in
place for losses that arise as a result of memdfaudt.

Some stakeholders also suggested that expdsiagng members to
potentially unlimited liabilities risked damaginget international
competitiveness of the UK. However, the loss atmn rules which are
being implemented give the CCP, and its membessyetion over what these
arrangements are. Therefore, the Government leslighat it is possible for
CCPs to establish loss allocation arrangementsstiesfy regulatory
expectations but do not expose members to unliniaedity. These are
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already established with regard to several UK CidRise case of losses
arising as a result of member default.

Guidance

The Treasury does not propose to produce aidgigee in relation to the
EMIR related aspects of these Regulations. ESMAthedompetent
authorities in the UK have the power to issue gutgan relation to EMIR
and these Regulations and the Treasury considersré appropriate that any
such guidance is issued by them.

The Bank of England has issued guidance itioel¢o recovery plans and
loss allocation arrangements in its publicationéBank of England’s
approach to the supervision of financial marketasfructures” (section 3.4)
and currently has no plans to issue further guidanc

10. I mpact

10.1

10.2

An Impact Assessment was conducted to evallatgroposal to require
CCPs to have in place loss allocation arrangenardgecovery plans. The
Impact Assessment concluded that the benefits\xohfdhese requirements in
place would far exceed the likely costs of impletag&an. It also concluded
that it would be more beneficial to introduce tbgquirements now rather than
waiting for any similar legislation at a Europeamdf.

An Impact Assessment was not conductethéochanges relating to EMIR
as the Regulations will not impose a cost on mapketicipants. They are
mechanical and legalistic in nature, making it @afr market participants to
comply with EMIR. In terms of regulatory impactetEMIR-related changes
to the existing regulatory regime are no more ss l@nerous on market
participants than the position existing before they made, with many of the
changes clarifying the existing legal and regulatandscape.

10.3 The impact that this instrument has on clesrgind voluntary bodies is

negligible.

10.4 The impact that this instrument has on thdipskctor is negligible.

11. Regulating small business

11.1 The legislation applies to small business.

11.2 There is no provision to minimise the impé&dhe requirements on small

firms employing up to 20 people. EMIR does not jevany basis for
excluding small or micro businesses from regulatibis also undesirable to

! http://www.bankofengland.co.uk/financialstability/Documents/fmi/fmisupervision.pdf
2 https://www.gov.uk/government/consultations/financial-sector-resolution-broadening-the-regime
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exempt smaller firms from EMIR as this would hindsreffectiveness, and
run the risk of regulatory arbitrage based on fsime. Furthermore, the
changes being introduced will benefit smaller besses that participate in
indirect clearing.

Regarding proposals related to EMIR, thereneaformal consultation of
market participants, other than informal consudtatihroughout negotiations
with market participants on the European Commissiproposals for EMIR,
including a number of round table meetings, as a&lihe European
Commission’s public consultation which informed EWVHE proposals.
Therefore, the Treasury did not formally consulthagmall firms on possible
exemptions for small businesses; such an exemptoorid not be possible
due to the direct applicability of EMIR.

With regard to the proposed changes to retogmequirements to make loss
allocation and recovery plans mandatory, no smadiresses are directly
affected as none are recognised clearing housesylgase, no firm should be
exempted from the requirements as this could posk &0 financial stability

if an exempted firm were to incur sufficiently hgdosses.

Monitoring & review

12.1

The Treasury is required to review the openatind effect of the Financial
Services and Markets Act 2000 (Over the Countenasves, Central
Counterparties and Trade Repositories) Regula0d8, which these
Regulations amend, within a five year period atter Regulations come into
force and within every five years after that. Theatiew will consider the
amendments made to Part 7 of the Companies Act hp&8%se Regulations,
and will consider the further amendments made bgdlRegulations. The
transitory provision will have ceased to have dffgcthe time of any review,
Sso it is considered unnecessary to include a forewvaéw provision.

12.2 Under Article 85 of EMIR the Commission isu@gd to review and prepare a
general report on EMIR and submit that report thgetith any appropriate
proposals to the European Parliament and Coundil/b&ugust 2015.

Contact

Ola Ajadi at the Treasury, telephone: 020 7270 5&1@mail:
ola.ajadi@hmtreasury.gsi.gov.oc&n answer any queries regarding the instrument.
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