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Initial appraisal of a European Commission Impact Assessment

European Commission proposal on benchmarks

Impact Assessment (SWD (2013) 336, SWD (2013) 337 (summary))
for a Commission proposal for a regulation of the European Parliament

and of the Council on indices used as benchmarks in financial instruments
and financial contracts (COM (2013) 641).

 Background

This note seeks to provide an initial analysis of the European Commission's Impact Assessment
(IA) accompanying the above proposal, which was submitted in September 2013.

 Identification of the issue at stake

The IA clearly identifies the problem in need of possible EU action, which was sparked by cases
of manipulation of interest-rate benchmarks, such as LIBOR and EURIBOR (respectively the
London and Euro Interbank Offered Rate). It identifies two problem areas, the central one being
the risk of benchmark manipulation itself. This is driven by conflicts of interest and the
existence of discretion, which is not subject to adequate governance and controls. Conflicts of
interest exist mainly when contributors and administrators of the benchmark are also its users
and can therefore benefit from changes in its value. Contributors have discretion when
submitting the data, and calculators when processing it. Internal controls are currently
ineffective and there is a lack of external oversight on what is, in most jurisdictions, an
unregulated activity. A second problem is the use of benchmarks which are not robust, reliable
or fit for purpose. This is driven mainly by poor transparency and the use of unsuitable
benchmarks.

The potential impact of market manipulation on investors and consumers is very considerable.
For reference, a manipulation of just one basis point (0.01 percentage point) of the LIBOR fix
with derivative contracts worth 10 trillion euro referenced to it, even during a short period of
time, could have an impact of 250 million euro (IA, p. 81).

 Objectives of the legislative proposal

The stated objectives of the legislative proposal correspond to the identified problems and
causes. The general objectives are to enhance market integrity, and relatedly restore confidence
in financial markets and protect consumers and investors, who were affected by benchmark
manipulation and could potentially be affected in the future.

The measurable objectives provided, for example to 'reduce the number of benchmarks
vulnerable to manipulation' (IA, p. 23) would be a good starting-point for the ex post evaluation
of this proposal, currently foreseen three years after the entry into force of the legislative
measure.

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=SWD:2013:0336:FIN:EN:PDF
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=SWD:2013:0337:FIN:EN:PDF
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2013:0641:FIN:EN:PDF
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 Range of the options considered

The IA identifies the main options for addressing the problems, with a well-structured two-step
approach. Firstly, it defines the scope of the initiative by benchmark characteristics and by
actors. It summarises the conclusions with easy-to-understand graphics (IA, pp. 19 and 22). It
acknowledges the different opinions of stakeholders about which benchmarks should be in the
scope of the initiative. It proposes a strengthened approach for critical benchmarks, for which it
suggests a definition. Secondly, the IA provides the main solutions to solve the problems
identified, divided by problem driver. In doing so, it remains at a fairly high, but nonetheless
meaningful, level of generalisation. For example, the options considered to limit incentives for
manipulation, beyond taking no action, would be either to require that administrators and
contributors manage and disclose conflicts of interest, or that they be structurally independent
and separated. So, although the main feasible options seem to be captured, it is of course
possible to provide alternatives to the more detailed provisions of the proposal, for example in
this case about the level and the actual content of disclosures. A similar reasoning applies to
other options.

 Scope of the Impact Assessment

The IA assesses all options for their impact mainly and coherently on their economic aspects,
which would be the most direct ones. Every option is assessed for their impact firstly on
administrators and contributors and secondly on users and other bodies. This structured
approach helps the reader.

Indirect impacts, such as social ones, are accorded a shorter explanation, which however seems
to touch upon the most important issues. In particular, there is a good analysis of the impact of
the retained options on fundamental rights (IA, p. 52 and Annex XI). For example, the
Commission proposes that public authorities access premises and data traffic records to
supervise the compliance of benchmark administrators. This may place limits on the
fundamental rights to private and family life and to the protection of personal data. Therefore,
in keeping with Article 52 of the Charter of Fundamental Rights, the IA assesses whether these
limitations may be justified by a public interest objective, whether they are necessary, and
whether they are proportionate. Besides fundamental rights, the impact on pension funds and
pensioners, mortgage holders and investors are also briefly analysed. As far as environmental
issues are concerned, the IA lists examples of attempted manipulation of benchmarks in the
commodity market (IA, p. 71). It recalls the international approach agreed for oil commodity
benchmarks by the International Organization of Securities Commissions (IOSCO) (IA, p. 21). It
states that the options retained for oil and other commodity benchmarks 'would not have a
straightforward effect on the levels on these prices. They would ensure prices better reflect
economic reality, but this does not entail a general bias to pushing prices up or down' (IA, p.
54).

The IA provides a cost-benefit analysis, analysing among others the compliance costs and
administrative burden of the options preferred by the Commission. These costs would be borne
by administrators of and contributors to benchmarks in the scope of the initiative, many of
which are financial institutions. This quantification is based, inter alia, on the extrapolation of
estimates for the LIBOR regulation provided in a consultation paper by the UK Financial
Services Authority. The analysis transparently lists the assumptions made and acknowledges
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the uncertainties, for example that the real costs would vary depending on the systems already
in place in each business, as well as the nature and number of benchmarks provided. The
quality of some of the data used has been criticized (see below 'Quality of data, research and
analysis'). However, the individual costs per affected business are independent from the
criticized data and are provided here for ease of reference.

Table 1 - Estimated costs of the options selected by the Commission
Per administrator Per contributor

Compliance costs One-off €98,000 €26,000
Recurring (yearly) €34,000 €7,000

Administrative costs One-off €20,000 €2,000
Recurring (yearly) €4,000 €1,000

Source: IA, Annex XI

 Subsidiarity / proportionality

The IA checks the regulatory option in light of the principle of subsidiarity, providing several
reasons why the proposed action cannot be sufficiently achieved by the Member States and is
better achieved at Union level. The Commission states, for example, that action at national level
may lead to a patchwork of divergent rules and that Member States do not have sufficient
incentives to coordinate to implement internationally-agreed reforms. This would facilitate
regulatory arbitrage, as benchmark production could be moved to more lenient Member States.
On the contrary, the EU would be better placed to create a common framework across different
Member States in an international industry (IA, p. 18).

At the time of publishing this appraisal, the UK House of Commons had issued a reasoned
opinion, considering that this proposal does not comply with the principle of subsidiarity1.

The proportionality of the measures is analysed throughout the document. For example, a less
burdensome regime is considered for small index administrators (IA, p. 40).

 Budgetary or public finance implications

The IA and the Explanatory Memorandum estimate that this legislative initiative would cost the
EU budget less than 0.5 million euro per year, and approximately 0.5 million euro one-off.
Annual recurring costs would cover one member of staff at the European Commission in DG
MARKT and two members of staff at the European Securities and Markets Authority (ESMA).
As one-off costs, there would be some initial IT costs and the cost to produce a report on the
application of this regulation, both at ESMA.

The IA estimates the costs of supervision for national competent authorities. It acknowledges
that this is the area where estimates might vary the most according to jurisdictions, based on the
number and types of entities to be supervised. Total estimated recurring costs of supervision
vary between 0.14 million and 0.8 million per Member State (IA, p. 48).

1http://www.connect.ep.parl.union.eu/parnaweb/webdav/site/parnaweb/shared/icones_langues/2013
-COM-641/RO%20-%20Benchmarks.pdf

http://www.connect.ep.parl.union.eu/parnaweb/webdav/site/parnaweb/shared/icones_langues/2013-COM-641/RO - Benchmarks.pdf
http://www.connect.ep.parl.union.eu/parnaweb/webdav/site/parnaweb/shared/icones_langues/2013-COM-641/RO - Benchmarks.pdf
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 SME test / Competitiveness

The Commission states that this initiative would benefit businesses, including SMEs. Businesses
use financial instruments referenced to benchmarks to hedge their risks and finance their
spending and investments. This initiative would ensure that such benchmarks more accurately
reflect economic reality (IA, p. 54).

Furthermore, according to the Commission, it is unlikely that a significant number of
administrators would discontinue their benchmark provision, because of the proportionality of
the measures and their limited burden (IA, p. 54).

 Simplification and other regulatory implications

The IA analyses the consistency of this initiative with relevant pieces of EU legislation (IA, p. 23
and Annex XII, p. 106).

 Relations with Member States and third countries

Relations with reforms of Member States and with third countries are a crucial element for a
global industry such as this one. Analysis of these issues was singled out an area for
improvement by the Commission Impact Assessment Board. The IA provides an overview of
reform initiatives in the field, including the Danish and UK ones at national level and the global
ones, such as the international principles issued in July 2013 by IOSCO (International
Organization of Securities Commissions).

The IA states that the proposed reforms either coincide with the UK and Danish reforms or are
at least compatible with them (IA, p. 45). Moreover, the Commission states that they are
consistent with the international principles issued by IOSCO. The latter are analysed as one of
the options, but discarded mainly because they are non-binding and could not be enforced. The
UK House of Commons, on the other hand, claims that 'the rules proposed do not seem to be
fully in line with internationally agreed IOSCO principles'.

Finally, the IA analyses the parallel work streams of the European Supervisory Authorities on
this topic. Under the preferred options, ESMA would be involved in the coordination of
supervision and would be granted other tasks (IA, p. 93). It would also develop draft regulatory
technical standards establishing the minimum content of cooperation arrangements with the
competent authorities of third countries. This would be an area where one could expect ESMA
to perform a cost-benefit analysis.

 Quality of data, research and analysis

The assessment seems generally to be based on sound research and analysis. It uses a wide
range of sources, including the latest economic literature on the subject, publications and data
from both public authorities and the financial industry. It acknowledges the limitations and
uncertainties in the data used.

The reasoned opinion of the UK House of Commons questioned the robustness of some of the
data, in particular the statement that 'the approximate number of benchmark administrators
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under scope in Europe is 500 and the approximate number of contributors to benchmarks under
scope is also 500'. It defined these figures as 'exceptionally low', contrasting them with the
enormous size of the market impacted, which the Commission also acknowledges and
quantifies. Unfortunately, the UK reasoned opinion did not provide an alternative estimate of
the entities under the scope of the proposal at national level.

In the cost-benefit analysis of the Commission, only the overall estimated costs are sensitive to
the above assumptions on the number of administrators and contributors. Therefore, the
criticism does not touch upon the costs per individual entity reported in the table 1 above.

The IA provides a more detailed breakdown of the estimated entities concerned (IA, p. 99, 101).
This would be a good starting point for a more in-depth analysis of this issue.

 Stakeholder consultation

One of the strengths of this IA is the way it presents stakeholders' views. Over 80 contributors
replied to the Commission consultation, which ran from 15 September to 29 November 2012.
These included mainly financial industry players and public authorities, at a global, European
and national level, but also some consumer organisations, such as BEUC, Finance Watch and
the Financial Services Users Group. National consumers' associations are also quoted in the IA.

The IA makes punctual references to the consultation of stakeholders. It gives a flavour of who
supported and who contested the various options, in some cases providing the relevant
approximate shares. It quotes verbatim meaningful excerpts from individual contributions,
including dissenting ones. This may be considered a good practice that incentivises
stakeholders to participate and devote resources to consultation.

Another positive and original feature of this IA is that it quotes contributions from individual
citizens. However, the weight given to such contributions in the annexes (Annexes XIV and XV)
may be considered excessive, as it almost equals the findings evidencing benchmark
manipulation (Annex IV).

A consultation by the European Parliament on this topic drew 165 responses. Closing on 17
September 2012, this consultation preceded the Commission's exercise by a few weeks.

 Commission Impact Assessment Board

In March 2013, the Impact Assessment Board of the Commission reviewed the IA and issued
the following positive Opinion: http://ec.europa.eu/smart-
regulation/impact/ia_carried_out/docs/ia_2013/sec_2013_0479_en.pdf

 Coherence between the Commission's legislative proposal and IA

The legislative proposal seems to follow the recommendations expressed in the IA. As the
proposal is fairly detailed and an IA needs to provide an overview understandable to non-
experts, individual provisions are not analysed in depth. This level of analysis appears
proportionate.

http://ec.europa.eu/smart-regulation/impact/ia_carried_out/docs/ia_2013/sec_2013_0479_en.pdf
http://ec.europa.eu/smart-regulation/impact/ia_carried_out/docs/ia_2013/sec_2013_0479_en.pdf
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 Conclusion

The main conclusion is that, on first evidence, this IA is a useful tool for political decision-
makers, with its arguments presented in a clear, transparent and generally non-biased way.
This appraisal analyses also some room for improvement on certain specific issues, where more
work may be usefully undertaken.
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