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Amendments to definition of OTC derivatives under EMIR

Planned changes to EMIR should help end the anomaly under which all non-EU exchange-
traded derivatives (ETD) are treated as “OTC derivatives” for the purposes of EMIR.

The recently agreed Regulation on Securities Financing Transactions (SFTR) will amend the definition of “OTC derivatives” in Article 2(7) EMIR and will
introduce a new procedure for recognising non-EU markets as equivalent for these purposes (new Article 2a EMIR).

The current definition of OTC derivatives in EMIR causes difficulty to market participants trading in non-EU ETD.

B Article 2(7) of EMIR currently provides that derivatives are treated as “OTC derivatives” for the purposes of EMIR except where they are executed on an EU
regulated market or a non-EU market considered equivalent to a regulated market in accordance with Article 19(6) MiFID1.

B Article 19(6) MiFID1 provides (for the purposes of the appropriateness requirement) that non-EU markets are considered equivalent to a regulated market if they
comply with equivalent requirements to those established under Title 11l MiFID1 and provides for the Commission to publish a list of equivalent markets.

B ESMA has stated in its Q&A that a market cannot be considered equivalent for the purposes of EMIR unless it is included on a list published by the Commission, but
the Commission has not yet listed any non-EU markets and, as a result, market participants are required to treat all non-EU ETD as “OTC derivatives”.

B For example, corporates and other EU and non-EU "non-financial counterparties" have to include positions in non-EU ETDs when determining whether their total
groupwide outstanding "non-hedging" OTC derivative transactions are over the clearing threshold (Article 10 EMIR).

The new procedure introduced by SFTR should give the Commission a flexible tool for recognising non-EU futures and derivatives exchanges under EMIR.
B The Commission will be able to adopt implementing acts designating non-EU markets as equivalent for these purposes if:

- The market complies with legally binding requirements which are equivalent to the requirements laid down in Title 11l of MiFID1 (or after its repeal and replacement
in 2017, the successor provisions in MiFID2/MIFIR); and

- The market is subject to effective supervision and enforcement in that third country on an ongoing basis.

B The Commission will be able to designate markets individually (it will not have to determine that the entire non-EU regime regulating markets is equivalent), there is
no provision in the amended regime requiring reciprocal treatment for EU markets and markets do not need to apply for recognition.

The new procedure is likely to be available early in 2016 and, if the Commission acts quickly, the first designations could be made before the implementation
of the first clearing mandate under EMIR (expected in April 2016).

B Next steps: review of the SFTR text by lawyer-linguists, approval by the European Parliament in plenary (set for 27 October 2015), endorsement by the Council,
translation into official EU languages, signature by the Parliament and Council and publication in the Official Journal (entry into force will be 20 days after publication).

B Buteven if the SFTR enters into force in early 2016, the Commission has to act by the “examination procedure” in conjunction with the European Securities
Committee to adopt acts designating non-EU markets, meaning that there could be some delay in adopting the first designations.

B Designating relevant markets before the EMIR clearing mandate takes effect would address any residual concern that ETD traded on those markets might be treated
as OTC derivatives falling within the scope of the mandate if they meet the characteristics stated in the RTS for the clearing mandate under EMIR.
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MIFID2/MIFIR provide separate procedures for recognition
of non-EU markets

There are two main processes for recognising non-EU markets as equivalent to EU markets
under MiFID2/MIFIR.

For some purposes, MIFID2/MiFIR cross-refer to the process in the Prospectus Directive for determining when non-EU markets are equivalent.

B This is relevant for determining when:
EU investment firms may satisfy the mandatory on venue trading requirement for shares by concluding transactions on a regulated market authorised in a non-EU
state.
It is also relevant for determining when appropriateness requirements are waived for EU investment firms conducting execution only transactions in certain shares
and bonds admitted to trading on a regulated market authorised in that third country.

B However, this process has not yet been used and requires a competent authority in a member state to act to initiate the equivalence determination.

MiFIR provides a separate process to determine when market participants can comply with the trading mandate for OTC derivatives by executing the

transaction on a non-EU market.

B The same process is also used to determine when non-EU ETD are “exchange traded derivatives” subject to the rules on indirect clearing under MiFIR and when
non-EU trading venues can request access to an EU central counterparty (CCP).

In addition, there is a separate procedure for determining when non-EU markets and CCPs can make use of the rights of access to EU CCPs, trading venues
and benchmarks.

The Commission has not published details of the likely timing for consideration of equivalence assessments under MiFID2/MiFIR.

The following tables identify the processes for determining when non-EU markets and CCPs
are equivalent to EU markets and CCPs under EMIR and MiFID2/MIFIR.

The tables also summarise the benefits and consequences of, and the process and criteria for, an equivalence determination.

EMIR and MiFID2/MiIFIR: Update on recognition procedures for non-EU markets and CCPs Clifford Chance



EMIR

Equivalence assessment Benefits/consequences Process and criteria Comments

Amended Article 2(7) and
new Article 2a EMIR will
provide a new procedure
for recognition of third
country markets as
equivalent to recognised
markets (as amended by
SFTR - not yet in force).

Article 25 EMIR provides a
procedure for recognising
third country CCPs as
equivalent (in force)

EMIR and MiFID2/MiFIR: Update on recognition procedures for non-EU markets and CCPs

Where a third country market is treated as
equivalent to a regulated market, derivatives
executed on that market are not "OTC
derivatives" for the purposes of EMIR (e.g.
for the purposes of determining whether the
clearing obligation applies under Article 4
EMIR or computing the clearing threshold
under Article 10 EMIR).

Where a CCP is recognised as equivalent:
® the CCP is permitted to provide clearing

services to EU clearing members and
trading venues (Article 25(1) EMIR and
Article 38(1) MiFIR);

counterparties subject to the clearing
obligation in respect of OTC derivatives,
can clear those OTC derivatives on that
CCP (Article 4 EMIR);

ESMA will be obliged to consider
whether to impose the clearing obligation
on OTC derivatives cleared by the CCP
(Article 5 EMIR);

The Commission adopts an implementing
act determining that:
®  athird-country market complies with

legally binding requirements which are
equivalent to the requirements laid down
in Title 11l of Directive 2004/39/EC
[MIFID] and

it is subject to effective supervision and
enforcement in that third country on an
ongoing basis.

The Commission acts in accordance with
the examination procedure referred to in
Article 86(2) EMIR.

CCP must apply to ESMA for recognition
and the following conditions satisfied.
European Commission must have adopted
an implementing act determining that:

® The legal and supervisory arrangements

of the non-EU state “ensure that CCPs
authorised in that ... country comply with
legally binding arrangements which are
equivalent to the requirements laid down
in Title IV [EMIR]’;

® Those CCPs are subject to “effective

supervision and enforcement” in the non-
EU state on ongoing basis;

No reciprocity requirement.

Assessment is of individual markets not
regulatory regimes as a whole.

Amended procedure is being introduced by
SFTR (expected to be in force end 2015). It
is understood that the Commission does not
propose to make any determinations with
respect to derivatives exchanges under the
provisions previously referred to in Article
2(7) EMIR.

There will still be a mismatch between the
definition of exchange traded derivatives
under MiFIR and the definition of OTC
derivatives under EMIR in relation to
derivatives executed on non-EU markets
(see below).

Reciprocity requirement applies.

Transitional arrangements exist under EMIR
and CRR for existing CCPs that applied for
recognition before 15 September 2013
(Article 89(3) and (4) EMIR and Article 497
CRR). The CRR transitional period has
been extended to 15 December 2015.
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EMIR (continued)

Equivalence assessment Benefits/consequences Process and criteria Comments

Article 25 EMIR provides a ® the CCP will be treated as a QCCP for ® The legal framework in the non-EU state ~ CCPs from Australia, Hong Kong, Japan

procedure for recognising the purposes of Capital Requirements provides for “an effective equivalent and Singapore have been recognised under
third country CCPs as Regulation (CRR) so that e.g. EU banks system” for the recognition of CCPs Article 25 EMIR. There are pending
equivalent (in force) — and investment firms can benefit from a authorised under other countries’ legal applications from CCPs in over a dozen
continued preferential 2% risk weighting for regimes countries.
exposures to the non-EU CCP (Articles
300-311 CRR). CCP must be authorised in the relevant non- The co-operation arrangements with ESMA
EU state and is subject to effective must provide for:
supervision and enforcement ensuring full ®  Prompt exchange of information between
compliance with the local prudential them, including access to all information
framework requested by ESMA on CCPs authorised

in non-EU states
Cooperation arrangements must have been  ® Prompt notification to ESMA where the
established between ESMA and the relevant non-EU authority deems a CCP
non-EU competent authorities . supervised by it to be in breach of local
requirements
CCP must be established or authorisedina ™ Prompt notification to ESMA where a

non-EU state recognised as having systems CCP supervised by it has been granted
for anti-money laundering and combating the right to provide clearing services to
terrorist finance equivalent to EU standards clearing members/clients established in
in accordance with criteria set out in the the EU

existing common EU understanding on third ™ Coordination of supervisory activities,
country equivalence under EU anti-money including where appropriate onsite
laundering directive. inspection
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MIFID2/MIFIR

Equivalence assessment Benefits/consequences Process and criteria Comments

Article 4(1) Prospectus Where the Commission has assessed a On the request of the competent authority of ~ No reciprocity requirement applies.
Directive (PD) provides for  third country regime to be equivalent: a Member State, the Commission shall
recognition of third country ™ EU investment firms may satisfy adopt equivalence decisions stating whether No determinations have yet been made
markets as equivalent to mandatory on venue trading requirement  the legal and supervisory framework of a under Article 4(1) PD. Request has to be
regulated markets (since 31 for shares by concluding transactions on  third country ensures that a regulated made by a national competent authority.
December 2010). a regulated market authorised in that market authorised in that third country
third country (from 3 January 2017 - complies with legally binding requirements A non-EU legal and supervisory framework
Article 23(1) MiFIR). which are, for the purpose of the application  may be considered equivalent where it fulfils
®  Appropriateness requirements are of the exemption under Article 4(1)(e) PD, at least the following conditions:
waived for EU investment firms equivalent to the requirements resulting ® the markets are subject to authorisation
conducting execution only transactions in  from: and to effective supervision and
certain shares and bonds admitted to ®  the Market Abuse Directive (2003/6/EC); enforcement on an ongoing basis;
trading on a regulated market authorised ™ Title Il of MiFID1 (2004/39/EC); ® the markets have clear and transparent
in that third country (from 3 January 2017 ™ the Transparency Obligations Directive rules regarding admission of securities to
- Article 25(4)(a)(i) and (ii) MiFID2). (2004/109/EC); trading so that such securities are
B Securities may be offered to existingand ™ and which are subject to effective capable of being traded in a fair, orderly
former directors and employees in the supervision and enforcement in that third and efficient manner, and are freely
EU of a non-EU issuer and its affiliates country. negotiable;
without a prospectus where the issuer's B security issuers are subject to periodic
securities whose securities are admitted  The competent authority shall indicate why it and ongoing information requirements
to trading on a regulated market considers that the legal and supervisory ensuring a high level of investor
authorised in that third country and framework of the third country concerned is protection; and
certain other conditions are satisfied to be considered equivalent and shall ® market transparency and integrity are
(from transposition of amendments to provide relevant information to this end. ensured by the prevention of market
Article 4(1)(e) PD into national law, abuse in the form of insider dealing and
required by 1 July 2012). The Commission adopts its decision in market manipulation.
accordance with the regulatory procedure
specified in Articles 5 and 7 of Council The repeal and replacement of the Market
Decision 1999/468/EC (Article 25(2) PD). Abuse Directive, MiFID1 and recent

amendments to the Transparency
Obligations Directive will affect the
applicable criteria.

The Commission may adopt delegated acts
further defining the criteria under Article 4(1)
PD (but has not done so0).
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MIFID2/MIFIR (continued)

Equivalence assessment Benefits/consequences Process and criteria Comments

Article 28(4) MiFIR provides Where the Commission has determined a The Commission may adopt decisions Reciprocity requirement applies in relation to
for the recognition of the third country regime to be equivalent with determining that the legal and supervisory the trading mandate.
equivalence of third respect to a category of trading venue: framework of a third country ensures that a
country regimes with ®  Counterparties may satisfy the trading venue authorised in that third country  There will still be a mismatch between the
respect to trading venues mandatory on venue trading requirement  complies with legally binding requirements definition of exchange traded derivatives
authorised in those for OTC derivatives by execution on a which are equivalent to the requirements for  under MiFIR and the definition of OTC
countries (in force, but trading venue of that category EU regulated markets, MTFs or OTFs, derivatives under EMIR in relation to
recognition does not take established in that third country, but only  resulting from MiFID2/MIFIR and the Market derivatives executed on non-EU markets.
effect until 3 January 2017). if the third country provides effective Abuse Regulation (596/2014) and which are
reciprocal access for EU venues (from 3 subject to effective supervision and
January 2017 — Article 28(1)(d) MiFIR). enforcement in that third country.
® if the determination covers markets in the
third country regarded as a equivalent to
regulated markets, derivatives traded on
a such a market in that third country are

The legal and supervisory framework of a

third country is considered to have

equivalent effect where that framework fulfils

all the following conditions:

® trading venues in that third country are
subject to authorisation and to effective

Decisions shall be for the sole purpose of
determining eligibility as a trading venue for
derivatives subject to the trading obligation.

"exchange traded derivatives" (Article
2(1)(32) MiFIR) and are subject to the
restrictions on the use of indirect clearing
arrangements provided for in Article 30
MIFIR (from 3 January 2017).

Trading venues of that category
established in the third country may
request access to an EU CCP (from 3
January 2017 - Article 38(1) MiFIR).

A decision may be limited to a category or
categories of trading venues.

The Commission acts in accordance with
the examination procedure referred to in
Article 51(2) MiFIR.

EMIR and MiFID2/MiFIR: Update on recognition procedures for non-EU markets and CCPs

supervision and enforcement on an
ongoing basis;

trading venues have clear and
transparent rules regarding admission of
financial instruments to trading so that
such financial instruments are capable of
being traded in a fair, orderly and
efficient manner, and are freely
negotiable;

issuers of financial instruments are
subject to periodic and ongoing
information requirements ensuring a high
level of investor protection;

it ensures market transparency and
integrity via rules addressing market
abuse in the form of insider dealing and
market manipulation.
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MIFID2/MIFIR (continued)

Equivalence assessment Benefits/consequences Process and criteria Comments

Article 38(3) MiFIR provides Trading venues and CCPs established in The Commission must have adopted a Reciprocity requirement applies.
for the recognition of the third countries are only permitted to: decision that the legal and supervisory

equivalence of third ® make use of the rights of access to EU system in the third country provides effective

country regimes regulating CCPs and trading venues provided for in  equivalent reciprocal access to local CCPs,

trading venues and CCPs Articles 35 and 36 MiFIR if they are trading venues and benchmarks to EU

(in force, but recognition established in a third country determined  trading venues and CCPs (in the case of

does not take effect until 3 to be equivalent (from 3 January 2017 - benchmarks on a fair, reasonable and non-

January 2017). Article 38(1) MiFIR); discriminatory basis).

® request a licence and the access rights
to EU benchmarks provided for in Article  The Commission acts in accordance with
37 MIFIR if they are established in a third the examination procedure referred to in
country determined to be equivalent Article 51(2) MiFIR.
(from 3 January 2017 - Article 38(2)
MiFIR).
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CCP: central counterparty

Commission: the European Commission

Council: the Council of the European Union

EMIR: the EU regulation on OTC derivatives, central counterparties and trade repositories
ETD: exchange traded derivatives

ESMA: the European Securities and Markets Authority

EU: European Union

MiFID1: the EU Markets in Financial Instruments Directive

MiFID2/MiFIR: the EU directive and regulation repealing and replacing MiFID1
MTF: multilateral trading facility as defined in MiFID2/MiFIR

0J: Official Journal

OTF: organised trading facility as defined in MiFID2/MiFIR

PD: Prospectus Directive

Parliament: the European Parliament

RTS: regulatory technical standards proposed by an ESA and adopted by the Commission under powers
conferred by an EU regulation or directive

SFTR: the recently agreed Regulation on Securities Financing Transactions

Third country: a state that is not an EU member state
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