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Jonathan Faull
Director-General
D G for Financial Stability, Financial Services and Capital Markets Union
European Commission
SPA2 - Pavilion
Rue de Spa 2
1000 Brussels
Belgium
Dear M r Faull

Proposed Regulation of the European Parliament and of the Council on Reporting and
Transparency of Securities Financing Transactions
The role of the Financial Markets Law Committee (the "FMLC" or the "Committee") is to
identify issues of legal uncertainty, or misunderstanding, present and future, in the
framework of the wholesale financial markets which might give rise to material risks, and to
consider how such issues should be addressed.
The FMLC takes this opportunity to comment on the European Commission's Proposal for
a Regulation ofthe European Parliament and of die Council on reporting and transparency
of securities financing transactions (the "Proposed Regulation"). According to section 3.4
of tiie Explanatory Memorandum to the Proposed Regulation, die provisions thereof pursue
two policy objectives. First, they are designed to increase transparency in securities
financing transactions ("SFTs"). Secondly, tiiey reflect European efforts to give effect to
international initiatives in the form of the recommendations of the Financial Stability Board
("FSB") presented in its policy framework published in August 2013, regarding the
regulation and protection of client assets (the "FSB Paper"), most notably regarding
transactions including rehypothecation and the risks included therein.
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The Proposed Regulation introduces a transparency regime in the context of SFTs by
requiring their reporting to trade repositories and disclosure to fund investors. Specifically,
under Article 15 counterparties' entitiement to the rehypothecation of assets is restricted to
cases in which die providing counterparty has been informed in writing of the risks
associated with rehypothecation, permission has been given, and the financial instruments
are transferred as collateral to an account in the name of the receiving counterparty.
According to section 3.4.4 of the Explanatory Memorandum, the article is "in line with" die
FSB's recommendations regarding the use of client assets.
The FMLC is concerned that die Proposed Regulation fails adequately to reflect the
difference between a tide transfer financial collateral arrangement ("TTFCA") and a
security financial collateral arrangement ("SFCA"), notwithstanding that fact that the need
to accommodate differences between them has been recognised in recent observations of the
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COM(2014) 40 final; 2014/0017 (COD). The F M L C is aware o f t h e publication o f presidency compromise
texts which may ameliorate some of the issues o f legal uncertainty identified i n this letter. Given, however,
that these are subject to change, the F M L C comments in this letter only on the proposed Regulation as
published on 29 January 2014.
FSB; "Strengthening Oversight and Regulation o f Shadow Banking: A n Overview of Policy
Recommendations" and "Strengthening Oversight and Regulation o f Shadow Banking: Policy Framework for
Addressing Shadow Banking Risks in Securities Lending and Repos".
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European Central Bank ("ECB"). The FMLC is of the view that this will lead to
uncertainty, to the detriment of the wholesale financial markets.
Article 15(1) of the Proposed Regulation states that:
"Countetparties shall have the right to rehypothecation where at least all the following
conditions are fulfilled".
"Rehypothecation" is defined as
"the use by a receiving counterparty of financial instruments received as collateral in its
own name andfor its own account orfor the account of another countetparty" .
4

The conditions diat have to be fulfilled include a requirement for the providing counterparty
to be
"informed in writing... ofthe... potential risks" and a requirement that such counterparty
has "granted its prior express consent.
A TTFCA involves the transfer to the receiving counterparty of die ownership of the assets
in question. It is therefore incongruous—and arguably self-contradictory—to say that die
receiving counterparty has the right to use the assets transferred to him only i f certain
conditions are satisfied: the right to use them is a necessary incident of the ownership of the
assets.
A provision to the effect diat the providing counterparty must be informed of the risks diat
may be involved in granting its consent to die use of the assets by the receiving counterparty
is equally confusing. Where assets are transferred under a TTFCA it is the transfer of the
assets in the first place, not the use of the assets by the receiving counterparty, that creates
the risks with which Article 15 is concerned (i.e. the potential exposure to the insolvency of
the receiving counterparty). There are no additional risks involved in the use of the assets
by the receiving counterparty.
In contrast, under a SFCA the providing counterparty retains an equitable interest in the
collateral. I t is not, therefore, exposed, to the insolvency of the receiving counterparty
unless die latter is given, and exercises, a right of rehypothecation. In such circumstances,
in place of its equitable interest in the collateral, the providing counterparty merely has a
contractual claim against die receiving counterparty to the return of equivalent assets. It is
therefore logical that, before conferring such a right on the receiving counterparty, the
providing counterparty should be warned of the risks involved,
The FMLC also notes that the FSB Paper contained certain recommendations relating to
the use of "client assets". Recommendation 7 stated that:
Opinion o f die European Central Bank o f 24 June 2014 on a proposal for a Regulation o f tiie European
Parliament and o f the Council on reporting and transparency o f securities financing transactions
(CON/2014/49).
The presidency compromise text of 24 October 2014 has substituted "reuse" for "rehypothecation", where
"reuse" means
"the use by a receiving counterparty of financial instruments received under a collateral arrangement in its
own name and for its own account or for the account of another person, including any natural person, by
way of transfer of title or by way of exercise of a right of use in accordance with Ankle 5 of Directive
2002/47/EC1"
The F M L C takes the view that concept of'" transfer of title" does not sit easily w i t h i n , or as an example of, the
concept o f "use" and may cause confusion. The F M L C would suggest that, i f it is the intent that title transfer
arrangements are included i n the scope of the proposed Regulation, a separate provision is included to do so.
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"Financial instruments should provide sufficient disclosure to clients in relation to rehypothecation of [client assets] so that clients can understand their exposures in the event of a
failure ofthe intennediary".
Where assets are held by a receiving counterparty under a SFCA, it is correct to regard the
assets as "client assets" because the providing counterparty retains an equitable interest in
them. Assets that have been transferred under a TTFCA, on the other hand, are not client
assets as they are owned by the receiving counterparty and the providing counterparty has
no interest in diem.
A further issue of legal uncertainty to which the FMLC wishes to draw attention arises in
relation to Chapter V I I I of the Proposed Regulation, which contemplates die imposition of
various administrative sanctions and other measures to enforce the new regulatory
requirements, including the restrictions on rehypothecation in Article 15. Article 20(4) lists
nine types of administrative sanction which must be conferred on competent authorities by
Member States. It also contains a permissive provision that Member States
"may provide that competent authorities may have powers in addition to those referred to
in this paragraph".
Article 20(5) stipulates that a breach of die rules in Article 4
"shall not affect the validity ofthe terms of a SFT or the possibility ofthe parties to enforce
the terms of a SFT'.
However, it is entirely silent as to the consequences of a breach of Article 15. This omission
inevitably raises the question whether a breach of Article 15 could invalidate a SFT, or any
contract pursuant to which collateral is rehypothecated. The possibility of this could cause
significant and widespread legal uncertainty and would militate against the issue of clean
legal opinions on the enforceability of collateral arrangements.
The Committee recommends, therefore, that Article 15 is amended to make it clear that
TTFCAs fall outside its scope. I f no such amendment is feasible, the FMLC strongly
recommends that Article 15 and/or Article 20 is amended providing that no breach of
Article 15 shall affect the enforceability of a SFT or any contract involving the
rehypothecation of any collateral.
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I and Members of die Committee would be delighted to meet you to discuss the issues
raised in this letter. Please do not hesitate to contact me to arrange such a meeting or
should you require further information or assistance.
Yours sincerely,

Joanna Perkins
F M L C Chief Executive

The F M L C welcomes a revision to Article 15 in the presidency compromise text of 24 October 2014, inserting a
new paragraph (4), which provides:
This Anicle shall not affect national law concerning the validity or effect ofa transaction.
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