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Looking at ESMA’s EMIR recommendations and review response 
and also CEER and EFET 

Aviv Handler - 25th August 2015 

The European Commission’s “EMIR Review”, closed on 13th August 20151. ESMA, whose 

input is required by EMIR Article 85(1) have published their own recommendations and 

specific response to the Commission review in four parts2: 

1. Review on the use of OTC derivatives by NFCs 

2. Review on the efficiency of margining requirements to limit procyclicality 

3. Review on the segregation and portability requirements 

4. ESMA input as part of the Commission consultation on the EMIR Review. 

This brief paper, examines ESMA’s proposal from the perspective of the Energy and 

Commodities markets, mainly looking at documents 1 and 4. It also then looks at the 

responses to the Review (not ESMA’s response) from CEER and EFET.  

Some selected background 

These proposals come at an interesting time for the energy and commodity trading 
industries. The original EMIR rules were the first “big compliance” requirements that the 
sector had to deal with. While projects such as trade reporting had already been experienced 
by the financial sector, this type of compliance is relatively new in energy and commodities. 

At the same time, the EMIR experience so far has been one that has left many feeling that 
the rules did not properly encompass the specifics of the sector. For example, reporting 
energy and commodity trades is not always possible under EMIR. The beginning of the year 
saw the close of another consultation around the fields to be reported under EMIR3. This 
addresses some of these issues and we can expect the results of that consultation to be 
adopted into any Regulatory Technical Standard (RTS) revision that takes place. 

7th October 2015 also sees the first deadline in REMIT reporting, which affects the gas and 
power part of the sector and is administered by European energy regulators (as opposed to 
financial). These rules add to the burden of regulation to the sector. But they also add weight 
to an argument that the sector is already being regulated, and does not require further 
regulation from the financial side. 

                                                

1
See http://ec.europa.eu/finance/consultations/2015/emir-revision/index_en.htm 

2 See http://www.esma.europa.eu/news/ESMA-recommends-changes-EMIR-framework?t=326&o=home 
3 See http://www.esma.europa.eu/system/files/esma-2014-

1352_consultation_paper_on_the_review_of_emir_reporting_standards_under_article_9_0.pdf 
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However, MiFID II/MiFIR may well be the ruleset that has the largest impact on the sector. 
The final RTS due in September, will outline whether those who trade energy and commodity 
derivatives will lose their “MiFID exemption” and be required not only to comply with most of 
MiFID, but see their status change to one of a “Financial Counterparty” (FC). Such 
exemption loss has been sharply resisted by the industry. It remains to be seen whether the 
resistance is successful. 

The overall theme, of both the rule changes and the resistance, is the extent to which 
financial regulation should oversee energy and commodity trading. More of such oversight 
will increase the use of clearing, and capital requirements in general. The crux of the 
argument against regulation has been that the sector is not systemically important, and that 
such rules will reduce liquidity and damage the industry. 

These proposals from ESMA should be read whilst considering this context. 

ESMA Recommendations and Response 

Overall theme 

Reading through the various documents of ESMA’s proposal, two main themes appear to 
emerge, from an energy and commodity perspective: 

- ESMA feel that commodity derivatives are systemically important 
- The rules should become more onerous for larger players, and less onerous for the 

smaller ones. 

The following sections will examine this in more detail. 

ESMA Report 1 - Use of OTC derivatives by NFCs (Non-Financial Counterparties) 

Clearing threshold status derivation 

Looking through this document, the first item of interest is paragraph 11a. This is where the 
concept that clearing threshold status of an NFC (i.e. whether it is NFC+ or NFC-) is being 
inconsistently reported is introduced. There are three ways in which status could be 
ascertained by the regulator: 

1. Notification – those NFCs who exceed the threshold must notify their National 

Competent Authority (NCA)  
2. Flag – Each trade reported must state the status 
3. Calculation – by calculating the status using the data in the repositories. 

ESMA have noticed a great deal of inconsistency when using the three approaches and have 
re calculated status in a manner outlined in the document, with some interesting conclusions.  

This theme is looked at in more detail in section 3.2. which concludes that only half of NFC+s 
have actually declared themselves. 
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Initial look at the numbers 

Paragraphs 30-32 and Table 2 look at the initial numbers, which appear to show that 
although NFCs represent 72% of the counterparties, their average portfolio size, both in 
notional and “number of trade” terms would appear to be low. However the section concludes 
that a more detailed break down may lead to a different conclusion, in section 4. 

Table 3 and paragraph 55 then state that in fact, the average portfolio size of both a declared 
NFC+, and also an NFC- that is felt should be an NFC+, is significantly higher. Paragraph 65 
introduces the concept of a “Large NFC”. This group includes NFC+s, NFC-s that “should be” 
NFC+s under the current rules and other “large NFCs”.  

A hint of what is to come is found towards the end of section 3 in paragraph 66, which states 
that “Large NFCs represent less than 1% of the number of counterparties but 20% of the 
volumes measured by trade count and 35% as measured by notional amounts”. Table 4 
shows that “large NFC-s” actually have a higher average notional per counterparty than 
NFC+s. 

It is concluded that clearing threshold status should be changed, and suggest that the “hedge 
exemption” may well be causing the wrong classification. 

 

Systemic Important of Commodity Derivatives  

Section 4 of the document delves into the different asset classes, and would appear to 
highlight FX, interest rate and commodity derivatives as those that involve NFCs who pose 
systemic risk. Section 4.1 mentions this several times. In particular paragraph 95 states: 

“The OTC Commodity derivatives market is less driven by financial counterparties and that NFCs tend 
to play a larger role in this market, including a market-making role therein for some of them. Thus, the 
consequences of the default of an NFC would probably be more critical to the OTC Commodity 

derivatives market than to the other OTC derivatives markets”.  .  

Paragraphs 99 and 101 then go on to repeat that NFC+’s and “large NFC-s” have a far 
higher exposure than smaller ones, close to that of FCs. 

Thus ESMA seem to be building a case that larger market participants in the sector do in fact 
pose a systemic risk. 

 

Hedging vs Non Hedging 

Section 4.1 looks at the impact of the “hedge exemption” on the number of NFC+s. It is 
identified that many large market participants have obtained NFC- status by relying on this 
exemption, in particular in commodities (paragraph 108). Paragraph 111 points out that many 
companies, including large ones, mark all of their trades as hedges. 

The report highlights two issues around this: 

Firstly, the requirement to mark trades as hedge or non-hedge complicate the threshold 
calcauitons process, especially for market participants who are well below the threshold. It is 
therefore recommended that the calculation methodology for smaller participant be changed 
so that their positions are simply added up. Since they will be below the threshold anyway, 
this will be a useful simplification. 
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Secondly, it is shown that “Large NFC-s” have outstanding positions that are very similar to 
NFC+s and FCs (paragraphs 116 to 134. Paragraph 134 concludes: 

“The above analysis provides support for a closer monitoring of the small number of NFCs which are 
particularly active in the FX and Commodity OTC derivatives markets, and which tend to qualify close 
to 100% of their trades as hedging”. 

 

Threshold Exceedance 

Section 4.3 looks in more detail at who currently exceeds the threshold, and compares the 
volume covered to the overall NFC volume. Figure 10 ad paragraph 153 highlight the fact 
that using the current method, only a small proportion of volume is covered. 

 

Paper Conclusion 

The paper concludes that: 

- Large NFC-s in commodity derivatives do in fact pose a systemic risk 
- It is recommended that the “hedge exemption” be removed, and that the clearing 

threshold be calculated based simply on the aggregate notional position. 

ESMA Report 4 - EMIR Review Response 

This section will focus on ESMA’s response on Trade Reporting, found in section 6 of the 
response. There are several points made here that may be of interest: 

ETDs 

Paragraph 86 – There is a commitment to review how Exchange Traded Derivatives are 
reported. Interestingly, the ability to carry out collateral and valuation updates on a position 
basis has not been that widely celebrated within energy and commodities, since many are 
NFC- at present. We can expect this to change if the other proposals are adopted. 

Reporting by small NFCs 

It is proposed that if a small NFC trades with an FC, the FC be obligated to report it on their 
behalf (”delegated reporting”). Eligibility for this requirement is proposed as being taken from 
the Accounting Directive Article 3(3). Two of the following may not be exceeded to qualify: 

- Balance sheet total: EUR 20 000 000;  
- Net turnover: EUR 40 000 000;  
- Average number of employees during the financial year: 250. 

Once again, this limits the benefit to smaller parties. Also note that if larger market 
participants remain as NFCs, they will technically not be required to report on behalf of the 
smaller ones. However this would put them at a competitive disadvantage to FCs when 
striking a deal, which is likely to lead many to also offer delegated reporting. 

Backloading 

EMIR requires that trades which were open on 16 August 2012 but complete before 12 
February 2014, or struck between those dates and completed, be backloaded by 12 
February 2015. Paragraph 94 proposes removing this requirement. 
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Concluding thoughts on ESMA recommendations 

As outlined earlier, ESMA are clearly looking to make life easier for small market participants. 
At the same time, they would appear to be justifying a focus on the larger commodity and 
energy market participants. If adopted, these proposals will bring most of the major players 
into mandatory clearing. It will also mean that they are likely to have to offer delegated 
reporting. 

CEER Response 

The Council of European Energy Regulators (CEER) provided a brief response to the EMIR 
Review4.  

Sections 1, 2 and 3 of the document give opinions on the definition of hedging, status of 
NFCs and clearing thresholds. ESMA’s own review would appear to be at odds with much of 
this response. If ESMA’s proposal were to be adopted, the hedge status would become 
irrelevant. However section 2’s statement that smaller participants should be treated 
differently from larger ones do line up with the proposals. Section 3 also talks of the linkage 
to the MiFID RTS. 

Section 4 discusses the issue of using bank guarantees as eligible collateral, which is due to 
be disallowed from the first half of 2016. This is now being argued a great deal by the 
industry. If energy and commodity companies were to fall under financial regulation, allowing 
such activity will need to be considered for Commodity Dealers in order to ensure that the 
market continues to function well. 

The response concludes that the energy and financial markets are quite different and that 
energy trading should therefore be regulated by energy regulators. 

EFET Response 

The European Federation of Energy Traders (EFET) also issued a response to the review. 5 
This section takes a very high level look at the document. 

Systemic risk, threshold definition and clearing 

The first part of the response provides EFET’s view on the systemic importance of the 
energy sector. EFET argue that the impact of the industry is not systemically important, 
which is at odds with ESMAs claim. The argument is made based on studies carried out by 
EFET over the previous months. Interaction with MiFID II is also mentioned.  

The response also discusses the derivation of “notional” in such calculations. There are 
currently several interpretations of how this is to be calculated under EMIR, and EFET’s 
approach suggests a more definitive one, aligned to industry practice. A wider netting 
definition is also requested. 

                                                

4 See http://www.ceer.eu/portal/page/portal/EER_HOME/EER_PUBLICATIONS/CEER_PAPERS/Cross-Sectoral/Tab1/C15-MIT-63-

03_EMIR%20PC_Response_0.pdf 
5 See 

http://www.efet.org/Cms_Data/Contents/EFET/Folders/Documents/EnergyMarkets/MSC_Public_Position_Papers_2014/~contents/ZJA2XJYHCDS
QT5XW/EFET_response_EC_EMIR_review.pdf 
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A section on extra territoriality seeks to line up the application of rules with industry practice. 
In particular the impact of these rules on the clearing threshold is of concern. The response 
then continues and requests other exemptions from clearing threshold calcauitons, such as 
intra group trades. 

Overall the response gives many suggestions in order to reduce the GNV calcauitons, which 
would likely take many below the threshold, even if the hedge exemption was removed. It will 
be interesting to see if EFET’s proposal in this area gets combined with ESMAs (i.e. no 
hedge exemption, but with a more lenient approach to calculating the number). 

 

Trade Reporting 

The response starts by recommending that trades reported so far not be reconciled, given 
the loose definitions given, some of which are fixed by the “Level II validations” that start at 
the end of October. EFET propose keeping double sided reporting, but exempting small 
counterparties from the obligation. ESMA’s approach is slightly different, but the two are not 
mutually exclusive. 

There is also a request to only require reporting of intra group trades “on demand” in the 
same way as REMIT. 

Risk Mitigation and collateral 

There are several proposals to reduce the EMIR risk management requirements for NFCs. 

There is also a request to continue to permit Bank Guarantees to be used as collateral. This 
is a commonly held view across the industry.  

Conclusion 

The response concludes that requiring more clearing is likely to cause smaller participants to 
leave the market which will reduce liquidity. This argument has been used many times. It will 
be interesting to see which of the views are taken on board when the EMIR RTS are 
updated. 

Overall Conclusion 

ESMA would appear to be providing justification for tighter regulation of the commodity and 
energy market, by arguing that the commodity asset class is of systemic importance. This is 
at odds with the claims of the industry itself. They have proposed an approach that is likely to 
bring larger participants into mandatory clearing, whilst proposing to reduce the requirements 
of smaller parties. 

The form of the final MIFID II RTS will make clearer whether energy and commodity 
companies will lose their exemptions, thus becoming FCs. Tighter definitions of “derivatives” 
will also have an impact. 

The industry has pushed back against all of this arguing that the industry is better regulated 
by energy regulators. However, this does not seem to be the direction that things are going 
in, given this response. September, with the final RTS, will reveal just how far financial 
regulation will impact the industry, at which point the sector can digest how to operate within 
the resulting rules. 
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About ETR Advisory 

ETR (Energy Trading Regulation) Advisory Ltd is a specialised, expert resource which 
explains and helps implement the complex labyrinth of European Energy and Commodity 
Market Regulations. ETR run the web site www.energytradingregulation.com which provides 
updates on the state of energy regulation in Europe. 

Readers are encouraged to email questions or corrections to aviv@etr-advisory.com.   

Legal 

The contents of this document are solely the opinion of ETR Advisory Ltd (ETR). ETR 
accepts no liability from any errors, omissions or misunderstandings that arise from it. The 
document is distributed on this condition. Copyright of the document remains with ETR 
Advisory Ltd and it may not be quoted from or reproduced without express permission. 
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