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Response of the European Property Federation to the ESMA Discussion Paper:
Draft Technical Standards for the Regulation on OTC Derivatives, CCPs and Trade Repositories
(ESMA/2012/95)
The European Property Federation represents all aspects of property ownership and investment: residential landlords, housing companies, commercial property investment and development companies, shopping centres and the property interests of the institutional investors (banks, insurance companies, pensions funds).  Members own property assets valued at €1.5 trillion, providing and managing buildings for the residential or service and industry tenants that occupy them.
We welcome the opportunity to comment on ESMA’s draft technical standards for EMIR (the Regulation), and remain at your disposal should you wish to discuss further any of the issues we raise below.
The use of derivatives (particularly interest rate swaps linked to loans) is widespread in the commercial property sector and allows borrowers to achieve certainty regarding their finance cost cash flows. It is usual for such derivatives to benefit from security over the underlying real estate being financed. When used in this way, derivatives do not contribute towards systemic risk but instead enhance market stability and allow businesses to make commercial investments with more confidence. 

Nevertheless, a significant proportion of the commercial property sector will be subject to the clearing and margining requirements of the Regulation solely because that sector falls within the ambit of the AIFM Directive. In our view this is unfair and inconsistent with the stated objectives of the Regulation. EMIR gives no regard whatsoever to the fact that the use of derivatives by real estate AIFs is entirely consistent with that of ‘non-financial’ counterparties. Furthermore, the reasons for not recognising the fundamentally commercial (and non-financial) use of derivatives by real estate funds have never been properly articulated.
Others within the commercial property sector – who use derivatives in exactly the same way as real estate AIFs – are outside the scope of the AIFM Directive and will therefore be treated, rightly, as non-financial counterparties under EMIR.

With the commercial property sector thus split into some non-financial counterparties and some financial counterparties, we would like to highlight the following points in response to ESMA’s specific questions on its proposed technical standards.

	Non-financial counterparties (Article 5/7)

	Q10: In your view, does the above definition appropriately capture the derivative contracts that are objectively measurable as reducing risk directly related to the commercial or treasury financing activity?

	We welcome ESMA’s broad criteria for determining when a derivative is entered into for commercial, non-speculative purposes. However, by focusing on the change in value of (among other things) assets and liabilities, the current definition potentially excludes derivative transactions entered into to hedge against unexpected costs.
For instance, in the case of an interest rate swap, the underlying liability is a floating rate loan and changes to interest rates have only a small effect on the value of that debt. This is because, in effect, the debt re-prices to a fair market value of zero at each floating rate reset date.
  The vast majority of interest rate hedging implemented by property businesses (both those that are treated as ‘non-financial’ and those that are treated as ‘financial’) is not to hedge the value of debt but to protect against rising costs of servicing that debt. Such behaviour should clearly be considered ‘objectively measurable as reducing risk directly related to commercial activity’ yet the definition provided in paragraph 29 of the DP leaves room for uncertainty, and it should therefore be enhanced to provide greater clarity.  
We would note that the aforementioned hedging of floating rate debt would sometimes qualify for hedge accounting treatment under IAS 39 and ASC 815. As such, public companies that seek hedge accounting treatment for their transactions may well, according to paragraph 30 of the DP, qualify under the objectively measurable standard. However, many businesses do not deem hedge accounting necessary, often because they are privately owned or because the expense of carrying out such accounting treatment is not commercially justified. Such businesses, who enter into derivatives of the same kind and for the same purpose, should qualify under the objectively measurable standard without separately needing to incur the expense necessary to apply hedge accounting treatment.
One way to accomplish that would be to incorporate wording found in the US CFTC proposed entity definitions for OTC derivatives legislation
, which states that “a swap position is deemed to be held for the purpose of hedging or mitigating commercial risk when such position is economically appropriate to the reduction of risks...where the risks arise from any fluctuation in interest, currency, or foreign exchange exposures arising from a person’s current or anticipated assets or liabilities”. Such drafting makes it clear that derivatives entered into to hedge against unexpected costs (and not just changes in value) should be viewed as reducing commercial risk.
Additionally, we note in paragraph 30 that ESMA considers transactions qualifying for hedge accounting treatment pursuant to IFRS principles as referred to in IAS 39 to satisfy the objectively measurable standard.  We support this approach, but note that foreign end users investing in Europe often apply foreign accounting standards (e.g., ASC 815 under U.S. GAAP). We would urge ESMA to accept such standards if it deems them to be reasonably comparable.

	Q11: In your view, do the above considerations allow an appropriate setting of the clearing threshold or should other criteria be considered? In particular, do you agree that the broad definition of the activity directly reducing commercial risks or treasury financing activity balances a clearing threshold set at a low level?

	Assuming the points made in our response to Question 10 are adequately addressed, those property businesses which are non-financial counterparties are unlikely to be at risk of breaching the clearing threshold unless this threshold is set extremely low. 
As a general matter, however, we would warn against setting the threshold too low in a way that could be overly punitive for non-financial counterparties that – as a result of poor professional advice or due to genuine mistake – enter into derivative transactions which do not satisfy the ‘objectively measurable’ test. In such cases it may be appropriate for there to be an appeal mechanism – which if necessary could lapse three years after EMIR comes into force, when market participants are more familiar with the Regulation – whereby temporary, non-material or accidental breaches of the threshold can be ignored, provided they do not give rise to systemic risks.  
Moreover, we consider that such thresholds should generally be set as a mechanism for reducing risk arising from derivatives use that is so material as to threaten financial stability.  Low thresholds could cause firms with non-systemically relevant quantities of derivatives exposure to be subject to clearing requirements.  Accordingly, we urge ESMA to consider the volume of non-hedging derivatives use that would give rise to concerns about financial stability when considering at what levels to establish clearing thresholds.  

	Risk mitigation for non-CCP cleared contracts (Article 6/8)

	Q12: What are your views regarding the timing for the confirmation and the differentiating criteria? Is a transaction that is electronically executed, electronically processed or electronically confirmed generally able to be confirmed more quickly than one that is not?

	The requirement in paragraph 38 for non-financial counterparties exceeding the clearing threshold to confirm the terms of non-centrally cleared OTC derivatives on the same calendar day for non-electronically executed/processed transactions is in our view ambitious, as under current practice it is normal for derivative providers to take a week or more post-trade to provide the confirmation.
We understand ESMA’s comments in paragraph 41 as to the value of improving market practice as it relates to documentation. We would urge, however, that ESMA consider the effect such actions may have on competition. Specifically, end users in the OTC derivatives market often document transactions post-trade because it facilitates a competitive dynamic and promotes efficient pricing.  When an end user conducts a competitive auction to secure an efficient market price on an OTC derivatives transaction, it invites multiple dealers to submit bids. Dealers must consider whether to participate in the bidding process, giving weight to the potential to win the business while also considering the expense they would incur if they failed to win the business. Such expense could include the cost to pre-document a transaction in order to comply with the timing requirements set forth in this discussion paper. Because a given bank typically only occasionally is the winning bidder on swap transactions, the bank may conclude that documentation-related expenses are not worth incurring given the probability of winning. It may therefore opt not to participate in the bidding process.  While ESMA’s objective of improving market practice is laudable, we would urge ESMA to adopt timeframes that facilitate and promote robust competition in the swaps market.  Such timeframes should allow for the drafting of documentation post-trade.  

Such timeframes should also acknowledge the time it takes to ensure the details of customized trades are accurate. The drafting of transaction confirmations for customized trades often requires manual effort. Manual effort increases the likelihood of human error, and so swap dealers often implement check and audit processes to ensure the documentation is accurate before sending to its client. Similarly, end users must closely examine documentation to ensure accuracy, recognizing the potential for human error even in spite of the check and audit processes.  
Considering these facts, we believe it is appropriate for ESMA to implement longer timeframes for the consummation of transaction documentation related to trades that cannot be electronically processed. In particular, we recommend such timeframes allow each party at least 3 businesses days to review and confirm transaction details (i.e., 6 business days in total). Such a timeframe would, promote competition and accuracy, and acknowledge inherent limitations in the ability to document customized transactions. ESMA might consider lengthening this timeframe to further allow for travel of executives responsible for signing transaction documentation. If an end user receives a transaction confirmation while traveling, it may be impractical to sign the confirmation within the prescribed timeframe. Indeed, it may be prudent for the executive to review the confirmation together with pre-trade communications that can be used to ensure the terms set forth in the trade confirmation are accurate and consistent with the agreement established pre-trade. A hurried process will necessitate that the end user prioritize speed over accuracy.  As such, we think it reasonable to extend the timeframe by which confirms are required to 7 business days for each party, for a total timeframe of 14 business days.

	Q17: What are your views regarding the threshold to mandate portfolio compression and the frequency for performing portfolio compression?

	Paragraph 53 of the DP indicates that ESMA is considering requiring financial and non-financial counterparties to terminate each ‘fully offset derivative contract.’ We would note that end users may have valid reasons for leaving certain types of offsetting trades in place. For example, end users may occasionally choose to terminate a hedge by entering into an offsetting hedge. The offsetting hedge in this case would be a mirror image of the original trade, except that the offsetting hedge would have a different rate – the then prevailing rate at the time the offsetting hedge is put in place.  It may be economically reasonable for the end user to keep these two offsetting hedges in place.  For example, the borrower may desire or need to pay the termination value of the hedge over its remaining life. A requirement that accelerates the payment of the termination value may force a liquidity event which the borrower may or may not have the wherewithal to address with its financial resources. We urge ESMA to clarify that it did not intend to indicate that such trades, on account of the different rates, would be deemed ‘fully’ offset.  


� The debt may change in value due to changes in credit spreads, but we consider the effect of such changes to be relatively small.  In any event, interest rate hedges are solely intended to hedge the underlying interest rate risk, not the credit risk, of a loan.
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