
 

 

 

 

      May 9, 2014 

 

Via Electronic Mail  

 

European Commission 

Directorate General Internal Market and Services 

SPA2 – Pavillon 

Rue de Spa 2 

1000 Brussels 

Belgium 

 

Email: MARKT-G3@ec.europa.eu  

 

RESPONSE TO EUROPEAN COMMISSION “CONSULTATION DOCUMENT: FX 

FINANCIAL INSTRUMENTS” 

Dear Sir or Madam,  

Managed Funds Association
1
 (“MFA”) welcomes the opportunity to provide comments to the 

European Commission (the “Commission”) in response to its public consultation (the 

“Consultation Document”) on FX Financial Instruments.
2
  MFA commends the Commission’s 

decision to seek public comment on an area of law which has caused increasing uncertainty and 

debate amongst market participants, particularly following the implementation of the European 

Market Infrastructure Regulation (“EMIR”).
3
   

Complying with different regulatory regimes on a cross-border basis is becoming increasingly 

challenging for market participants, particularly in relation to transactions involving 

counterparties regulated in, and subject to the laws of, different jurisdictions.  We believe that 

                                                 
1
 Managed Funds Association represents the global alternative investment industry and its investors by advocating 

for sound industry practices and public policies that foster efficient, transparent, and fair capital markets. MFA, 

based in Washington, DC, is an advocacy, education, and communications organization established to enable hedge 

fund and managed futures firms in the alternative investment industry to participate in public policy discourse, share 

best practices and learn from peers, and communicate the industry’s contributions to the global economy. MFA 

members help pension plans, university endowments, charitable organizations, qualified individuals and other 

institutional investors to diversify their investments, manage risk, and generate attractive returns. MFA has 

cultivated a global membership and actively engages with regulators and policy makers in Asia, Europe, the 

Americas, Australia and many other regions where MFA members are market participants. 

2
 http://ec.europa.eu/internal_market/consultations/2014/foreign-exchange/docs/consultation-document_en.pdf  

3
 Regulation (EU) No 648/2012 of the European Parliament and of the Council of 4 July 2012 on OTC derivatives, 

central counterparties and trade repositories. 

mailto:MARKT-G3@ec.europa.eu
http://ec.europa.eu/internal_market/consultations/2014/foreign-exchange/docs/consultation-document_en.pdf
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international coordination between regulators is of paramount importance in ensuring that 

regulatory overlaps are avoided to the extent possible, and that market participants are not 

required to comply with duplicative and potentially conflicting regimes. 

The U.S. Commodity Futures Trading Commission (“CFTC”), in interpreting the term “spot 

FX” followed market practice.  We suggest that the Commission adopts a definition of “spot FX” 

transactions which is comparable to the interpretation adopted by CFTC;
4
 bearing in mind 

generally the interaction of the EU regime with the U.S. regime in relation to FX instruments. 

In implementing the clearing and trading obligations set out in EMIR and MiFID II, we believe 

that a broadly harmonised approach with respect to the U.S. exemption for FX forwards and FX 

swaps from certain requirements, including central clearing and exchange trading would provide 

the most effective outcome for market participants.  

We hope that our experience of the U.S. regulatory regime, which has informed our responses to 

the Consultation Document, will be helpful to the Commission in determining the boundary 

between spot FX and FX forward transactions, and that it will help to inform the Commission’s 

approach to FX instruments generally going forward. 

In summary therefore, informed by the CFTC's interpretation of a spot FX transaction and 

market practice, and as set out in greater detail below, we would suggest that the Commission:  

(1) articulate a general definition of an FX spot contract by reference to a settlement 

period (such as T+2); and  

(2) that it also include within its definition of “FX spot transaction” transactions which 

have a longer settlement period than the specified “baseline” settlement period because  

(a) such currency (or currency pair), by market custom, has a longer settlement period, or  

(b) the FX transaction is related to a transaction in a financial instrument denominated in 

a foreign currency and the FX transaction is to be settled on a specific date to coincide with the 

settlement date of the financial instrument transaction. 

                                                 
4
 In essence, the CFTC has provided interpretation that a spot FX transaction exists if it settles via an actual delivery 

of the relevant currencies within two business days. In certain circumstances, however, the CFTC considers that a 

transaction with a longer settlement period concluding with the actual delivery of the relevant currencies may be 

considered a spot FX transaction depending on the customary timeline of the relevant market. Further, the CFTC 

will also consider the following to be a spot FX transaction: an agreement, contract or transaction for the purchase or 

sale of an amount of foreign currency equal to the price of a foreign security with respect to which (i) the security 

and related foreign currency transactions are executed contemporaneously in order to effect delivery by the relevant 

securities settlement deadline and (ii) actual delivery of the foreign security and foreign currency occurs by such 

deadline.  See Joint Final Rule of the CFTC and Securities and Exchange Commission, “Further Definition of 

“Swap,” “Security-Based Swap,” and “Security-Based Swap Agreement”; Mixed Swaps; Security-Based Swap 

Agreement Recordkeeping,” 77 Fed. Reg. 48208 at 48257, (hereinafter “CFTC Release”) available at: 

http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-18003a.pdf. 

http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-18003a.pdf
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Question (1): Do you agree that a clarification of the definition of an FX spot contract is 

necessary? 

1. Given that the definition of a “derivative” under EMIR cross-refers to MiFID,
5
 questions 

have recently been raised in relation to the scope of the MiFID regime as it applies to 

spot FX and FX forward transactions. 

2. Currently, individual EU Member States take divergent approaches to defining the 

classes of FX instruments which fall within the scope of MiFID.  This causes problems 

not only for counterparties based in two different Member States with differing 

interpretations of MiFID (and therefore differing interpretations of the scope of EMIR), 

but also for non-EU counterparties attempting to navigate the EU regulatory regime.   

3. Thus, in the interests of market certainty for EU and non-EU market participants alike, 

we agree with the Commission that a harmonised definition of FX spot contracts is 

desirable.  However, any such definition should be sufficiently flexible to reflect market 

practice in respect of settlements and to accommodate the diversity of settlement periods 

for FX spot contracts (including those contracts executed in connection with the 

acquisition, disposition or exercise of a financial instrument where such acquisition, 

disposition or exercise will settle in a foreign currency).  

Question (3): What settlement period should be used to delineate between spots contracts? Is it 

better to use one single cut-off period or apply different periods for different currencies? If so, 

what should those settlement periods be and for which currencies? 

4. The Commission notes in its Consultation Document that two business days delivery 

(commonly called T+2) appears to be the most widely used delineation for a spot 

contract.  We would agree with this statement not only at an EU Member State level, but 

also from an international perspective; for example, the Bank for International 

Settlements has previously defined FX spot transactions as being “single outright 

transactions involving the exchange of two currencies at a rate agreed on the date of the 

contract for value or delivery (cash settlement) within two business days.”
6
  Thus, we 

believe a T+2 settlement period would be a good starting point to delineate the majority 

of spot FX transactions. However, we stress that delineation based solely upon a T+2 

settlement period alone would be inflexible and cumbersome.   

5. Accordingly, MFA strongly recommends that if a T+2 settlement period is adopted as the 

general rule, the Commission puts in place exemptions from this T+2 settlement period 

for:  

                                                 
5
 The term “derivative” is defined in EMIR as “a financial instrument as set out in points (4) to (10) of Section C of 

Annex I to [MiFID]”. 

6
 See Bank for International Settlements, Triennial Central Bank Survey,  Foreign exchange turnover in April 2013: 

preliminary global results, available at https://www.bis.org/publ/rpfx13fx.pdf  

https://www.bis.org/publ/rpfx13fx.pdf
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(i) spot FX instruments which have a longer settlement period as a result of market 

customs governing trading in those instruments; and 

(ii) FX transactions entered into in connection with the purchase or sale or exercise (for 

cash settlement) of a security, commodity or other instrument the settlement of which 

will occur in a foreign currency. 

6. Putting such exemptions in place would harmonise the EU regime with the CFTC’s 

definition of spot FX transactions pursuant to the U.S. Commodity Exchange Act and 

minimise disruptions to FX markets.
7
  As we note in our response to question 8 below, 

international harmonisation is particularly desirable in this area given that the market for 

FX transactions is global in nature.   Furthermore, the CFTC’s general approach to this 

issue appears well-founded given that it acknowledges the T+2 settlement period 

applying to many spot FX transactions, whilst at the same time ensuring that spot FX 

transactions legitimately settled over a longer time-frame are not re-characterised so as to 

be treated as forwards. 

7. We would also note that where there has been an unintentional settlement failure or delay 

for operational reasons or due to market disruption (i.e., such that settlement takes longer 

than two business days or the customary period in the relevant market), transactions 

should not automatically be re-characterised as “financial instruments” subject to the 

EMIR and MiFID regimes.  Clarifying that re-characterisation of transactions will not 

occur in these albeit unlikely circumstances would be sensible. 

8. Finally, MFA would suggest allowing for a one business day extension to the proposed 

settlement period where the spot FX transaction is concluded after 16.00 local time, 

where concluded other than on a business day, or where it is concluded with a 

counterparty located in a different time zone which does not allow settlement by the 

applicable deadline (e.g., T+2 or longer where a longer period reflects market custom).  

This would draw from a similar extension period granted in relation to the “timely 

confirmation” requirement set out in EMIR and would be justified here too. 

Market custom exemption 

9. Transactions which are not settled within two business days but which are legitimately 

considered to be spot FX transactions by the market should not be re-characterised as 

“financial instruments” for the purposes of MiFID.  For example, different markets have 

different work weeks.  Thus, for example, in the inter-bank market we understand there 

are various customs around the settlement of currency pairs involving non-Middle 

Eastern and certain Middle Eastern currencies (which customs differ by market) to 

accommodate the fact that some parties may have a Monday through Friday work week, 

while others have a Sunday through Thursday work week.  It would seem appropriate to 

accommodate these customs (and not to require their alteration and the consequent re-

                                                 
7
 See CFTC Release at 48257. 
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programming of systems and procedures) when defining FX spot transaction.  Similarly, 

MFA understands that there are different customs around different holiday schedules and 

different time zones, which should also be accommodated.   

10. Re-characterising such transactions as MiFID-regulated financial instruments would 

impose a significant administrative burden on counterparties required to comply with 

both the MiFID and the EMIR regimes; for example, they would become subject to 

MiFID conduct of business rules, best execution requirements and EMIR transaction 

reporting and recordkeeping requirements and risk mitigation requirements.  Such a 

compliance burden would be wholly inappropriate in the case of transactions which are 

legitimately spot FX transactions, but which may simply have a longer settlement period 

by virtue of market custom.   

11. Finally, MFA notes that the Commission stated in its Consultation Document that the 

majority of EU Member States “adopt a 2-day delineation and/or look at standard market 

practice.” (Emphasis added.)  Thus, it appears that introducing such an exemption for 

market custom would not represent a significant departure from current practice across 

the EU.  

Foreign Currency Asset conversion transactions 

12. Where market participants acquire, dispose of or (in the case of a cash-settled option), 

exercise securities, commodities and other financial instruments (i.e., non-domestic 

securities and commodities and other financial instruments denominated a foreign 

currency) (“Foreign Currency Assets”),
8
 they may also need to enter into a related spot 

FX transaction so that they have funds available to settle the Foreign Currency Asset 

transaction (if they are purchasing a Foreign Currency Asset), or so that they can dispose 

of the foreign currency arising from the disposition (if they are selling a Foreign 

Currency Asset).
9
  

13. Foreign Currency Assets do not always settle on a T+2 basis.  For example, we 

understand that many global equities and global bonds (and derivatives in respect thereof) 

currently settle on greater than a T+2 basis.
10

  For example, if a market participant sells a 

Canadian government bond, this transaction will typically settle on a T+3 basis. If in 

connection with the sale of the bond, a market participant sells the CAD to be received in 

                                                 
8
 It should be noted that we are adopting the approach taken by the CFTC but broadening its remit beyond 

“securities” so as to avoid confusion as to the meaning of a “security.” 

9
 It should not be difficult to determine whether a market participant is transacting in a Foreign Currency Asset as 

any investment in an asset denominated in a currency which is different to the lawful currency of its place of 

incorporation could be termed a "foreign currency" for these purposes. Once this is established, then an FX spot 

transaction in relation to a Foreign Currency Asset will be easy to identify. 

10
 We understand that European markets are working to change most settlement periods to T+2, but we do not 

understand that this same effort is being made in other greater-than-T+2 markets. 
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respect of the bond for corresponding settlement on T+3, then the FX transaction should 

be viewed as a spot transaction.  The same would be true in respect of a transaction in 

respect of a future, OTC derivative or other financial instrument. Timing the spot FX 

transaction to settle at the same time as the Foreign Currency Asset transaction benefits 

the market participant by reducing its exposure to foreign exchange risk on the Foreign 

Currency Asset transaction between the trade date and the settlement date.   

14. Thus, MFA would suggest that where market participants enter into FX transactions in 

connection with the sale or purchase or exercise of Foreign Currency Assets, those FX 

transactions should not be required to settle on a T+2 basis in order to come within the 

Commission’s definition of a “spot” FX transaction.  Rather, the Commission should 

consider the relevant foreign exchange spot market settlement deadline to be the same as 

the securities transaction settlement deadline.   

Question (5): What have been the main developments in the FX market since the 

implementation of MiFID? 

15. A major development since the implementation of MiFID has been the growth in FX 

transactions settled through CLS Bank International (“CLS”) via the payment-versus-

payment (“PVP”) settlement model.
11

  Since its implementation, CLS has dramatically 

reduced settlement risk within the FX markets.   

16. CLS works by effectively standing between the counterparties to an FX transaction as an 

intermediary third party.  Settlement of a transaction will only take place if both 

counterparties meet all of CLS’s risk controls, including retaining an overall positive 

balance in their accounts.  The PVP system utilised by CLS is designed to ensure that a 

final transfer of a payment in one currency will only occur if a final transfer of a payment 

in the other currency occurs.  Thus, if for any reason a member of CLS party to a 

transaction defaults on its obligation to pay, settlement risk is avoided because CLS can 

return the value of the currency to the non-defaulting counterparty to the transaction.  

17. Another feature of CLS is its ability to net across all transactions with its members, 

thereby allowing a member to make one payment per currency to CLS in respect of 

numerous transactions with other counterparties (i.e., multilateral payment netting). This 

is of considerable benefit not only to market participants, but also to the market as a 

whole, as, in addition to reducing settlement risk, it also delivers both liquidity and 

operational efficiency to the market.  As CLS explains: 

“Each day prior to settlement in each currency, CLS calculates the funding 

required of each Settlement Member on a multilateral netted basis for each 

currency, after taking into consideration all payment instructions of the 

Settlement Member that are due to settle that day in that currency. The amount 

                                                 
11

 See the CPSS paper “Progress in reducing foreign exchange settlement risk” for charts showing the rapid increase 

in transactions settled through CLS, available at: http://www.bis.org/publ/cpss83.pdf  

http://www.bis.org/publ/cpss83.pdf
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of cash required by CLS to settle all payment instructions is reduced by an 

average of 96%. This means that for every USD 1 trillion of value settled, the 

CLS community has to fund less than USD 50 billion in cash.”
12

 

18. The Committee on Payment and Settlement Services (“CPSS”) has in the past suggested 

that if obligations settled by CLS had instead been settled via other available methods, 

settlement exposures would have been on average almost two to three times higher than 

those which were reported to have occurred.
13

 The Basel Committee on Banking 

Supervision has also commented on the utility of the PVP settlement model in reducing 

settlement risk.
14

 

19. The Commission has acknowledged in its Consultation Document that the main risk 

attaching to many FX transactions is settlement risk.  Given that settlement via CLS or 

other entities using the PVP settlement model results in such a substantial reduction in 

settlement risk, such transactions pose limited risk and should be regulated accordingly.  

We would therefore argue that there is less of a need to impose the type of customer-

protection and conduct of business requirements set out under MiFID on such PVP 

settled FX transactions (which the Commission’s own data shows form in excess of 90% 

of market turnover in certain FX instruments).   

Question (8): What is the approach to this issue in other jurisdictions outside the EU? Where 

there are divergent approaches, what problems do these create? 

Approach in other jurisdictions 

20. We have set out our understanding of the CFTC’s approach to defining spot FX 

transactions in our response to question (3) above.  However, we would also draw the 

Commission’s attention to the U.S. Treasury’s decision not to apply certain regulatory 

requirements, in particular central clearing and mandatory exchange trading, to FX swaps 

and FX forwards.
15

  

21. Choosing not to require such instruments to be cleared under EMIR or traded on trading 

venues under MiFID II would ensure an internationally harmonised position and would 

prevent over-regulation of the European FX markets (which are extremely liquid and 

mobile such that trading could easily move overseas in turn causing damage to the 

European economy). We note in this respect that the text of EMIR itself notes that 

                                                 
12

 www/cls-group.com/ProdServ/Settlement/Pages/default.aspx, CLS Group Holdings AG, 2014. 

13
 See page 24 of the CPSS paper “Progress in reducing foreign exchange settlement risk”. 

14
 See page 6 of “Supervisory Guidance for Managing Risks Associated with the Settlement of Foreign Exchange 

Transactions”, Basel Committee on Banking Supervision, February 2013, available at 

http://www.bis.org/publ/bcbs241.pdf    

15
 See U.S. Treasury press release, at: http://www.treasury.gov/press-center/press-releases/Pages/tg1773.aspx and 

U.S. Treasury Determination at: http://www.treasury.gov/press-center/press-releases/Documents/11-16-

2012%20FX%20Swaps%20Determination%20pdf.pdf  

http://www.bis.org/publ/bcbs241.pdf
http://www.treasury.gov/press-center/press-releases/Pages/tg1773.aspx
http://www.treasury.gov/press-center/press-releases/Documents/11-16-2012%20FX%20Swaps%20Determination%20pdf.pdf
http://www.treasury.gov/press-center/press-releases/Documents/11-16-2012%20FX%20Swaps%20Determination%20pdf.pdf
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settlement risk is the predominant risk affecting FX transactions, and that “CCP 

clearing...may not be the optimal solution for dealing with settlement risk.”
16

 

Problems created by divergent approaches 

22. As a general comment, duplicative regulatory regimes create unnecessary compliance 

burdens for market participants, who may be forced to comply with two competing 

regulatory regimes.  Importantly, illogical outcomes that arise from the intersection of 

non-harmonised regimes may require market participants to act in a manner that 

increases, rather than decreases market risk, which is detrimental not only to the market 

participant, but also to the market as a whole. This is a particular concern in the case of 

the FX market, given that it is truly global in nature.   

23. Even where two regulatory regimes do not directly conflict, they may still operate 

inconsistently, resulting in regulatory incoherence and increased compliance burdens for 

market participants. Often the associated increased costs will be passed on to end users 

(including commercial firms), which is particularly undesirable in a market such as the 

spot FX market, which is designed to facilitate cross-border payments made in the 

ordinary course of business and can be said to be the facilitator of cross-border trade and 

therefore the wellbeing of the global economy.  Additionally, as noted above, any 

increased risk is borne indirectly by the market as a whole. 

24. In MFA’s view, a harmonised approach on the issue of FX trading is particularly 

important at a EU-U.S. level. Data from the Bank for International Settlements, for 

example, shows that USD/EUR is the most commonly traded currency pair in the FX 

market, and that the U.S. has the largest market share of the FX market after a Member 

State (i.e., the United Kingdom).
17

  Thus, it is in the interests of the global FX market to 

facilitate transactions between U.S. and EU counterparties where possible, whilst also 

ensuring that they are subject to a proportionate and coherent regulatory regime.  

25. As a practical illustration of regulatory overlap in the derivatives sector, our experience 

of the interaction between EMIR and Dodd Frank is that even transactions which are not 

directly caught by the extraterritorial provisions set out in the two regimes may still be 

caught indirectly; i.e., EU counterparties are required to ensure that their U.S. 

counterparties comply with certain requirements of the EMIR regime (such as 

reconciliation and timely confirmation), while such transactions may already be subject 

to similar but not identical requirements under Dodd Frank.  Ensuring compliance with 

the two parallel regimes, even where differences are relatively modest, has been costly 

for market participants.  

                                                 
16

 See Recital 19 of EMIR. 

17
 See Bank for International Settlements, Triennial Central Bank Survey,  Foreign exchange turnover in April 2013: 

preliminary global results, available at https://www.bis.org/publ/rpfx13fx.pdf 

https://www.bis.org/publ/rpfx13fx.pdf
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26. To conclude, bearing in mind the importance of a harmonised EU-U.S. approach on this 

issue, we would recommend not only that the Commission adopt a similar definition of 

spot FX transactions to the definition which has been adopted by the CFTC, but also that 

going forward, the Commission bear in mind the U.S. Treasury’s decision to exempt FX 

swaps and forwards from mandatory clearing and exchange trading requirements and 

guide European regulation accordingly. This should also make it easier for the 

Commission to adopt implementing acts on equivalence under EMIR
18

 and ensure 

consistency across EU and U.S. markets.  

* * * * * 

MFA would be pleased to discuss this matter with you.  Please do not hesitate to contact Stuart J. 

Kaswell (SKaswell@managedfunds.org) or the undersigned at (202) 730-2600, in relation to the 

issues raised in this letter.  

Respectfully submitted,  

/s/ Richard H. Baker 

Richard H. Baker 

President & CEO 

Managed Funds Association 

                                                 
18

 Article 13 of EMIR (Mechanism to avoid duplicative or conflicting rules) 

mailto:SKaswell@managedfunds.org

