
European Union discussions around the regulation of �nancial benchmarks could lead to the publication 
of a �nal text within months. Buy-side �rms—especially those whose in-house blending activities might 
qualify them as ‘benchmark administrators’—are keeping an eye on developments.

J ust a few years ago, financial bench-
marks such as Libor, Euribor and the 
WM/Reuters 4 p.m. currency fix were 

known only to a relatively small preserve of 
traders, asset managers and investors. Critical 
as they might be in the pricing and trading of 
financial instruments all over the world, they 
appeared to have little relevance beyond the 
confines of the financial system.

Then in 2012, it emerged that a number of 
the largest banks that contribute to the calcu-
lation of the Libor had made false submissions, 
leading to a string of fines and the resignation 
of several senior bankers. A year later, reports 
of similar malpractice in the foreign-exchange 
(FX) market were published, and manipula-
tion of FX benchmarks became the next 
major scandal to engulf the industry.

Having earned such an appalling reputa-
tion in a short space of time, it was perhaps 
inevitable that benchmarks should come 
under the regulators’ microscope, with wide-
spread calls to make them more reliable and 
eliminate opportunities for manipulation. 
That high-level objective is laudable, but 

drafting a set of rules that achieves its goal 
without unintended consequences is not 
without its challenges. “Given recent scandals, 
there was clearly a need for concrete rules on 
governance and calculation methodologies to 
restore market confidence,” explains Agathi 
Pafili, senior regulatory policy advisor at 
the European Fund and Asset Management 
Association (EFAMA) in Brussels. “As users of 
benchmarks, our members broadly welcome 
the initiative, as long as it takes into account 
the needs of end-investors and does not create 
an additional burden for benchmarks that are 
already well regulated.” 

Following the publication of inter-
nationally agreed principles for financial 
benchmarks, the European Commission 
(EC) issued its own proposed regulation in 
September 2013. The EC did not think the 
principles went far enough and believed that 
only through regulations could the controls 
be put in place consistently across the markets.  
Their proposal seeks to enhance the accuracy 
and integrity of benchmarks used in financial 
instruments and financial contracts by: 

•	 Ensuring that contributors to a benchmark 
are subject to prior authorisation and ongo-
ing supervision depending on the type of 
benchmark (e.g., commodity or interest-
rate benchmarks) 

•	 Improving their governance (e.g., manage-
ment of conflicts of interest) and requiring 
greater transparency with respect to how a 
benchmark is produced 

•	 Ensuring the appropriate supervision of 
critical benchmarks, such as Euribor/Libor, 
the failure of which might create risks for 
many market participants and even for the 
functioning and integrity of markets of 
financial stability.

In May 2015, the European Parliament 
agreed a negotiating mandate for the 
regulation of financial benchmarks with the 
European Council and the Commission. The 
Commission’s proposal, the Parliament’s 
amendments, and the Council’s common 
position were considered in a so-called ‘tria-
logue’ meeting with representatives from the 
three institutions, then submitted to a vote by 
the Parliament in November 2015.  
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More Stringent Supervision
The proposed regulation would 
implement more stringent supervision 
of benchmark providers and con-
tributors, while also setting out stricter 
governance and control mechanisms 
and managing potential conflicts 
of interest. Benchmark calculation 
methodologies would need to be more 
transparent and robust, directly tack-
ling the deficiencies highlighted by 
recent scandals.

Negotiations have been ongoing 
since May 2015, with discord among 
EU institutions over certain compo-
nents of the regulation. Initial revisions 
watered down some of the more dra-
conian elements of the EC’s proposals, 
including rules on third-country 
equivalence. 

Meanwhile, a move to set the 
rules around three distinct categories 
of benchmark—likely to be known as 
‘critical’, ‘significant’ and ‘non-signifi-
cant’—has led to discussions over where 
the thresholds for each category should 
be set, and how the requirements should 
be calibrated for each level. 

“Having three different categories 
of benchmark could be an effective way 
of ensuring proportionality, but it will 
be critical to set the thresholds appro-
priately with proper impact assessment 
to make sure the right benchmarks are 
ranked as being critical,” says Pafili.

In order to overcome remain-
ing obstacles in talks on the bill 
with the European Union’s member 
states, Cora van Nieuwenhuizen, the 
European Parliament’s rapporteur on 
financial benchmarks, confirmed in 
September 2015 that she had tabled 
new initiatives. “Following initial 
discussions in the earlier trialogues, 
we are now getting to the heart of 
the legislation,” Van Nieuwenhuizen 
said, referring to talks between the 
European Parliament and member 
states mediated by the European 
Commission, the EU’s executive arm. 
The parliament “will continue to 
work constructively1” to find a com-
promise, she said.

Impact
Pushed by Luxembourg, whose six-
month presidency of the Council 
will pass to the Netherlands at the 
end of this year, negotiations have 
just wrapped up and the proposed 
regulation is now subject to a vote 
by parliament. Publication of a final 
text would constitute a significant 
milestone for a regulation that has 
already created some confusion 
among market participants. For asset 
managers and asset owners, such as 
pension funds and insurance com-
panies, there might be little direct 
impact beyond an increase in the 
cost of using benchmarks, but until 
the rules are finalised, that cannot be 
taken for granted.

“Schroders uses indices and bench-
marks extensively across our business 
globally as a means by which to meas-
ure and report the relative performance 
of Schroder funds and segregated client 
mandates. It is currently unclear as to 
whether we would be impacted,” says 
Siobhan Doyle, head of investment 
operations at Schroders in London.

Some may find it surprising that 
buy-side firms such as Schroders 
could be affected by the regulation. 
After all, it was the benchmarks 
themselves, and the banks’ submis-
sions to them, that were revealed to 
be deficient. As users of benchmark 
data, investors and asset managers 
could reasonably expect to benefit 
from more stringent oversight.

Blending Benchmarks
But there is a concern that if an asset 
manager blends multiple benchmarks, 
which is often a pre-condition set by 
investment mandates, it might be 
deemed by regulators to be a bench-
mark administrator and therefore 
subject to the associated requirements.

Reading the early drafts of the reg-
ulation left little doubt that benchmark 
blending would burden buy-side firms 
with the obligations of a benchmark 
administrator, says Andrew Knowles, 
director and founder of Jigsaw 
Compliance Consultants.

“It is very common for asset owners 
or asset managers to take several 
benchmarks and blend them together, 
which effectively creates a new com-
posite benchmark,” Knowles explains. 
“The fact that the input data is derived 
from other benchmarks makes no 
difference—a new benchmark has still 
been created with a new methodology. 
This could be quite a big problem for 
asset managers if the final text doesn’t 
exempt blending.” 

Being supervised as a benchmark 
administrator would be a significant 
undertaking for any buy-side firm, 
requiring it to gain supervisory 
approval and comply with additional 
requirements associated with report-
ing and governance. Although it 
might seem to be an unnecessary 
requirement, given that the blending 
of two or three benchmarks is some 
way removed from the manipulative 

“Given recent scandals, there was clearly a 
need for concrete rules on governance and 
calculation methodologies to restore market 
confidence. As users of benchmarks, our 
members broadly welcome the initiative, as 
long as it takes into account the needs of end-
investors and does not create an additional 
burden for benchmarks that are already well 
regulated.” Agathi Pa�li, European Fund 
and Asset Management Association

Siobhan Doyle  
Schroders
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Struggles 
This comes at a time when many 
investment management firms are 
already struggling to meet the rising 
cost of data across their operations. 
According to Investit’s IT Value 
Survey, market data spend as a 
proportion of overall investment 
management IT spend rose from 
22.3 percent in 2012 to 35.5 percent 
in 2014, with market data account-
ing for nearly 4 percent of the overall 
cost base of firms last year.

“The cost of benchmark data has 
become extortionate and fund man-
agers have no choice but to pay for 
it if they have been asked to manage 
money against a specific benchmark. 
There are some new providers that 
may be more competitive, but as 
long as investment consultants and 
end-investors stick to incumbent 
benchmarks, fund managers are 
caught over a barrel on cost,” says 
Vincent-Silk.

The benchmark regulation could 
well drive those costs even higher 
in the future, as data providers deal 
with its requirements. For now, most 
market participants are more con-
cerned with preparation for the recast 
Markets in Financial Instruments 
Directive (MiFID II), although recent 
news emanating from the European 
Parliament indicate that MiFID II’s 
implementation date might well be 
pushed back by a year from January 
3, 2017, to early 2018. But as years of 
behind-the-scenes negotiations come 
to an end, the benchmark regulation 
is likely to be much more widely dis-
cussed in 2016 and beyond. 

“Index vendors and third par-
ties are well aware and prepared, 
but I think there are mixed levels of 
awareness among the asset managers 
and clients, especially regarding the 
cost implications,” says Schroders’ 
Doyle. W

sell-side behaviour that prompted 
the rules in the first place, firms tend 
to underestimate the complexities 
associated with blending multiple 
benchmarks, and the potential conse-
quences of blending them incorrectly 
or intentionally changing the com-
ponents of an in-house benchmark to 
the detriment of a client.

The UK’s Financial Conduct 
Authority (FCA) waded into the debate 
midway through 2015 when it pub-
lished its Financial Benchmarks: Thematic 
Review of Oversight and Controls2, in 
which it found that “although firms 
have made a number of positive 
changes to improve their governance 
and controls around benchmark activi-
ties, significant further work is needed 
to ensure that all of the risks are man-
aged appropriately.”

Simplest Option 
The possibility of being swept up in 
the regulation has led some firms to 
make contingency plans. The sim-
plest option would be to outsource 
benchmark blending to a third-party 
provider, which removes any risk of 
being subject to additional require-
ments. At Schroders, for example, 
benchmarks are blended internally, 
but that might change in the future, 
according to Doyle. 

“We consider blending to be a 
purely mechanical process with rela-
tively little risk. We do not believe this 
activity should render us a benchmark 
administrator. If this activity falls under 
the regulation then our current expec-
tation is that we would stop doing it 
and outsource [that function] to a third 
party rather than take on the burden 
of additional compliance or reporting 
requirements,” Doyle explains.

Outsourcing benchmark blending 
to a third party might sound like a costly 
outcome for an asset manager, but there 
is a growing group of asset managers 

that believe it offers additional benefits 
in operational efficiency that should not 
be underestimated. 

“We have encountered some firms 
that have already decided to outsource 
the blending to a third party to avoid 
any potential conflict of interest, in 
anticipation of the regulation,” says 
Clare Vincent-Silk, managing direc-
tor at asset management consultancy, 
Investit. “There are operational 
advantages to be had from outsourcing 
blending, because it’s a difficult process 
to get right and firms may save inter-
nal resources by using a third party. A 
cost–benefit analysis often favours out-
sourcing,” she says. 

Firms that would prefer to retain 
blending as an in-house process will 
need to scrutinise the final text of the 
regulation to ensure that it would not 
lead to an unmanageable compliance 
burden. But EFAMA’s Pafili believes 
common sense will prevail, as many EU 
politicians recognise the need to avoid 
unnecessary costs for the buy side. 

“When fund managers create 
bespoke indices, they are combin-
ing data from existing indices and are 
therefore using input data provided to 
them by benchmark administrators. 
This means that they are not them-
selves becoming benchmark providers. 
Combining indices constitutes ‘use’ 
rather than ‘provision’ of bench-
marks—this is a key point, on which 
both the Parliament and Council appear 
to agree,” Pafili explains.

Even if blending is recognised as 
a legitimate use of benchmarks, asset 
managers and asset owners are still 
likely to see a rise in costs as a result 
of the regulation. At this early stage, 
when benchmark providers themselves 
are still awaiting confirmation of the 
precise requirements, it is impossible to 
gauge how much additional cost they 
will pass onto users, although it could 
be material.

Clare Vincent-
Silk  
Investit

1 http://www.bloomberg.com/news/articles/2015-09-14/eu-benchmark-rigging-fix-set-for-boost-from-parliament-proposal
2 https://www.fca.org.uk/news/tr15-11-oversight-controls-in-relation-to-financial-benchmarks 
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