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In This Issue ...

Since last Thursday’s edi�on of Cabinet News and Views, we’ve experienced quite a
week for financial regula�on on both sides of the Atlan�c.

The U.S. Supreme Court began its term this week, and among the first cases it
heard oral argument in was CFPB v. Community Financial Services Associa�on of
America to decide whether the CFPB’s funding structure violates the Cons�tu�on’s
Appropria�ons Clause. My colleagues, Rachel Rodman, Ken Bergman and Keith
Gerver, note that the arguments have yielded some interes�ng takeaways, most
notably a sense of skep�cism among certain jus�ces. 

The UK’s Pruden�al Regula�on Authority published a consulta�on paper on the
“Capitalisa�on of foreign exchange posi�ons for market risk" that my colleague Alix
Pren�ce discusses. The paper proposed changes to implement upcoming Basel 3.1
requirements for the maintenance of capital against posi�on exposed to FX risks
covering several key areas, including the treatment of items held at historical FX
rates, structural FX, and Pillar 1 FX risk calcula�ons and SFX mi�ga�on.

My colleague Jed Miller and I discuss the Federal Reserve Board’s pos�ng of three
new FAQs to its website regarding Regula�on Q (Capital Adequacy of Bank Holding
Companies, Savings and Loan Holding Companies, and State Member Banks). The
FAQ guidance provides addi�onal clarity on the use of credit-linked notes to
transfer credit risk. Such transac�ons can go by various names, such as capital
relief trades, credit risk transfers, or just CRTs, but whatever you call it, the wri�en
guidance from the Fed offers U.S. banks another tool to manage their capital
adequacy.

We’re covering these latest developments and more this week, including two
recent CFTC developments impac�ng event contracts for poli�cal events and the
Commission’s posi�on regarding certain large trader repor�ng obliga�ons for
futures, op�ons and swaps; the European Commission’s recent announcement on
sustainability-related disclosures in the financial services sector; and the European
Securi�es and Markets Authority’s decision to include climate risk for the first �me
in its framework for stress test exercises for central counterpar�es.

We’re always here for comments and ques�ons. Just drop me a note here. 

Daniel Meade 
 Partner and Editor, Cabinet News and Views
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CFPB Funding Challenge: Supreme Court Appears Skep�cal

By Rachel Rodman
Partner | Consumer Financial Services Enforcement and Li�ga�on

By Ken Bergman
Associate | Global Li�ga�on

By Keith M. Gerver
Associate | White Collar Defense and Inves�ga�ons

On October 3, 2023, the U.S. Supreme Court heard oral argument in CFPB v.
Community Financial Services Associa�on of America to decide whether the CFPB’s
funding structure violates the Cons�tu�on’s Appropria�ons Clause.

The Appropria�ons Clause states, in part, that “no money shall be drawn from the
Treasury, but in consequence of appropria�ons made by law.” Instead of
appropria�ng a specific dollar amount to the CFPB from the Treasury, Congress
authorized the CFPB to request a capped amount of funds from the Federal
Reserve each year. Solicitor General Elizabeth Prelogar defended the CFPB’s
funding scheme, arguing that it comports with the text of the Appropria�ons
Clause and Congress’s historical prac�ces when appropria�ng funds to the
execu�ve branch. On behalf of Community Financial Services Associa�on of
America (“CFSA”), former Solicitor General Noel Francisco argued that the CFPB’s
funding structure is uncons�tu�onal. According to Francisco, Congress “has not
determined the amount [the CFPB] should be spending.” Rather, Congress
“delegated to the Director the authority to pick his own appropria�on, subject only
to an upper limit that’s so high it’s rarely meaningful.”

Over the course of the hearing, the Court grappled with fundamental ques�ons
about the text of the Appropria�ons Clause. For example, much of the ques�oning
focused on whether the Appropria�ons Clause restricts the amount of funds that
Congress can appropriate to an execu�ve agency, prohibits or limits the dura�on of
standing appropria�ons, or requires Congress to allocate specific dollar amounts to
an execu�ve agency instead of authorizing an agency to spend up to a certain
amount. Jus�ce Alito appeared sympathe�c to CFSA’s argument that Congress
improperly delegated its appropria�ons authority to the CFPB when it created a
capped standing appropria�on to the CFPB, without se�ng a specific amount or
expira�on date for the appropria�on. Others, including Jus�ces Jackson and Coney-
Barret, were concerned that no language in the Appropria�ons Clause itself
constrains the amount, dura�on, or specificity of an appropria�on by Congress.
They highlighted the prac�cal difficul�es that the Court faces in establishing rules
for appropria�ons to execu�ve agencies (e.g., How much is too much for an
appropria�on? How long is too long for a standing appropria�on?), and whether it
is proper for the Court to make these rules in the first place.

The Court’s ques�oning also focused on whether and to what extent the CFPB’s
funding structure is unique, and whether any dis�nc�ons between the CFPB and
other agencies are cons�tu�onally significant. Jus�ce Sotomayor, for example,
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seemed to agree with the Solicitor General that Congress used well-accepted
methods to fund the CFPB, even if the combina�on of methods used to fund the
CFPB was unique. Similarly, Jus�ce Jackson did not believe that CFSA could prove
its case merely by showing that the CFPB’s funding structure was novel. By
contrast, Jus�ce Alito was troubled by the fact that there is no perfect historical
analogue for the CFPB’s funding mechanism. In one of his few statements of the
day, Jus�ce Roberts also indicated that he saw no historical analogue for the CFPB.

Oral argument suggested that CFSA will not be able to secure the five votes
necessary to uphold the Fi�h Circuit’s ruling. Jus�ces Kagan, Jackson, and
Sotomayor were vocal cri�cs of CFSA’s posi�on. Jus�ce Sotomayor, for example,
stated that she was “at a total loss” in trying to understand Mr. Francisco’s
argument. Jus�ce Coney-Barre� seemed unconvinced by Mr. Francisco’s effort to
ground CFSA’s theory in the text of the Appropria�ons Clause, and troubled by the
prac�cal difficul�es in cra�ing rules for Congress to follow when appropria�ng
funds to agencies. Jus�ce Kavanaugh appeared to disagree with CFSA’s argument
that the CFPB is improperly insulated from Congressional control because, as Mr.
Francisco conceded, Congress could discon�nue the CFPB’s funding even if doing
so would be prac�cally or poli�cally difficult. Jus�ce Alito appeared to accept
CFSA’s views of the Appropria�ons Clause issue, while Jus�ce Thomas’s posi�on
was somewhat ambiguous. Early in the hearing, Jus�ce Thomas appeared skep�cal
of what he called the “skeletal” restric�ons on Congress’s appropria�on authority
proposed by the CFPB. But later in the hearing, he appeared dissa�sfied with Mr.
Francisco’s theory as to why the CFPB’s funding violates the Appropria�ons Clause,
and prompted Mr. Francisco to “complete this sentence: Funding of the CFPB
violates the appropria�ons clause because...” Jus�ce Gorsuch and Chief Jus�ce
Roberts were rela�vely quiet during oral argument and revealed li�le about their
views.

The Court is expected to issue its decision by June 2024.



Fed Issues FAQs Clarifying That Credit-Linked Notes Can Serve as
Valid Capital Relief Tools for U.S. Banks

By Daniel Meade
Partner | Financial Regula�on

By Jed Miller
Partner | Financial Services

On September 28, the Federal Reserve Board (“FRB”) posted three new FAQs to its
website regarding Regula�on Q (Capital Adequacy of Bank Holding Companies,
Savings and Loan Holding Companies, and State Member Banks). The FAQ guidance
provides addi�onal clarity on the use of credit-linked notes (“CLNs”) to transfer
credit risk and offer capital relief to U.S. banks. While in some respects the FAQs
merely confirm posi�ons that the FRB has already taken in regard to individual CLN
transac�ons, these FAQs are nevertheless important inasmuch as they publicly
memorialize the FRB’s view of these products as valid capital management tools.

The FAQs speak to two different formats of CLNs: those issued by special purpose
vehicles (“SPV CLNs”) and those issued directly by banks (“Bank CLNs”). The FRB’s
view of SPV CLNs is rela�vely straigh�orward: per the FAQs, the FRB recognizes
that properly structured SPV CLNs cons�tute “synthe�c securi�za�ons” for
purposes of Regula�on Q and that the collateral for such SPV CLNs can serve as a
credit risk mi�gant that banks can use to reduce the risk-weigh�ng of the relevant
assets.   

The FRB’s posture toward Bank CLNs, however, is more nuanced.  According to the
FRB, unlike SPV CLNs, Bank CLNs do not technically sa�sfy all of the defini�onal
elements and opera�onal criteria applicable to “synthe�c securi�za�ons” under
Regula�on Q, such that banks that issue Bank CLNs would not be able to
automa�cally recognize the capital benefits of such transac�ons (as would be the
case with properly structured SPV CLNs). The reasons for this are twofold: first,
Bank CLNs are not executed under standard industry credit deriva�ve
documenta�on; and second, the issuance proceeds from Bank CLNs generally are
owned outright by the issuing bank (rather than held as collateral in which the
issuing bank has a security interest). Nevertheless, the FRB recognized that Bank
CLNs can effec�vely transfer credit risk; as such, the FRB is willing to exercise its
“reserva�on of authority” to grant capital relief on a case-by-case basis for Bank
CLNs where the only two features of the Bank CLNs that depart from the strictures
of Regula�on Q are those described above. In other words, Bank CLNs can offer
capital relief, but only if the issuing bank specifically requests such relief from the
FRB and the FRB decides to grant such relief under its reserva�on of authority
powers.

In his statement dissen�ng on the issuance of the U.S. Basel III endgame proposed
rules—our discussion of which is available here—Federal Deposit Insurance
Corpora�on (“FDIC”) Director Jonathan McKernan argued for increased clarity on
the FRB’s posi�on with respect to CLNs in order to provide U.S. banks with be�er
parity in rela�on to their European counterparts (which rou�nely issue CLNs in
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different formats). While these FAQs may not fully address FDIC Director
McKernan’s concerns, they do begin to provide some clarity concerning the
effec�ve use by banks of CLNs as capital management tools.   



Fight Over Poli�cal Event Futures Contracts Remains Conten�ous

By Peter Y. Malyshev
Partner | Financial Regula�on

By Nikita B. Co�on
Associate | Financial Regula�on

On September 22, the U.S. Commodity Futures Trading Commission (the “CFTC” or
the “Commission”) issued an order disapproving the lis�ng and trading of
congressional control event contracts by KalshiEX, LLC (the “Kalshi Order”), a
designated contract market (“DCM”). The disapproval, which follows the
Commission’s withdrawal of its no-ac�on posi�on regarding PredictIt—an online
predic�on market that allows par�cipants to trade swaps and futures contracts on
poli�cal elec�on outcomes—represents another blow to event contracts based
upon poli�cal events. (We previously covered the Commission’s PredictIt no-ac�on
le�er withdrawal (the “Withdrawal”) and review of Kalshi’s congressional control
event contracts (the “Kalshi Contracts”) here.) However, the procedural
circumstances of both ac�ons mean that the fight is far from over.

As we noted in our prior coverage, PredictIt brought a challenge to the CFTC’s
decision in the U.S. District Court for the Western District of Texas on September 9,
2022, reques�ng a preliminary injunc�on preven�ng the Withdrawal from going
into effect. Over a year later, on September 12, the Fi�h Circuit Court of Appeals
issued a mandate remanding the case to the District Court with instruc�ons to
enter a preliminary injunc�on in favor of PredictIt. The Court of Appeals’ ruling is
based upon its determina�on that the Withdrawal cons�tuted a final agency ac�on
—making the Fi�h Circuit the only court ever to issue such a holding.

According to the Kalshi Order, the Kalshi Contracts would be offered as cash-
se�led, binary contracts based on the ques�on: “Will be controlled by for?” The
se�lement values would be determined by the party affilia�on of the leader of the
iden�fied chamber of Congress upon every two-year term. Certain individuals and
en��es would be prohibited from trading the contracts—including Congress,
candidates for federal and statewide public office, Congressional staffers and
employees of party organiza�ons, polling organiza�ons, and PACs.

Following the Commission’s public comment period and review, it determined that
the Kalshi Contracts violate CFTC Regula�on 40.11(a) and Sec�on 5c(c)(5)(C)(i)-(ii)
of the Commodity Exchange Act (“CEA”), which prevent registered en��es (e.g.,
DCMs) from lis�ng or making available for clearing or trading contracts that involve
gaming and ac�vity that are unlawful under State law, or that are contrary to the
public interest.

Some highlights of the Commission’s reasoning from the Kalshi Order are below:

1. The Commission determined that the defini�on of “gaming” includes “the
act of staking something of value on the outcome of a contest of others”,
and that an elec�on is a contest between electoral candidates. The
Commission averred that “futures contracts tradi�onally have not been
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premised on the outcomes of a contest of others” but have “served hedging
and risk management func�ons.”

2. The Commission rejected Kalshi’s argument that state statutes and common
law that prohibit be�ng or wagering on elec�ons are pre-empted by the
Commission’s jurisdic�on over futures and swaps pursuant to the CEA.

3. The Commission determined that the Kalshi Contracts do not serve a public
interest (in par�cular, with respect to hedging and price basing) in that the
economic impacts of Congressional elec�ons are “too diffuse and
unpredictable to serve the hedging and risk management func�ons.” For
example:

The Kalshi Contracts “have no underlying cash market with bona fide
economic transac�ons to provide directly correlated price forming
informa�on” and their price forming informa�on “is driven in large
measure by polling, voter surveys” and other “opaque” and
“unregulated” processes; and

Their binary payout and frequency of se�lement “further limit[] their
u�lity as a vehicle for hedging any eventual economic effects resul�ng
from which party controls a chamber of Congress.”

4. The Commission determined, in concert with over 600 commenters (which
included members of Congress themselves), that the Kalshi Contracts
threaten the public good in that they could (or be perceived to) impact
elec�on integrity, which could, by extension, “require the Commission to
assume a role in overseeing the electoral process.” The Commission
reasoned that the lack of regula�on of the price-forming informa�on for the
Kalshi Contracts could increase the risk of manipula�ve ac�vity, and the
trading prohibi�ons set forth would not exclude all individuals who could be
mo�vated to engage in such manipula�on.

To this end, Chair Behnam, in his statement, noted that, “It makes
sense for the CFTC to have authority to combat fraud, manipula�on,
and false repor�ng in underlying commodity markets. But it is
imprac�cal for the CFTC to combat them in the underlying market here
—a poli�cal contest.  The implica�ons of such authority are vast, and
could extend in a mul�tude of direc�ons beyond the elec�on itself,
poli�cal fundraising and polling, to name just two.”

The ongoing ba�le in the PredictIt case, combined with the Kalshi Order, is likely to
force the Commission’s hand further in making a defini�ve finding whether
poli�cal events contracts are gaming and contrary to the public interest under CEA
5c(c)(5)(C). Commissioner Caroline D. Pham abstained from the vote on the Kalshi
Order, averring that any decision from the Commission with respect to the Kalshi
Contracts may violate the Fi�h Circuit’s May 1 injunc�on in the PredictIt case
against the Commission from “otherwise ‘prohibi�ng or deterring the trading’ of
contracts listed on the PredictIt Market.” Addi�onally, in her dissent, Commissioner
Summer K. Mersinger expressed her support for a no�ce-and-comment
rulemaking on event contracts, and disagreed with the Commission’s findings in
nearly every aspect of the Kalshi Order, no�ng, in par�cular, that “an economic
purpose test ..." is not men�oned in the CEA and was not designed for these types
of contracts.”

https://www.cftc.gov/PressRoom/SpeechesTestimony/phamstatement092223
https://www.cftc.gov/PressRoom/SpeechesTestimony/mersingerstatement092223


CFTC Extends OCR Final Rule Relief

By Peter Y. Malyshev
Partner | Financial Regula�on

By Nikita B. Co�on
Associate | Financial Regula�on

On September 22, 2023, the Commodity Futures Trading Commission’s (the “CFTC”
or the “Commission") Division of Market Oversight extended its no-ac�on posi�on
regarding certain large trader repor�ng (“LTR”) obliga�ons for futures, op�ons and
swaps under parts 17, 18 and 20 of the CFTC's final rule on Ownership and Control
Reports (see 78 Federal Register 69178; hereina�er, the “OCR Final Rule”). The no-
ac�on posi�on granted in CFTC Le�er No. 23-14 is an extension of relief from
compliance with certain requirements under the OCR Final Rule that has been
granted by the DMO since 2014, and will remain in effect un�l the earlier of a
Commission ac�on addressing the repor�ng obliga�ons or September 30, 2024. 
This relief applies to electronic submission of trader iden�fica�on and market
par�cipant data on several forms: Form 40, Form 71 and Form 102 (including
Forms 102A, 102B and 102S) (collec�vely, the “OCR Forms”).

Since the adop�on of the OCR Final Rule in November 2013, repor�ng en��es (i.e.,
futures commissions merchants, clearing members and foreign brokers) have
struggled with iden�fying and providing the data in many of the fields in the OCR
Forms. Recognizing the complexity of the filing requirements of the OCR Forms, in
2016, the CFTC published the OCR Technical Guidance. However, as the series of
CFTC no-ac�on le�ers indicate, market par�cipants remain unable to comply with
many of the requirements.

The no-ac�on relief extends the date for required compliance to, among other
things, (i) report informa�on rela�ng to (a) certain account owners, originators and
controllers and (b) reportable account volume levels associated with designated
contract markets and swap execu�on facili�es and (ii) file change updates. Relief
provided in this no-ac�on le�er is very fact-specific and condi�onal upon
compliance with other provisions of the OCR Final Rule and does not relieve
repor�ng en��es from the filing of OCR Forms.

In their request for an extension of the no-ac�on relief, three industry groups
(namely, the Futures Industry Associa�on (“FIA”), Commodity Markets Council
(“CMC”) and Interna�onal Swaps and Deriva�ves Associa�on ("ISDA")) expressed
the inability of repor�ng en��es to achieve full compliance with several of the OCR
Forms “due to some of [the OCR Final Rule’s] problema�c requirements.” FIA and
CMC had previously submi�ed a pe��on to the Commission reques�ng, among
other things, the codifica�on of certain no-ac�on posi�ons taken with respect to
the OCR Final Rule, the streamlining and “right-siz[ing]” of the reportable data and
a withdrawal of Part 20 in its en�rety. In connec�on with September’s extension of
the no-ac�on relief, CFTC Commissioner Summer K. Mersinger expressed support
for “a rulemaking that could address these OCR issues on a permanent basis,”
which is included in the Commission’s 2023 agenda.
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European Commission Consulta�on on SFDR

By Michael Newell
Partner | Financial Services

By Sukhvir Basran
Partner | Financial Services

On 14 September 2023, the European Commission published a targeted
consulta�on and a public consulta�on on the implementa�on of Regula�on (“EU”)
2019/2088 on sustainability-related disclosures in the financial services sector
(“SFDR”), which focus on poten�al shortcomings of SFDR, including legal certainty,
the usability of the legisla�on and its ability to stop greenwashing. Of par�cular
interest is the Commission’s acknowledgment that the SFDR is being used as a
labelling scheme (when it was designed as a disclosure regime). There is currently
no EU regulatory defini�on of, or label for, an environmental, social and
governance (“ESG”) investment product, although several industry and na�onal
fund labels exist and the Commission has observed that Ar�cles 8 and 9 of SFDR
are being used as product “labels.” Accordingly, the Commission is seeking views
on the merits of developing a more precise EU-level product categorisa�on system
based on defined criteria as well as views on the use of ESG terminology in fund
names and whether further rules on the use of terminology in fund names and
marke�ng communica�ons are required.

Four proposed criteria are being consulted on:

1. Products inves�ng in assets that specifically strive to offer targeted, measurable
solu�ons to sustainability-related problems that affect people and/or the planet;
e.g., investments in firms genera�ng and distribu�ng renewable energy, or in
companies building social housing or regenera�ng urban areas.

2. Products aiming to meet credible sustainability standards or adhering to a
specific sustainability-related theme; e.g., investments in companies with evidence
of solid waste and water management, or strong representa�on of women in
decision-making.

3. Products that exclude ac�vi�es and/or investees involved in ac�vi�es with
nega�ve effects on people and/or the planet.

4. Products with a transi�on focus aiming to bring measurable improvements to
the sustainability profile of the assets in which they invest; e.g., investments in
economic ac�vi�es becoming taxonomy-aligned or in transi�onal economic
ac�vi�es that are taxonomy-aligned, investments in companies, economic ac�vi�es
or por�olios with credible targets and/or plans to decarbonise, improve workers’
rights or reduce environmental impacts.

The two consulta�ons both close to comments on 15 December 2023. The
Commission intends to adopt a report on the SFDR in the second quarter of 2024.

ESMA report on sustainable fund names and claims
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On 2 October 2023, the European Securi�es and Markets Authority (“ESMA”)
published a study on ESG names and claims in the EU funds industry (ESMA50-
524821-2931), complemen�ng the Commission’s current consulta�on on SFDR and
EU regulators’ drives to con�nue to monitor ESG-related disclosures and to scale
up the monitoring and supervision of greenwashing.

ESMA has created a comprehensive list of ESG words and phrases, which has
allowed it to apply natural language processing (“NLP”) techniques to several large
text and numerical datasets, including one containing the historical names of over
36,000 unique EU-domiciled investment funds.  Key findings from the study that
include:

An increasing number of funds include ESG terms in their names and ESMA
has found evidence of high investor appe�te for funds with an ESG-related
term in their name. For example, the share of EU UCITS investment funds
with ESG words in their name has increased from less than 3% in 2013 to
14% in 2023.

Managers prefer to include generic ESG terms (such as “sustainable”) rather
than more specific terms, which can make it more difficult for investors to
verify that the fund por�olio is in line with the name.

Funds with ESG-related language in their names, and funds disclosing under
Ar�cle 9 of SFDR, provide more extensive ESG disclosures in their investment
strategies and documenta�on than other funds.



The UK Consults on Clarifica�on of the Requirements for
Capitalisa�on of FX posi�ons

By Alix Pren�ce
Partner | Financial Regula�on

The UK’s Pruden�al Regula�on Authority (“PRA”) has published a consulta�on
paper on the ‘Capitalisa�on of foreign exchange posi�ons for market risk’
(CP17/23). CP17/23 proposes changes to implement upcoming Basel 3.1
requirements for the maintenance of capital against posi�on exposed to FX risks
covering:

1. The treatment of items held at historical FX rates: In order to reflect the fact
that assets, liabili�es or capital currencies held on the balance sheet and
using the exchange rate at the �me of acquisi�on are exposed to con�ngent
FX risk and not to daily FX risk, the PRA is proposing to clarify that posi�ons
held at historical rates should not be included in the net risk posi�on in Pillar
1 and should be taken account of, and if necessary capitalised as part of the
Internal Capital Adequacy Assessment Process Pillar 2 calcula�ons.

2. Structural FX (“SFX”): SFX risk arises when firms hold assets, liability and
capital denominated in a currency other than their repor�ng currency,
usually due to having overseas opera�ons.  These posi�ons lead to capital
ra�o vola�lity as exchange rates move and firms need to translate their risk
weighted assets and capital resources into the repor�ng currency. SFX risk is
managed by matching movements in values of foreign currency risk
weighted assets to movements in the value of risk posi�ons to achieve broad
correla�on. Firms are already permi�ed to apply for permission from the
PRA to exempt risk posi�ons that stabilise capital adequacy ra�os and the
PRA proposes to maintain this SFX Permission but clarify it and make clearer
what firms are required to demonstrate in order to exclude posi�ons meant
to hedge capital adequacy ra�os. Firms will also now be required to
segregate SFX posi�ons from trading ac�vi�es (this is currently an
expecta�on in Supervisory Statement 13/13).

3. Pillar 1 FX risk calcula�ons and SFX mi�ga�ons: The PRA is proposing
further clarifica�on and specifica�ons for Pillar 1 calcula�ons, including
clarifica�on of the expecta�on that firms should apply to exclude the SFX
posi�on at the consolida�on level for which the posi�on hedges the ra�os in
order to adequately capitalise the FX risk at en�ty level.

Responses to CP17/23 are due by 31 January 2024.

https://www.cadwalader.com/professionals/alix-prentice
https://www.bankofengland.co.uk/prudential-regulation/publication/2023/september/capitalisation-of-foreign-exchange-positions-for-market-risk-consultation-paper
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On May 31, 2023, the European Securi�es and Markets Authority (“ESMA”)
published a final report on the framework for the 5th ESMA Stress Test Exercise for
Central Counterpar�es (“CCPs”). For the first �me, climate risk has been included
among the components of the test. In part, the inclusion of climate risk in the
Stress Test evidences the regulator’s interest in evalua�ng the impact that the
energy crisis and market disrup�on following the COVID-19 pandemic have had on
CCPs, and how CCPs have responded to such events.

ESMA has been running such Stress Tests since 2016, and they represent part of its
strategy to assess and evaluate the resilience of CCPs, which form a core element
of the financial system in the EU, providing stability and mi�ga�ng financial risks.
ESMA describes the Stress Tests as a key tool to strengthen the flexibility and
resilience of the CCPs, in order to enhance and ensure the stability and
effec�veness of the EU capital markets.

ESMA’s goal is to obtain an overview on how prepared CCPs are to tackle climate
risks. For the 2023 Stress Test, fourteen CCPs authorized in the EU and two
authorized in the UK are included in the exercise. The main components of the
Stress Test are: (i) credit stress; (ii) concentra�on risk; (iii) liquidity stress; (iv)
reverse stress; and (v) climate risk.

In order to assess CCPs’ response to climate risks challenges, the scenario
presented in the Stress Test features, among other things, the transi�on to a
carbon-neutral economy and the consequences of such transi�on. The study of the
CCPs’ business models and their reac�on to such changes will be carried out taking
into account the long-term pillars of climate risk: (i) business model risk, i.e., the
risk to the profitability and stability of a CCPs’ business model; (ii) physical risk, i.e.,
the risk that an extreme weather event could have on the CCPs and its ecosystem,
with consequences such as opera�onal disrup�ons and market instability; and (iii)
collateral replacement risk, i.e., the risk that market par�cipants might eventually
need to replace assets provided as collateral following a nega�ve evalua�on of the
eligibility of such assets.

Final Thoughts:

The decision by ESMA to include climate risk among the components of the Stress
Test evidences how EU regulators are adap�ng their approach to the evalua�on of
resilience of CCPs to increasing climate challenges. In doing so, as also remarked by
Verena Ross, Chair of ESMA, in an interview, the addi�onal innova�ve approach
adopted by ESMA was that of assessing how climate risk can impact CCPs as a

https://www.cadwalader.com/professionals/sukhvir-basran
https://www.cadwalader.com/professionals/ludovica-veltri
https://www.esma.europa.eu/sites/default/files/2023-05/ESMA91-372-2557_Framework_for_the_5th_CCP_ST_exercise.pdf
https://www.bankingsupervision.europa.eu/press/publications/newsletter/2023/html/ssm.nl230816.en.html


whole, rather than analyzing them individually, and to show how the various CCPs
are interconnected.

(This ar�cle originally appeared in Cadwalader Climate, a twice-weekly newsle�er
on the ESG market.)

https://www.cadwalader.com/cwt-climate/

