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Preliminary comments 
 

A vast majority of citizens are affected, directly or indirectly, by indices. All financial 

instruments are impacted by the use of indices: derivatives, equities and bonds. 

Commodities spot markets as well are significantly impacted by the massive 

increase in volumes of commodity index funds over the past 10 years.  

Many indices and benchmarks have become de facto public goods. As such, their 

social benefits should be maximized while the harm to the real economy and society 

as a whole resulting from their potential malproduction or misuse should be under 

the tightest scrutiny. 

The manipulation of indices and the related administrative and criminal sanctions 

regime has now been included in the Market Abuse Directive and Regulation. The 

present consultation focuses on shortcomings and risks of manipulation linked to 

indices’ production and use. Finance Watch welcomes these premises of a 

legislative initiative, complementary to the recent commitment of IOSCO and BIS to 

work on the topic.  

Proper regulation of indices is indispensable as their use as blueprint for investment 

strategies or reference for financial instruments has grown dramatically in recent 

years. There is currently an obvious regulatory gap in that supervisory authorities 

exert oversight of financial instruments but not on the production and governance of 

indices that determine the risk profile, performance and economic value of these 

instruments. 

In our response to this consultation, we are indebted to the first comprehensive 

academic approach to financial indices, Index Theory: The Law, Promise and Failure 

of Financial Indices by Gabriel Rauterberg and Andrew Verstein from Yale Law 

School1, with whom we have had fruitful exchanges. 

 

 

 

 

 

 

                                                
1
 November 2012. We replicate below the complete taxonomy produced by the authors as an 

annex to our response. We do not pretend to reflect the views of the authors, nor do we 
endorse all their arguments. http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2025124 
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Scope 

We welcome the Commission’s proposal to use the definition of benchmarks as 

added in the amended proposal for a Regulation and Directive on market abuse and 

extend it to non-financial contracts:  

‘Benchmark' means any commercial index or published figure calculated 
by the application of a formula to the value of one or more underlying assets 
or prices, including estimated prices, interest rates or other values, or surveys 
by reference to which the amount payable under a financial instrument or any 
other contract is determined 

 
Indeed we do not think that any type (rate, equity, macroeconomic, etc.) nor any use 

of benchmarks (hedging, blueprinting for investment strategies, etc.) should be left 

out of the scope. Should fall under the scope of regulation any benchmark which use 

impacts directly or indirectly retail investors or consumers in general. Indeed if no 

benchmark is a perfect representation of a market nor is perfectly adequate for its 

use (as further developed in our answers below), and while professional investors 

are or should be aware of these limitations and equipped to include them in their 

financial decisions and calculations, retail consumers are not. 

 
The scope should thus cover all benchmarks: 
 

•  used in business to consumer contracts (e.g. retail investment products and 

mortgage loans) 

•  used in business to business contracts and whose fluctuation impacts the 

price of retail goods, services or standard of living (e.g. commodities, large 

equity indices, short term rates, inflation, etc.) 

 

 

Note: We acknowledge there can be some confusion about the use of the terms 

‘benchmark’ and ‘index’. In the above definition by the Commission, ‘benchmark’ is 

use as a generic term encompassing ‘any commercial index or published figure’. 

‘Benchmark’ can also be used to characterize a specific use of an index, i.e. as a 

reference price or value to financial instruments (or transactions) or other contracts. 

In the latter case ‘index’ is the generic term. We try to avoid this confusion as much 

as is possible in our comments and answers below by using ‘index’ as the generic 

term when describing uses and purposes, and ‘benchmark’ in the overall context of 

regulation (then referring to the above definition by the Commission).   
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Chapter 1 : Indices and Benchmarks: What they are, who 

produces them and for which purposes 

 

Social benefits of Indices 

  

Rauterberg and Verstein describe three main social benefits or uses of indices: 

1. (Price) Information sharing: Indices increase price transparency. An index 

provider acts as a ‘designated investigator’, avoiding the replication of individual 

efforts (thus reducing research cost). It may stimulate investment where a high 

cost of research was deterrent. In a similar fashion, by centralizing the production 

of macroeconomic indicators and making it available to a broad audience, mostly 

free of charge, governments, universities and other public entities provide 

common references for evaluation of public policies, academic research, etc. 

2. Contracts benchmarking: Indices provide a third-party reference or benchmark 

for long-term contracts (bonds, mortgages, employment, etc.), avoiding costly 

negotiations of clauses that anticipate problems linked to the risk that an agreed 

fixed price becomes economically irrelevant. Derivative contracts obviously 

benefit from indices, allowing the implementation of sophisticated investment 

strategies as well as the hedging of market risks. 

3. Blueprinting: Index funds use indices as blueprints for investment strategies, 

benefiting investors in a) economies of scale – one ‘virtual’ investment manager 

for all, b) lower cost of governance and monitoring thanks to a single reference in 

evaluating performance and c) inherent portfolio diversification and more stable 

results (than actively managed funds) 

Informational indices such as the Consumer Price Index, Gross Domestic Product, 

etc. have existed for more than one hundred years. They are indispensable as they 

reflect complex, often nation-wide, sometimes international economic realities. 

Indices have been used for contracts benchmarking for a long time as well, 

although fixed-rate bonds still represented the vast majority of debts until the 1970’s 

and the deregulation of exchange rates. It is only at that time that derivatives 

became significant financial instruments, constituting today the main use of indices 

as underlying references. Blueprinting is the most recent – and growing, while 

controversial2 – use of indices, offering to overcome the burdens and pitfalls of both 

individual retail investment and actively managed investment funds.  

                                                
2
 Because they have become so popular, index funds have generated effects detrimental to 

the price formation mechanism on stock and commodity markets: artificial price increase 
linked to inclusion in the index, co-movement of index assets and detachment from the rest of 
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Qualities expected from an index, including ‘accuracy’, are relative to its 

use3 

While we agree with the statement by the Commission that ‘Benchmarks should 

accurately reflect the economic realities that they are intended to measure and 

should be used appropriately’, we would note that an index can only tend to 

objectivity (as a focal point) as there is no ‘perfect’ or ‘statistically correct’ way to 

reflect the underlying economic realities in one figure. For example, an equity index 

reflecting the performance of regional blue chips will see its composition and 

weighting change over time according to rules that do not exclude judgment. 

More importantly, accuracy is not an absolute value. If a market researcher will 

appreciate a ‘constantly accurate’ index, the fund manager will find such frequently 

rebalanced index detrimental, as it increases its transaction costs and the potential 

for adverse selection by opportunistic arbitrageurs4. Likewise, including tiny, illiquid 

values in an index might increase its accuracy but will be detrimental to their 

‘tradability’. 

Risks inherent to the production and use of indices 

Manipulation is one of three main risks or ‘failure’ facing indices as highlighted by 

Rauterberg and Berstein: ‘Recognizing the existence of non-manipulation harms is 

vital: many solutions to manipulation actually exacerbate underproduction or 

malproduction’.  

Underproduction refers to the risk that a socially useful index might not be 

produced or continuously updated due to a lack of incentives. The costs of producing 

an index are high while it is increasingly difficult to control its use (as the use of any 

piece of information), often sole source of profit. 

Malproduction of an index occurs when insufficient resources and attention are 

committed to the quality of its production and management, or when deliberate 

commercial trade-offs lead to a degradation of the index qualities. For example, a 

stock exchange might want to include companies in one of its indexes as a selling 

argument for listing on its platform – regardless of the adequacy of the company’s 

profile with the related index. 

 

                                                                                                                                      
the market – all three effects increasing the likelihood of bubbles and crashes. See The 
Economic Consequences of Index-Linked Investing, Journal of Indexes Europe, May/June 
2012 and Annex 2 for illustrations. 
3
 We provide in our answer to question (7) a list of qualities often cited as key to evaluate an 

index.  
4
 It is no coincidence that ETF’s are amongst high-frequency traders’ favourite instruments. 
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We would add ‘Basis risk’5 – maybe the most important one – as inversely 

proportional to the appropriateness of an index, i.e. its ability to measure adequately 

the economic reality of the contract using the index. The more an index is used for a 

purpose different from its initial one, the higher the basis risk. 

We believe that it is essential that conflicts of interest of index providers are removed 

or limited to the minimum possible – ensuring that proper incentives are in place to 

avoid the above-mentioned risks. Automatic reporting and effective supervision 

should complete the framework. See our answers in Chapter four (and Annex 1) 

below for a mapping of the failures of indices linked with the nature of indices 

providers.  

  

BOX 1 – Defining indices and benchmarks 

 

(5) To what extent are these benchmarks used to price financial instruments? 

Please provide a list of benchmarks which are used for pricing financial 

instruments and if possible estimates of the notional value of financial 

instruments referenced to them. 

We have only been able to perform preliminary work on an inventory of benchmarks. 

Completing such inventory and including references to indices in financial 

instruments’ regulatory reporting should constitute a priority in the ongoing 

preliminary work at EU and international level.  

(7) What factors do you consider to be the most important in choosing a 

reliable benchmark? Could you provide examples of benchmarks which 

incorporate these factors? 

Regardless of the nature and use of a benchmark, the following criteria should 

always apply:  

•  Neutrality of the index provider. The absence of conflict of interest (i.e. 

independence) is a crucial in limiting the risk of manipulation. Stakeholders’ 

confidence is largely based on such independence as well.  

•  Transparency of governance rules as well as of an index composition and 

calculation. Not only does transparency fosters trust but it allows users to 

analyze in depth to what extent the index is accurate and relevant to their use. 

 

                                                
5
 We use the expression in a slightly broader sense than its strict economic definition (i.e. the 

risk associated with imperfect hedging using derivatives) – see our comments under Chapter 
3 below.  
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•  Supervisory oversight: as demonstrated by the Libor and commodities ‘affairs’6, 

there is an urgent need for a proper regulatory framework and the related 

supervision, looking after both potential manipulation and benchmarks’ use and 

production. See also our response to question (12). 

Additionally, Finance Watch believes that two main factors should be considered 

when choosing a benchmark: 

•  Appropriateness or relevance for the user: we understand appropriateness as 

the essential criteria in the choice of an index. As one of the core purposes of 

many indices is to allow contractors to mitigate risks (of price fluctuations), one 

wants to ensure that the benchmark chosen is indeed correlated as much as 

possible to the economic purpose/reality of the contract. We will cover this latter 

quality in our comments to Chapter 3 below (‘The purpose and Use of 

Benchmarks’). 

•  Representativeness or accuracy necessarily complements appropriateness7. 

Accuracy refers to a strong definition and the related calculation – as described 

by the Commission: ‘An index may be developed to measure a particular price, 

quantity or value relative to a base. Ideally any index should align as closely as 

possible to the economic reality of this price or value; a benchmark should be the 

best possible measure of the economic reality its users face’.  

As mentioned earlier, the objectivity of a benchmark or index can never be perfect. In 

fact, depending on its use, such perfection should not even be a goal. A number of 

other criteria should be taken into account, balancing accuracy8: 

•  Availability: the index should be easily accessible and at low cost 

o Availability of history: enables market players to analyze the index’s 

statistical properties and the relationship with their risk profile or portfolio 

•  Consistency (up-to-dateness): is of particular importance for the operational 

function of an index  

•  Replicability or tradability: when used for blueprinting, indices should allow an 

agent to replicate its portfolio, i.e. take positions in the index components. This 

requires that such components are sufficiently liquid. 

� The most reliable index shall be one that complies without compromise to 

its provider’s neutrality, transparency and supervisory oversight, is 

appropriate to its use and offers a sound balance between accuracy and the 

three above-mentioned qualities.  

                                                
6
 http://uk.reuters.com/article/2012/11/12/uk-gas-manipulation-idUKBRE8AB15A20121112 

7
 An appropriate benchmark that is inaccurate obviously does not serve its purpose. 

8
 We draw inspiration from Pure Versus Float-Adjusted Value Weighting, in Journal of 

Indexes Europe, opcit. 
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Used as (price) information, indices should be as accurate as possible. The 

neutrality of the provider is key in this regard – this is particularly true for 

macroeconomic indices such as GDP. Transparency should allow comparability and 

international harmonization of methodologies. 

Used as benchmarks for contracts, indices should first be appropriate in regard 

with the nature of the underlying contract to serve their purpose of guaranteeing 

contract terms against volatility of economic conditions. Accuracy and transparency 

should complement this initial criterion. In the case of long-term contracts up-to-

dateness should be balanced with consistency: rebalancing should be smoothened 

in order to avoid detrimental effects to end-users (e.g. sudden and important 

changes to payments under a mortgage). In the case of derivative contracts, the 

appropriateness can be measured against the basis risk: the lower the basis risk, the 

more appropriate the benchmark.  

Used as blueprints for investment strategies, indices should be transparent and 

the provider neutral to allow investors to exert sound investment decisions. While 

replicability or tradability are obvious conditions for use as blueprint, accuracy and 

up-to-dateness of the index in this case should be put in perspective: the more often 

the index composition is rebalanced or re-weighted, the higher the cost of 

transactions and adverse selection by arbitrageurs.   

 

Chapter 2: Calculation of Benchmarks: Governance and 

Transparency 

 

If indices were ‘themselves objective facts or else factual statements about the 

world’9, there would be little justification, if any, for regulatory intervention. Because 

most indices are directly related to human choices/discretion in their calculation and 

all of them indirectly in their composition, we think the basis for a framework for 

governance and transparency put forward by the Commission in its consultation (p. 

13) is an essential piece of future legislation. 

 

 

 

 

                                                
9
 Rauterberg and Verstein, opcit. 
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BOX 2 – Use of actual transaction data 

 

When it comes to actual transaction data, we would point to the urgency of building a 

European-wide consolidated tape centralizing exhaustive information on executed 

trades. Similar mandatory exhaustive reporting of OTC transactions to trade 

repositories should complete the picture. This is an obvious first step in ensuring a 

more objective base for indices setting. 

 (9) Do you consider that indices that do not use actual data have particular 

informational or other advantages over indices based on actual data? 

See our response to question (10) 

(10) What do you consider are the advantages and disadvantages of using a 

mixture of actual transaction data and other data in a tiered approach? 

A mechanical, transaction-based process for calculating indices, transparent by 

definition, fosters trust while it reduces costs. Resulting indices have the dual merit 

of: a) reflecting a financial reality and b) making cheating more difficult as cheating 

with traded assets requests the ability to move real transactions to the level desired 

by the cheater, which is obviously much more difficult than to simply say “I think the 

market is at that point”. 

As previously stated, reaping the benefits of transaction-based indices (whenever 

transactions actually take place) requires a consolidated tape and repositories of 

OTC trades. Indeed one cannot seriously rely on ‘voluntary’ disclosure of trading 

activity as a) it barely provides a sample b) it is impossible a priori to determine if the 

voluntary trader’s reporting of its own trades is exhaustive. 

However we recognize that sufficient transactions volume is not always available 

and that in many cases human judgment is necessary. This means that the 

calculation of certain indices cannot be based exclusively on real transactions, in 

which case we favour a mix of actual transaction data and other data in a tiered 

approach.  

Transaction data should:  

•  be complemented by market stakeholders ‘surveys’ when volumes of 

transactions and number of active participants are too low to be 

representative.  

•  be used to cross-check the accuracy of ‘surveyed data’ when the latter is the 

dominant input for calculation (e.g. in the case of Libor or Euribor). 
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The use of non-transaction data does require effective regulatory oversight to ensure 

that potential conflicts of interests are addressed and expert/experienced judgement 

is exercised. 

BOX 3 – Governance and transparency of underlying data 

 

(12) What specific transparency and governance arrangements are necessary 

to ensure the integrity of benchmarks? 

See our response to question (7). Additionally, the following principles and 

arrangements should apply: 

•  anticipation of conflicts of interests: just as any trader will analyse a 

methodology to see how he / she can make money from possible flaws and 

biases, regulators should analyze proactively and preemptively possible 

conflicts of interests leading to manipulation or other risks and take action to 

align interests 

•  Index providers and entities contributing to index calculation (by submission 

of price estimations or transactions data) should be held responsible for any 

failure in the process of calculating an index, leading to outright manipulation 

or penalizing retail investors and consumers. Such responsibility includes 

proper training, skills, experience and supervision of staff involved. 

•  index providers should have in place processes and controls to validate the 

integrity and reliability of submissions and preventing improper influence 

•  full transparency on submissions and related communications, results of 

audits on the process should apply, towards the public (anonymously if 

necessary), regulators (including detailed identification of involved parties) 

and other market participants (delayed if necessary) as they are best 

positioned to exercise market discipline.  

 

For the avoidance of doubt, we would like to clarify some of the regulatory 

principles we believe are key: 

 

 

1. The rate setting and calculation process should be supervised by regulators 

and not by organisations representing private interests. This is an important 

point and it has to be emphasised that even an improved Governance  

mechanism in the private associations currently controlling the process will 

not be a sufficient game changer in that respect.  
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2. When it comes to deciding which authority should supervise the process, two 

fundamental principles must be respected: 

 

a. that authority must have as little proximity as possible with the 

supervised contributors as proximity has proven over and over again 

to be hardly compatible with a strict and non-complacent control; 

b. that authority should not have a national dimension (should be 

supranational) as national authorities always have a tendency to 

include in the set of parameters feeding their thinking the commercial 

interest of the financial market place they have the responsibility of 

supervising.  

c. It has to be understood here that if European political leaders want to 

restore confidence in the financial sector, the supervisory mechanism 

cannot be based on arguments around international competition 

between financial centres: what is at stake here is whether financial 

markets can still serve society, something that requires that trust is 

restored. The regulator in charge of supervising the process should 

be given the following powers: control/supervise the process 

(including calculation) on a daily basis; 

d. be able to investigate all alleged misbehaviors 

e. if necessary, engage civil responsibility of banks after investigation  

f. if necessary, engage personal responsibility of operators after 

investigation  

g. if necessary, engage personal responsibility of banks managers after 

investigation 

(13) What are the advantages and disadvantages of imposing governance and 

transparency requirements through regulation or self-regulation? 

We are much aligned with Mr. Barnier when he says: ‘The only thing that’s not 

possible is self-regulation or the status quo10’. The Libor case, recent affairs related 

to gas price fixing in the UK, regular complaints by end-users of oil markets all 

highlight the need for regulation as the only credible option. We thus support the 

implementation of a regulatory framework as described in our responses to 

questions (7) and (12). 

The administrative and compliance costs can hardly be an argument against 

regulation given the importance of indices in the financial system today. Moreover, 

such costs will be limited for market participants that already have in place a sound 

governance structure.  

 

                                                
10

 EP hearing on LIBOR, September 24
th
 2012 
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(14) What are the advantages and disadvantages of making contributing data 

or estimates to produce benchmarks a regulated activity? Please provide your 

arguments. 

The main advantage of a regulatory oversight of data contributors would be to 

ensure that they are accountable, as they play a key role in the process of indices 

production – and often have the ability to manipulate it. Index providers should be 

responsible to control the application by data contributors of the regulatory 

framework. A minima, index providers should include in their mandatory reporting to 

supervisors an exhaustive list of data contributors with detailed identification. Such 

list would additionally allow a mapping of main contributors per type of index. 

 

BOX 4 – The contributors of the data 

 

(16) How should panels be chosen? Should safeguards be provided for the 

selection of panel members, and if so which safeguards? 

To cover a large volume of transactions, benchmark providers need the contributions 

of the biggest players (cf. our draft inventory). In the long run, this may threaten 

access to information for smaller players and deny the specificity of certain small 

player-to-small-player transactions. 

Therefore, the following principles should be followed: 

•  eligibility principles need to be written and binding for panel selection 

committees 

•  panels should always aim at reflecting the diversity of market players 

•  rules of governance should comply with antitrust law provisions on 

exchanges of information 

•  lowering the quality of the benchmark definition should never be the way to 

increase panel sizes with a view of diminishing the risk of manipulation (cf. 

Euribor / Libor example below). 

(17) How should surveys of data used in benchmarks be performed? What 

safeguards are necessary to ensure the representativeness and integrity of 

data gathered in this way? 

The starting point should be full transparency via regulatory reporting on consulted 

parties in data surveys. Furthermore, such parties should be registered as such to 

guarantee accountability and the selection should reflect market participants’ 

diversity. 
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At definition level: a benchmark has to prove that it has a robust definition, has an 

economic meaning and is not structurally subject to manipulation. 

 (18) What are the advantages and disadvantages of large panels? Even in the 

case of large panels could one panel member influence the benchmark? 

This question can be best illustrated by comparing the cases of LIBOR and 

EURIBOR. LIBOR and EURIBOR have both very different definitions and very 

different sizes of panels. 

Definitions: 

LIBOR is defined as: “The rate at which an individual contributor panel bank could 

borrow funds, were it to do so by asking for and then accepting interbank offers in 

reasonable market size, just prior to 11.00am London time.” 

EURIBOR is the rate at which euro interbank term deposits are being offered by one 

prime bank to another within the EMU zone. 

As can be seen, the main two differences between the two rates are:  

1) that LIBOR reflects a cost of borrowing whereas EURIBOR reflects a price of 

lending (even though a bank’s cost of lending in the interbank market is by definition 

another bank’s cost of borrowing) and  

2) a LIBOR contribution reflects the estimated cost of borrowing for the bank 

contributing whilst a EURIBOR contribution reflects the contributing bank’s conviction 

about the cost at which a prime bank (i.e. not necessarily the contributing bank) 

would offer  term deposit to another prime bank (this has the implication that some 

banks contributing to the EURIBOR panel and which do not consider themselves as 

prime banks notoriously contribute, without going against the definition of EURIBOR, 

a rate different from the rate at which they would themselves offer funding in the 

market).      

Concerning the EURIBOR definition, it must be noted that it does not define what a 

prime bank is. Among other issues, the relevance of contributions not necessarily 

reflecting the contributing banks’ position could be questioned. 

Panel sizes:  

Comparing the main two short term interest rate benchmarks, there is a significant 

difference between the number of banks contributing to USD LIBOR (18) and banks 

contributing to EURO EURIBOR (44). 

The fact that LIBOR has a significantly smaller number of contributors makes it by 

definition more prone to manipulation. But it has also a stronger, if not perfect,  
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definition than EURIBOR. Conversely EURIBOR has a bigger panel of contributors 

which makes it less prone to manipulation (despite apparent manipulation attempts, 

these attempts have not been successful to our knowledge). This latter characteristic 

is linked to bigger panel sizes for EURIBOR which dilutes mechanically the impact of 

any one contributor in particular. 

If we draw a lesson from this comparison, it is that the advantage of a large panel 

(less possibilities of manipulation) can come at the price of a weak definition that 

diminishes the economic meaningfulness of the benchmark. It can even be argued 

that the reason why EURIBOR attracted such a large panel was because of its 

weaker definition, i.e. ambiguity on the definition of a prime bank and possibility for a 

bank contributing to consider that it is not itself a prime bank, therefore contributing a 

rate that would not be the rate it would deal at without manipulating the benchmark 

as it respects its definition… In other words, a weaker definition can attract a larger 

number of contributors to a panel as it makes for a less demanding participation to 

the panel, thereby diminishing the risk of manipulation at the risk of emptying the 

benchmark from its supposed economic meaning. 

Conversely, the stricter the definition, the more economically meaningful the 

benchmark is but the smaller the number of contributors to the panel and the greater 

the risk of manipulation. 

It can be seen that the key will be to strike the right balance between the strength of 

the definition and the size of the panel.  

(21) What do you consider to be the advantages and disadvantages of 

mandatory reporting of data? Please provide examples. 

We do not see any disadvantage to exhaustive and mandatory reporting of data. It is 

the basis for a sound price setting mechanism as well as regulatory action. 

(22) For entities contributing to benchmarks which are regulated by financial 

regulation, what would be the advantages and disadvantages of bringing their 

benchmark submissions under the scope of this framework? 

The main advantage is the increased trust this would bring, fostering market 

participation. As mentioned above, the additional cost should be limited for any entity 

that already applies sound governance (process oversight) principles. 
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BOX 5 – Index calculations 

 

(23) Do you consider that responsibility for making adjustments if inadequate 

data is available should rest with the contributor of the data, the index provider 

or the user of the index? 

As users as well as contributors of the index would find themselves in a potential 

situation of conflict of interest in such a case, we believe that only index providers 

should be responsible for making such adjustments.  

It should also be noted that 1) it is the index provider’s responsibility to make 
adjustments and 2) controlling input from contributors is part of its core function. 

(28) Who should have the responsibility for auditing contributed data, the 
index provider or an independent auditor or supervisor? 

While the index provider should be held accountable for controlling contributed data 

on a day-to-day basis, it is absolutely crucial that audits are performed by an 

independent auditor (that would report findings to both the index provider and the 

supervisor) or supervisors. It is one essential mean of mitigating the risks of conflicts 

of interest leading to possible manipulation and restoring/maintaining stakeholders’ 

confidence. 

(29) What are the advantages and disadvantages of making benchmarks a 

regulated activity? Please provide your arguments. 

We have already mentioned that given the range and impact of indices on our 

financial system and the fact that recent news has proved self-regulation to be 

inefficient, the currently regulatory gap should be closed as soon as possible. This 

will be a key measure to restore confidence. We do not see any disadvantages to it, 

within the scope we propose in our introduction. Administrative and compliance costs 

are largely balanced by benefits for all stakeholders that will in turn benefit index 

providers and contributors themselves.  

The main benefits of making benchmarks a regulated activity would be to allow the 

enforcement of the following key qualities: 

•  Neutrality/independence: removal of conflicts of interest as systematically as 

possible and mitigation by effective governance, controls and incentives 

elsewhere 
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•  Transparency to the public and supervisors as defined in binding standards. 

Transparency can be an incentive to avoid manipulation. For example, if all 

index users have access to data submissions, they will easily identify 

manipulative behavior, which will result in a loss of trust in the index provider. 

This in turn could be directly detrimental to the profits of the index provider, 

thereby incentivizing the provider to avoid any manipulation 

•  Appropriateness (purpose): there is currently no safeguard nor principles 

defined to protect end-users against the potential inappropriateness (i.e. a 

poor measurement of the economic reality that the user faces) of the index 

used as reference in their financial instruments or other contracts.  

•  Accuracy: Due to a lack of mandatory, centralized reporting of transactions 

(including OTC), little transparency as to the detailed definition of the index 

and the methodology used to calculate it, no harmonization of best practices, 

accuracy can fluctuate significantly from one index to the other   

 

Chapter 3:   The Purpose and Use of Benchmarks 
   

Using ‘basis risk’ as a measure of the (in-) adequateness of an index  

A self-regulation principle will state that competition will let the ‘best’ benchmarks 

impose themselves. But as we discussed in our response to question (7), there is no 

‘absolute’ definition of a perfect benchmark – such definition only exists relatively to 

one’s specific purpose in producing or using such benchmark.  

We just mentioned that benchmarks in general serve the essential purpose of 

covering the risk of ‘detachment’ between the price of a financial instrument or other 

contract and the underlying economic realities this contract represents. Strictly 

speaking, ‘basis risk’ describes this potential detachment or ‘decorrelation’ for 

derivatives. We use the term here in an extended meaning, applicable as well to 

other contracts such as bonds, mortgages or even employment contracts11: the more 

appropriate the index used to benchmark payments under these contracts, the lower 

the basis risk. The term would apply as well to macroeconomic indices on which 

nation-wide policy measures are based: if these indices do not measure adequately 

the economic realities they should represent, these policy measures will be 

inappropriate and miss their objectives. 

                                                
11

 Mortgages should be benchmarked on indices reflecting housing market prices, 
employment contracts on indices reflecting the cost of living. If not the case, home-owners 
and employees run the risk, for the first one to pay too much relatively to the value of the 
house, for the first one to see its salary decrease (sometimes sharply) in actual value over 
time. 
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BOX 6 – Controlling the use of benchmarks 

 

(30) Is it possible and desirable to restrict the use of benchmarks? If so, how, 

and what are the associated costs and benefits? Please provide estimates. 

Yes it is both desirable and possible. It is desirable because there are natural, 

various incentives for index providers and users alike not to provide the most 

appropriate indices to end-users. They will mostly benefit from liquid, tradable 

indices while end-users would benefit from more tailor-made products. A provider 

generates profits based on the use of an index, e.g. by banks and asset managers 

using it to benchmark their products on it, while these institutions benefit from using 

liquid and “ready to use” indices when offering hedging products, investment 

solutions or loans to end-users. 

The situation is very different for end-users and retail investors or borrowers as the 

basis risk is higher when indices are more generic – while they are not in a position 

to pass on this risk to third parties and will have to absorb it. In the law suits that 

have been filed as a consequence of the Libor manipulations, an impressive variety 

of uses of those benchmarks has been evidenced. 

It is possible to restrict the use of benchmarks by limiting the basis risk (in the 

slightly extend acception defined above) faced by retail investors or, indirectly, 

consumers 

In order to prevent the systemic passing-on of basis risk to end-users, European 

legislation provides contradictory examples. Let us take the example of a person 

who is looking for housing. 

•  If that person decides to rent the house, German and French laws provide that 

the rent can be indexed to certain rates only (and those rates are calculated by 

public institutions), or at least that the increase in the rent cannot be superior to 

the variation of those rates.12 In France at least, this also applies to commercial 

loans. 

•  If that same person decides to buy the house, the loan can be indexed on 

basically anything. Mortgage loans are very often linked to Libor or other 

wholesale rates. But high interbank rates only indicate tensions on the money 

market, which may have little, if anything, to do with the real estate market or the 

long term costs of funding of private individuals.  

 

                                                
12

 Section 557b BGB for German law, Article L145-38 Code de Commerce for French law. 



 

18 
 

 

Restricting the uses of indices for end-users would be an important step towards 

better consumer protection. On the contrary, if the use of benchmarks is not 

restricted, financial institutions with high bargaining power may be able to impose the 

linkage of contracts to inappropriate benchmarks. 

(31) Should specific benchmarks be used for particular activities? By whom? 

Please provide examples. 

See our remarks under chapter 3 and response to question 30. The very purpose of 

controlling the use of benchmarks is to ensure that they are appropriate to the needs 

of end-users. A mortgage should use as benchmark an index reflecting the price of 

real estate in a representative location.    

(32) Should benchmarks developed for wholesale purposes be used in retail 

contracts such as mortgages? How should non-financial benchmarks used in 

financial contracts be controlled? 

The fact that a benchmark was developed for wholesale purposes does not mean 

that it is inappropriate for retail contracts such as a mortgages. It could indeed 

measure accurately the value of the housing market in a specific area, just as 

another benchmark developed for retail purposes in a specific market could be 

inappropriate in another, whether used by wholesale or retail players. The main 

criteria should be appropriateness, regardless of whether a benchmark has been 

created for wholesale or retail purposes initially.  

Now, with a view of sticking to the example suggested in the question, the 

appropriateness of the LIBOR when used as reference for retail mortgage contracts 

is highly questionable… It is precisely because such use is widespread that we urge 

regulators to include the use/purpose of benchmarks within the scope of future 

legislation. 

See our response to question (33) for elements on the controls of the 

appropriateness of non-financial benchmarks used in financial contracts. We do not 

see any specific additional problem arising when using non-financial benchmark: the 

same measure of ‘basis risk’ should be used to discriminate between appropriate 

and inappropriate benchmarks. 

(33) Who should have the responsibility for ensuring that indices used as 

benchmarks are fit for purpose, the provider, the user (firms issuing contracts 

referenced to benchmarks), the trading venues or regulators? 
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All four, with different roles:  

•  regulators should set guidelines allowing to define appropriateness in terms 

of levels of basis risk, i.e. what is the minimum level of correlation with the 

underlying economic reality of the contract required for a benchmark to be 

allowed as a reference 

•  trading venues should be responsible to control appropriateness, following 

guidelines defined by regulators, when accepting (or not) contracts to be 

traded on its platform 

•  users (typically  banks and asset managers) should be held responsible for 

selecting an appropriate benchmark, applying regulatory guidelines 

•  providers should be held responsible for an accurate description/definition 

of the economic reality their indices represent, allowing users to select 

the most appropriate benchmark 

 

Chapter 4: Provision of Benchmarks by Private or Public Bodies 
 

BOX 7 – Provision of benchmarks by public bodies 

 

(34) Do you consider some or all indices to be public goods? Please state your 

reasons. 

Looking at the definition of a public good: a public good has the double characteristic 

of being ‘non-rivalrous’ and ‘non-excludable’.  

If all indices are ‘non-rivalrous’ (their use by one agent is not diminished by their use 

by another agent),  it could be (and is often) argued that most of them are 

‘excludable’ (meaning that their use is restricted to users paying a license fee and 

that therefore non-paying agents are excluded).   

Yet, we consider that when a benchmark is used either for blueprinting or to serve as 

a reference for retail products it is impossible to consider that it is still excludable 

even if an intermediary somewhere along the chain has paid a license fee. By 

construction, it is inconceivable to exclude a home buyer from knowing what he / she 

has to pay on his / her Euribor linked mortgage loan or to exclude a retail investor 

owning a DAX or a CAC 40 index fund from knowing what the level of the index is. 

In summary, all indices are non-rivalrous and indices used for blueprinting or retail 

products are ALSO non excludable.  
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We therefore consider that indices used for blueprinting or retail products are public 

goods. 

(35) Which role do you think public institutions should play in governance and 

provision of benchmarks? 

The bare minimum role public institutions should play is efficient oversight of the 

production and use of benchmarks, defining and controlling the application of the 

regulatory framework and apply sanctions when necessary. See our response to 

question (12). 

(36) What do you consider to be the advantages and disadvantages of the 

provision of indices by public bodies? 

Rauterberg and Verstein propose a useful distinction between three types of index 

providers13, that will help us structure our answer to this question:  

•  Public: governments, universities, non-profit associations, individuals. “All serve a 

public purpose of providing information without the ambition to recoup profit. 

These public-minded indices are policy-oriented and responsive to their creators’ 

agendas rather than profit” – GDP, CPI, etc. 

•  Product: privately-owned index providers “create indices as their primary 

business. They provide the index and seek to exceed costs by charging users for 

the privilege of the index’s use. They make and sell their product – indices – just 

as other firms make and sell widgets. The S&P 500 and Platts are both product 

indices”. 

•  Byproduct: these “index providers produce the index as an incident to some 

other profit-making activity. For example, the Libor panel banks help to create 

Libor and the New York Mercantile Exchange creates the NYMEX index, but 

neither is primarily motivated by the desire to sell the use of their index. 

International banks have always used Libor to support other products – at first 

loans, and now swaps – rather than as a standalone product”.  

The crucial question at stake here is: what is the ‘business model’ of index providers 

that creates the less conflicts of interest and generates the most effective incentives 

to demonstrate neutrality / independence and produce appropriate (rigorously 

defined), accurate and transparent benchmarks? We would like to bring some 

elements of response, with no pretention of being exhaustive or of bringing a solution 

suiting all possible situations.  

See tables in ANNEX 3. 

                                                
13

 See Annex 1 
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(37) Which indices, if any, would be best provided by public bodies? 

Potentially any index under the scope of regulation as we propose to define it above 

could be provided by public bodies. As these indices have an impact on all citizens, 

there should be little complacency in determining what is the best business model to 

deliver these indices in an appropriate, accurate and transparent manner, with 

minimum conflict of interest – which brings us back to question (36) and the ‘pros 

and cons’ tables. 

High-level, criteria for indices to be produced by public bodies should include: 

•  Lack of economic incentives for ‘product’ providers combined with high 

social benefits of the index use 

•  High social benefits combined with demonstrated inability of ‘product’ or 

‘byproduct’ providers to deliver neutral, appropriate, accurate indices 

 

(38) What conflicts of interest would arise in the provision of indices by public 

bodies? What would be the best way of avoiding these conflicts of interest? 

See our response to question (36) and related tables. 

 

Chapter 5: Impact of Potential Regulation: Transition, Continuity 

and International Issues. 
 

BOX 8 – Impact of changes 

 

(39) What are the likely transition challenges, costs and timelines for relevant 

benchmarks? Please provide examples. 

Three types of change could affect existing benchmarks: 

1. Implementation of a regulatory framework: will include administrative and 

compliance costs that should be reasonable for any index provider that has in 

place proper governance and control systems  

2. Change in business model for some indices: some indices might be 

‘reallocated’ from one type of provider to another – as is the case today with 

LIBOR, creating challenges and opportunities for existing and new players. 

Increased scrutiny over the quality of indices will be a positive factor for 

financial users and for financial services providers using benchmarks. 
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3. Change in the calculation of indices: particular attention must be paid here to 

indices used as reference to a significant, and sometimes enormous, notional 

value of financial instruments.  This is typically the case with Euribor and 

Libor where a change of calculation could trigger early termination clauses for 

potentially hundreds of trillions of financial contracts. As this situation would 

simply be impossible to manage, any action on that front must be considered 

and assessed very carefully (something beyond the scope of this 

consultation).  

(42) What positive or negative impacts, if any, do you see on small and 

medium-sized enterprises of the possible regulation of indices, and how could 

any negative impacts be mitigated? 

We do not see how regulation of indices could negatively impact small and medium 

sized enterprises. On the contrary, it seems that smaller players in the financial 

industry, corporate clients and consumers could only benefit from such rules. 

An interesting illustration of this point can be found in a Morgan Stanley research 

paper (http://www.ft.com/intl/cms/d82d6286-cc48-11e1-839a-00144feabdc0.pdf) that 

shows that only small or medium sized enterprises are the real victims of the 

scandal. Indeed, the paper assumes: “the banks will not sue each other and 

exacerbate negative headlines for the overall industry”. Also, banks usually have so 

many assets linked to Libor that it is almost impossible to fathom an overall impact. 

That is not so for small or medium sized clients. For example, in one of the main 

cases hitherto, the claimant is the Mayor and City Council of Baltimore, which sued 

15 banks for compensation (MAYOR AND CITY COUNCIL OF BALTIMORE, ET 

AL., v. BANK OF AMERICA CORPORATION, ET AL.,). Another important case 

involves Credit Suisse and METZLER INVESTMENT GMBH, a German 750-

employees management fund. 

  

 
 

 

 

 



 

23 
 

ANNEX 1 – Index Theory: Taxonomy14 
 

 

 

  

                                                
14

 Rauterberg and Verstein, opcit. 
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ANNEX 2 – Blueprinting or index ‘investment’ 
 

The next 2 pages reproduce charts from a very interesting paper from Jeffrey 
Wurgler on ‘The Economic Consequences of Index-Linked Investing’. We believe the 
discussion falls within the scope of this consultation, as future regulation could 
include the use/purpose of indices. 
http://www.indexuniverse.eu/europe/publications/journal-of-indexes/articles/8274-
the-economic-consequences-of-index-linked-investing.html?start=8&Itemid=202 

There has also been a lot of criticism and analysis performed about the negative 
influence of commodity index funds both on  

- the price formation mechanism on commodity derivatives markets: index funds 

increase dramatically the proportion of market participants that are not 

interested in physical delivery or hedging of spot prices – in a nutshell, 

participants with strictly speculative strategies 

- commodities spot prices: the amount of capital flowing into commodity 

derivatives or physical markets has put spot prices under increased pressure, 

while fundamental factors are already pushing prices up. 

The below chart is an extract of Finance Watch’s ‘Investing not Betting’ report: 
http://www.finance-watch.org/2012/04/investing-not-betting-download-finance-
watchs-position-paper-on-mifid-2-2/ 
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ANNEX 3  *****WORK IN PROGRESS*****First approach to comparative 
advantages of Index Providers’ Business Models 

Public Index Provider 

Appropriateness 

Pros  -will often be the sole purpose of an index creation and use 

Cons    

Mitigation   

Manipulation 

Pros 

 -accuracy is motivated by own use of indices relating to public  
policies 
 -no ‘judge and jury’ situation as no ‘own-book’ trading 
 -no big clients to favor 

Cons   -potential political gain motivation 

Mitigation 
 -should be attached to ESA’s rather than to political bodies 
 -focus should be on consistency to avoid changes in calculation  
methods following changes in political majorities or agenda  

Malproduction 

Pros 
-accuracy is motivated by own use of indices relating to public  
policies  
-no conflict of interest 

Cons  

 -potentially little expertise from a market perspective 
 -no financial incentive to produce well 
 -no penalty 
 -no incentive to keep costs efficient/low 

Mitigation  -enforce strong governance and quality standards 

Underproduction 

Pros 
 -not dependent on profitability 
 -not depend on use (as is the case for byproduct) 

Cons  
 -changing political majorities or agenda might lead to lesser 
focus 

Mitigation   
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 *****WORK IN PROGRESS*****  

Private Index Provider 

Appropriateness 

Pros 
 -indices can be produced to be appropriate if there is a 
business rationale for it 

Cons   -focus on profit/tradability rather than appropriateness 

Mitigation 
 -regulation to enforce appropriateness (‘basis risk’ test) when 
index impacts public 

Manipulation 

Pros  -incentive to be successful and maintain reputation 

Cons   -incentive to favor big clients 

Mitigation 
 -disclose submissions to all clients: the smaller client will 
easily spot an attempt by larger ones to manipulate the index 
output (market discipline) 

Malproduction 

Pros  -incentive to be successful and maintain reputation 

Cons  
 -pressure to increase profit/reduce cost might result in 
inexperienced, poorly skilled and trained staff 

Mitigation   

Underproduction 

Pros  -financial incentive to maintain production at proper level 

Cons   -sole incentive to maintain production is financial  

Mitigation   
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 *****WORK IN PROGRESS*****  

Byproduct  Index Provider 

Appropriateness 

Pros   

Cons   -creation of index for own use, not client 

Mitigation 
-regulation to enforce appropriateness (‘basis risk’ test) when 
index impacts public 

Manipulation 

Pros   

Cons  
 -strong potential for built-in conflicts of interest 
 -low revenue stream from index thus small exposure to 
reputational risk   

Mitigation  -align interest by shifting business model to private or public 

Malproduction 

Pros   

Cons  
 -low revenue stream from index thus low impact of 
reputational risk 

Mitigation  -align interest by shifting business model to private or public 

Underproduction 

Pros   

Cons  
 -little incentive to maintain production if costs become higher 
than benefits from use 

Mitigation  -align interest by shifting business model to private or public 
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