21.01.2005

Response to CESR’s Draft Technical Advice
on possible Implementing Measures of the Directive 2004/39/EC on Markets in Finan-
cial Instruments
of the BaFin-Group German Energy Market

2"? Set of Mandates / Consultation Paper of October 2004

l. Introduction

The Directive on Markets in Financial Instruments (Directive 2004/39/EC — MiFID) provides
for the Lamfalussy Procedure, meaning the Commission shall adopt implementing measures
with respect to a number of provisions of the Directive. Before the Commission presents its
proposal for implementing measures it seeks technical advice on these measures from the
Committee of the European Securities Regulators (“CESR”). In response to the Commis-
sion’'s mandate CESR prepared a Draft Technical Advice which it made public in October
2004. CESR invited interested circles to respond to its Draft Technical Advice until January
21, 2005. CESR's Draft Technical Advice addresses inter alia certain definitions of Article 4
and Annex | Section C of the MiFID which determine the scope of application of the MiFID
and in particular its extension to commaodity derivatives.

The energy market companies which are members of the BaFin-Group German Energy Mar-
ket are aware that the Draft Technical Advice takes into account many of the specifics of the
energy market and we hence basically welcome the approaches of the Draft Technical Ad-
vice concerning the energy market. However, we prepared this paper in response to CESR’s
Draft Technical Advice thereby commenting on those questions and suggestions which are
linked to the definition of “for commercial purposes”, “commodities”, characteristics of deriva-
tives and investment advice to address and further emphasise these specifics in order to
achieve an appropriate Technical Advice concerning our businesses.

Il. Response to CESR's Draft Technical Advice

1. Definition of investment advice (Art. 4 (I) no. 4 MiFID)

Extract from MiFID - Article 4 (1) no. 4:

“Investment advice” means the provision of personal recommendations to a client, either
upon its request or at the initiative of the investment firm, in respect of one or more transac-
tions relating to financial instruments.

Extract from the mandate from the Commission:

DG Internal Market requests CESR to provide technical advice on possible implementing
measures on the definition of “investment advice” and in particular on the criteria for differen-
tiating a personal recommendation from

- general recommendations,

- marketing communications,

- information given to the clients or from
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- simple offers,

- the activities carried out by tied agents.

a) Advice on the use of a certain type of service

CESR considered whether advice on the use of a “service” (e.g. advice on the merits of us-
ing a particular broker or investment manager) should be covered by the term “Investment
advice”. It asks therefore in Question 1.1:

1.1 Do you agree that advice on services, such as the recommendation to use a particular
broker, fund manager or custodian, should not be covered?

Our response: We agree that advice on certain kinds or types of services, such as services
of a broker or market maker, should not be covered by “investment advice”. The inclusion of
the service advice into the “investment advice” would go beyond the scope of Article 4 (1) no.
4 MIFID which relates to the provision of personal recommendations about one or more
transactions relating to financial instruments. The decisive criterion for “investment advice” is
the personal recommendation which has a relation to a financial instrument.

b) Theterm “personal”

CESR explained its opinion about the meaning of the term “personal” information in contrast
to general impersonal information. CESR recognized that personal implies that the expres-
sion, hint, information, advice has to have a certain relation to a client’s or customer’s spe-
cific situation. On the other hand CESR opined that “personal” could also mean a kind of
“personal relationship” between the service provider and the customer. It asks therefore in
Question 1.2:

1.2 Do you agree with the approach that a personal recommendation has to be held out as
being suited to or based on a consideration of the client’'s personal situation or do you con-
sider this criterion to be unnecessary or ambiguous and would like to refer to the bilateral
nature of the relationship and bilateral contact between the firm and its client? In the latter
case which criteria would you use to differentiate between a “personal recommendation” and
a “general recommendation” or a “marketing communication”?

Our response: We think it is necessary that a personal recommendation is based on a con-
sideration of the client’'s circumstances and is being suited to the client’s specific situation. If
we do not have this concept of “personal”, there will occur remarkable difficulties in distin-
guishing general marketing activities, simple offers and advertising information aimed at cer-
tain clients (which can also be rendered on basis of a personal relation) from a personal rec-
ommendation in the meaning of the MiFID's “investment advice”.

However, the existence of a bilateral relationship between the firm and the client, may it be
personal, by email or by telephone, could be a first indication in the determination process
between an investment advice in the meaning of the MiFID and other kind of information pro-
vided for clients. But the sole existence of a bilateral relationship between a firm and a client
should not be the decisive criteria for considering a communication between a client and a
firm as investment advice in the meaning of MiFID.

c) Oneor more transactions relating to financial instruments

CESR considered further if generic information should be covered by “investment advice”.
Generic information means a wider range of investment information such as general financial
planning and asset allocation. Such a broad definition could - according to CESR - enhance
investor protection and prevent some market distortions between (licensed) firms rendering
specific advice related to financial instruments and other firms rendering generic financial
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information. CESR thinks the broader as well as the narrower interpretation could be possi-
ble under Art. 4 (1) no. 4 MIFID. It therefore asks in Question 1.3:

1.3 Do you think it is reasonable to restrict “investment advice” to recommendation of specific
financial instruments or is it necessary to cover generic information including financial plan-
ning and asset allocation services for financial instruments?

Our response: We think generic information such as financial planning and asset allocation
services should not be regarded as investment advice. In consideration of the Article 4 (1)
no. 4 MiFID we think the concept of the financial service “investment advice” should be re-
strained to transactions in financial instruments. If investment advice could also be any gen-
eral information related to financial planning without addressing a specific transaction or
transactions in financial instruments it would exceed the scope of the definition in Article 4 (1)
no. 4 MiFID.

d) Contract

CESR is of the opinion that a contractual relationship with the client should not be prerequi-
site for the provision of investment advice. CESR bases its opinion on the fact that some ju-
risdictions provide for concepts such as pre-contractual liability or implied agreements with-
out consideration while others do not. The conditions for the formation of a contract and li-
ability vary according to the relevant jurisdiction. However, CESR recognizes that the actual
existence of a contract between the firm and the client about “continuous investment advice”
could constitute a strong indication and will be one of the factual circumstances which will be
considered for the assessment whether investment advice is being provided.

Our response: We think that the existence of a contract should be a prerequisite for the de-
cision whether investment advice is being rendered. Investment advice in the meaning of
Article 4 (1) no. 4 MiFID shall be a financial service. It is very unlikely that a financial service
is being rendered without having the expectation of consideration, meaning not to have any
contractual basis on grounds of which the service is being rendered. A contractual relation-
ship is in both roman as well as common law jurisdictions generally considered as the basis
for an exchange of services or goods against consideration. The distinction between per-
sonal recommendation and general information, marketing activities or simple offers should
take into consideration the existence of a contract. A personal recommendation shall be ren-
dered for consideration whereas adverts, marketing offers and other forms of general infor-
mation are generally provided for free. If, however, a contractual relationship is not seen as a
constitutional requirement for investment advice the existence of a contractual relationship
between the investment firm and the client could at least constitute a strong indication in the
assessment whether investment advice is provided or not.
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e) CESR's Draft Level 2 Advice - Definition of investment advice (Box 1)

Definition of Investment advice

1. ,Personal recommendation means any information given to a person including a
value judgement or opinion or any other express or implicit recommendation whether
to a) by, sell, subscribe for, exchange, redeem, hold or underwrite one or more fspe-
cific} financial instruments or b) to exercise, or not to exercise, any right conferred by
one or more fspecific} financial instruments to buy, sell or subscribe for one or more
financial instruments, or c) to carry out any other transaction relating to one or more
[specific] financial instruments that is held out, either explicitly or implicitly, or the
recipient as being suited to, or based on a consideration of, his personal circum-

stances [eris-made-in-a-bHateralcommunication-orrelationshipi.

Question 1.2 — Do you agree with the approach that a personal recommendation
has to be held out as being suited to, or based on a consideration of, the client’s
personal situation or do you consider this criterion to be unnecessary or ambigu-
ous and would like to refer to the bilateral nature of the relationships and bilateral
contacts between the firm and its client? In the latter case which criteria would
you use to differentiate between a “personal recommendation” and a “general
recommendation” or a “marketing communication”?

Question 1.3. — Do you think it is reasonable to restrict “investment advice” to
recommendations of specific financial instruments or is it necessary to cover ge-
neric information including financial planning and asset allocation services for
financial instruments?

2. In comparison with personal recommendation, most “general recommendations” are
neither explicitly nor implicitly held out as being suited to, or based on a consideration
of, the client’s personal circumstances.

3. In comparison with personal recommendation, most “marketing communications” are
not held out as being suited to, or based on a consideration of, the client’'s personal
circumstances and is issued to the public. “Marketing communication” is generally not
issued on a client’s request but at the initiative of the investment firm.

4. In comparison with personal recommendation “information given to the client” is gen-
erally factual information that is neither held out as being suited to, or based on a
consideration of, the recipient’s personal circumstances, nor does include any com-
ment or value judgement in respect of one or more fspecific} financial instruments or
specific transactions or is intended to influence the client in this respect.

5. In comparison with personal recommendation, an “offer” will generally lack a value
judgement or other recommendation in respect of one or more transactions in finan-
cial instruments and will generally not be held out as being suited to the recipient’s
personal circumstances.

6. Though these terms can be differentiated from “personal recommendation” by the cri-
teria mentioned above, there may be overlaps. It is therefore necessary to determine
whether, based upon a consideration of all the relevant circumstances, the test set out
in paragraph 1 is satisfied. If this is the case, each relevant regime will be applicable.
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Our response to the Draft Level 2 Advice — Definition of investment advice (Box 1) -
Recommendations

With respect to the definition of investment advice we recommend to include the term
“specific” in square brackets into the definition. We think it is important to relate invest-
ment advice to individualized financial instruments and not to financial instruments in a gen-
eral meaning. If a personal recommendation has no relation to a “specific” financial instru-
ment but to financial instruments in general the definition would reach into the field of general
information, adverts, marketing offers and thus go beyond the concept of investment advice.

We do not recommend to include the term written in square brackets “or is made in a bi-
lateral communication or relationship” into the definition of investment advice. As men-
tioned already in response to CESR's question 1.2 above we think that a bilateral relation-
ship or communication between a firm and a client could be a first indication in determining
whether a certain interaction between a firm and a client is investment advice or not. But it
should not be a decisive criterion for this determination. This would lead to a very broad defi-
nition of investment advice which would cover eventually also forms of general information.

2. List of financial instruments (Article 4 — Annex | Section C MiFID)

Extracts from Level 1 text MiFID:

Article 4: Definitions

(1) Nr. 2 “Investment services and activities” means any of the services and activities listed
in Section A of Annex | relating to any of the instruments listed in Section C of Annex I;

The Commission shall determine, acting in accordance with the procedure referred to in
Article 64(2):

- the derivative contracts mentioned in Section C 7 of Annex | that have the characteris-
tics of other derivative financial instruments, having regard to whether, inter alia, they
are cleared and settled through recognized clearing houses or are subject to regular
margin calls

- the derivative contracts mentioned in Section C 10 of Annex | that have the characteris-
tics of other derivative financial instruments, having regard to whether, inter alia, they
are traded on a regulated market or an MTF, are cleared and settled through recog-
nized clearing houses or are subject to regular margin calls;

Annex | Section C — Financial instruments:

(7) Options, futures, swaps, forwards and any other derivative contracts relating to com-
modities, that can be physically settled not otherwise mentioned in C.6 and not being for
commercial purposes, which have the characteristics of other derivative financial instru-
ments, having regard to whether, inter alia, they are cleared and settled through recognized
clearing houses or are subject to regular margin calls;

(10) Options, futures, swaps, forward rate agreements and any other derivative contracts
relating to climatic variables, freight rates, emission allowances or inflation rates or other
official economic statistics that must be settled in cash or may be settled in cash at the op-
tion of one of the parties (otherwise than by reason of a default or other termination event),
as well as any other derivative contracts relating to assets, rights, obligations, indices and
measures not otherwise mentioned in this Section, which have the characteristics of other
derivative financial instruments, having regard to whether, inter alia, they are traded on a
regulated market or an MTF, are cleared and settled through recognized clearing houses or
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are subject to regular margin calls.

Extract from the Commission’s mandate:

DG Internal Market requests CESR to provide technical advice on possible implementing
measures on following issues:

(1) A definition of commodity.

a) The definition of the term “commodity”

CESR thinks that it is neither feasible nor helpful to provide an exhaustive list of commodities
for the purpose of the MiFID. Instead the MiFID should take a more general approach in de-
fining this term.

Our Response: We think this approach is preferable and we strongly support CESR’s intent
to exclude from the term “commodity” intangibles, such as rights, allowances, storage capac-
ity and weather indices.

b) The treatment of intangibles

CESR thinks that “commaodities” in the meaning of MiFID should be limited to goods. CESR
bases its concept of the term “commodity” on the assumption that Annex | Section C, no. 10
indicates that intangibles as mentioned in no. 10 shall not be considered as commaodity under
MiIFID. However, CESR asks in its Questions 2.1 and 2.2:

2.1 Should commodities for this purpose [meaning the purpose of defining financial instru-
ments in section C, no. 7 and 10] be limited to goods?

2.2 Alternatively, should an approach be taken that permits, rights or property specifically
mentioned in C (10) and other intangibles to be treated as “commodities” as well?

Our response: We propose that the term commodity should be defined in its generally ac-
cepted meaning which would limit the term to goods. This is the concept which is also shown
in the several definitions from the online dictionary included in the Annex to CESR’s draft
technical advice on page 37. The extension of the term commodities to intangibles such as
permits, rights or physical features such as heat or steam would go beyond the generally
accepted meaning of a commodity. The extension would make Annex I, Section C, no. 10
oblivious. Nevertheless we think that electricity supplies should be considered and treated as
goods for the purpose of MiFID. This is in line with the view of the European Court of Justice
which considers electricity as a commodity.

c) The meaning of delivery and trading

CESR asks further with respect to the term “commodity” whether the commodity must be
eligible for delivery meaning the physical movement from one point to another. CESR does
not take “physical delivery” as necessary for a commodity. It highlights other forms of transfer
of ownership common on the respective commodity markets. CESR asks further whether the
term commodity should only embrace goods which can be traded on liquid markets. CESR
did not propose such a limitation instead asks for views in its Questions 2.5 and 2.6:

2.5 If the definition of “commodities” is restricted to goods should the requirement be im-
posed that there must be liquid market in the underlying?
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2.6 If not, should a requirement be imposed that in addition to being capable of delivery the
underlying must be capable of being traded and if so should there be a requirement of a lig-
uid market?

Our response: CESR opines that commodities are standardised fungible products. The fea-
ture of fungibility allows the trading in large volumes with high trade frequencies. The term
“Liquid market” stands exactly for large volume and high frequency trade. If the liquid marked
shall not become a requirement for the “commodity” a commodity should at least theoretically
be capable of being traded in high volumes and with high frequencies. Therefore we suggest
that in CESR's Draft Level 2 Advice in Box 2 the definition of “commodity” should be sup-
plemented as follows:

“The concept of a “commodity” should cover any goods of a fungible nature which are
capable of being delivered and traded in high volumes and with frequency on national
and/or international markets.”

We further suggest that the wording in CESR’s Draft Level 2 Advice Box 2, lit. (d) should be
amended as follows:

“energy supplies (such as oil, coal, gas their processed products and electricity); and”

The substitution of the term “derivative” by “processed” excludes the possibility of miscon-
ceptions of the term derivative.

We further suggest that the last sentence of CESR's Draft Level 2 advice in Box 2 is being
amended as follows:

“The concept of commodity” should not include services or other items which are not
goods (such as land or currencies), entirely intangible (such as cold or heat) or in-
volve only the transfer of rights or allowances, such as emission allowances, storage,
transmission or pipeline capacity.”

We think the supplements are useful to make it quite clear that none of the different types of
intangibles are covered by the term commodity. Regarding the importance of emission al-
lowances and the emerging trade in them we would also recommend to expressly mention
them in this list so that no doubt may arise that emission allowances are ho commodities in
the meaning of MiFID.

d) CESR's Draft Level 2 Advice - Definition of commodity (Box 2)

BOX 2
The concept of a "commodity" should cover any goods of a fungible nature which are capa-
ble of being delivered and traded in high volumes and with frequency on national and/or
international markets.

For these purposes, goods may include raw materials, derivative products, by-products and
standardised goods.

Examples of things which would be considered as commodities include (but are not limited
to) things of the following types:

(a) precious metals (including gold and silver) and their ores and alloys;
(b) base metals (such as iron, lead, copper, zinc, tin, aluminium) and their ores and alloys;

(c) agricultural products (such as cocoa, sugar, grains, coffee, tea, fruit, livestock, livestock
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products, non-mineral oils and fats);

(d) energy supplies (such as oil, coal, gas, their derivative processed products and electrici-
ty); and

(e) raw materials (such as timber, cotton, jute, rubber and sisal).

The above groupings of commodities are solely intended for the purpose of illustration and
are not intended to have wider significance.

For the purposes of the definition of "commodity": " delivery" should be one of:
(i) physical delivery of the relevant goods themselves;

(i) delivery of a document showing title to the relevant goods (or relevant quantity of the
goods concerned); or

(iif) another method of transferring ownership of the relevant quantity of goods without physi-
cally delivering them (including notification of a trade to the operator of an energy supply
network) and which entitles the recipient to production of the relevant quantity of the goods
without more; and

"fungible” means that, for the purposes of an obligation, a unit of that asset of the relevant
description is indistinguishable and wholly interchangeable with another unit of the same
asset and description.

The concept of "commaodity" should not include services or other items which are not goods
(such as land or currencies), entirely intangible or involve only the transfer of rights, such as
transmission or pipeline capacity or_allowances, such as emission allowances, storage,
transmission or pipeline capacity.

Our response to the Draft Level 2 Advice — Definition of investment advice (Box 1) —
Recommendations

With respect to the reasons set forth above we recommend to supplement the introduc-
tory sentence to make sure that the liquidity aspect is addressed to in the Level 2 Advice.

We also recommend replacing the term “derivative” under (d) with the term “processed”
to avoid misinterpretations.

For the sake of clarification we also recommend the supplement of the final sentence.
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3. Commercial purpose and characteristics of other derivative financial instruments
(Annex | Section C MiFID)

Extract from the Commission’'s mandate:

DG Internal Market requests CESR to provide technical advice on possible implementing
measures on following issues:

(2) The conditions under which an option, future, swap, forward rate agreement or other de-
rivative contract related to commaodities (which can be physically settled and is not otherwise
covered by Section C no. 6) should be determined not to be for a commercial purpose.

(38) The conditions (other than cleared and settled through recognized clearing houses or
subject to regular margin calls) for considering when a derivative contract of the type in-
cluded in Annex | Section C no. 7 has the characteristic of other derivative financial instru-
ments.

CESR proposes to address the two questions (2) and (3) together. Notwithstanding the fact
that the following remarks are made against the background of the approach proposed by
CESR, we suggest that CESR re-considers whether or not the commercial purpose test and
the characteristics of other derivatives test should be merged. Some transactions may evi-
dently only fulfill one of the two criteria. Hence the test whether or not such transactions
would fall under the scope of C (7) may be facilitated and may be more transparent if the
tests are applied separately.

a) Treatment of spot transactions

CESR recognizes that a specific transaction can be a derivative instrument in one case
whereas in another case it is a simple transaction depending on whether it is for commercial
purposes or not. The key for distinguishing between “for commercial purposes” and “not for
commercial purposes” is the business intention of a party. The business intention has to be
determined on basis of the existence of some main factors which are supported by several
indications. One determining factor shall be the existence of spot contracts. CESR recog-
nizes this criterion as important in distinguishing between derivative transactions and others
but points out that the generally accepted settlement periods vary remarkably between sev-
eral spot markets. CESR proposes as a compromise a preliminary filter that only applies if
the settlement period does not exceed (a) the lesser of two business days and (b) the gener-
ally accepted settlement period in the relevant market. It asks for comments to this approach
in its Question 2.7:

2.7: Should there be an initial filter to exclude contracts which are likely to be spot contracts?
If so, do you agree with the proposed approach of excluding contracts whose settlement pe-
riod does not exceed the lesser of two business days and the generally accepted settlement
period in the relevant market?

Our response: Defining spot transactions as “filter” is generally absolutely welcomed. This
enables companies to carry out transactions in certain fields without additional legal check.
As a consequence, the financial burden on companies is considerably reduced. However,
with regard to the settlement period of spot transactions it has to be noted that the period
mentioned [the shorter period of a) two business days and b) the generally accepted settle-
ment period for the relevant market] is considered too short. Against the background of the 7
day test in the UK, the companies active in our working-group also propose to expand the
spot definition to 7 days or 5 business days. Even in this settlement period it is not possible —
at least not in the energy market - to speculate significantly. Should CESR act on the as-
sumption that this regulation cannot be extended to other commodities, we propose to intro-
duce a special regulation for the energy industry. In our opinion possible risks could be easily
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eliminated by expanding the spot period to the lesser of a) 5 business days or b) the gener-
ally accepted settlement period in the relevant market. As a result it would be possible to
accept a 7 day or 5 business day spot period in the energy market. In other markets spot
definitions would then automatically reduce their scope. By the way, such a determination of
spot periods would also make more sense when one considers that the second criterion of
the general settlement period in the relevant markets would also gain in independence and
importance: With regard to the current determination (2 days or the shorter actual settlement
period) this criterion is not very significant and does not considerably improve investors’ pro-
tection.

The comparability with “other derivative financial instruments” as demanded in Annex 1
paragraph c) no. 7 of MiFID speaks also for our recommended extension of the spot defini-
tion. Even due to the specifics of the energy market there is no such comparability with a
settlement within 7 days / 5 business days.

Moreover, it has to be taken into account that as a rule in many energy markets (e.g. the coal
market) settlement is not possible within two days due to the fact that commodities have to
be shipped. These markets could not make use of the spot market privilege.

b) Intention to deliver

CESR recognizes that the intention to deliver a certain commadity could be an indication that
the transaction is for commercial purposes and thus not a derivative transaction. CESR is
aware of the difficulty in practice to verify whether the intention to deliver exists or not.

Our response: We agree that the intention to deliver a certain commodity respectively to
accept the delivery of the commodity is a key factor for a transaction having a commercial
purpose. We therefore agree with CESR’s approach to use the parties’ intention to deliver as
a factor for the ascertainment that a transaction has been concluded for commercial pur-
poses.

c¢) Producers, users and commercial merchants

It has been suggested in several responses to CESR’s Call for Evidence released in early
summer that it should be looked at the status of the parties to a transaction for determining
whether a transaction has a commercial purpose. It means if a party is a producer, consumer
or commercial merchant of a commodity it is an indication that the transaction is for commer-
cial purposes. CESR thinks that this criterion can be of relevance where a party which is a
producer/consumer or merchant of a commodity enters into a contract for the purpose of
hedging an exposure to the underlying but does not intend to take delivery of the underlying.
This would presuppose that hedging an exposure is a commercial purpose. CESR makes
also a reference to Articles 2 (1) (i) and (k) of MiFID which exempt parties carrying out cer-
tain types of business from the MiFID. CESR thinks it might be somewhat duplicative to bring
this criterion up on one hand in determining the scope of application of the MiFID and on the
other hand also in the determination if a transaction has a commercial purpose. CESR thinks
also to what extent this criterion could be applied, only to suppliers and users or also to mer-
chants of a commodity. CESR asks therefore in the following questions 2.8 and 2.9:

2.8: Should the status of the parties to the contract only be relevant for determining whether
the exemptions in Article 2 (1) (i) and (k) apply or should it also be taken into consideration
as an indicative factor for determining whether there is a commodity derivative as opposed to
a commercial contract for the supply of commodities?

2.9: Should commercial merchants be required to rely on the intention to deliver test or
should the producer and user indicating factor apply to them as well? If so how can a com-
mercial merchant be differentiated from a speculator?
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Our response: We think the status of the parties to the contract should also be relevant for
determining whether there is a commodity derivative as opposed to a commercial contract for
the supply of commaodities. In some sectors, for instance under circumstances in the energy
sector, a permit is required by suppliers of energy. If a party to a transaction does not have
such a permit it is at least an indication that the transaction does not have a commercial pur-
pose but could have been concluded for speculative objectives. And even in markets where
a specific permit for market players is not necessary it is in most cases easy to ascertain to
which branch or business sector a party to a transaction belongs. If an institutional investor
concludes commodity transactions it is relatively unlikely that this party is interested or ex-
pects the delivery of the respective underlying. In this case it would be an indication that this
transaction is not for commercial but for speculative purposes and accordingly could be a
derivative instrument.

A merchant as such can conclude transactions with different objectives. On the one hand we
find merchants who provide and deal with financial instruments having as underlying certain
types of commodities on the other hand there are merchants who purchase and sell the real
commodity. Notwithstanding the ambiguity of the term merchant in this respect, we suggest
in response to question 2.9 that the status criterion should be applied to commercial mer-
chants, too. A commercial merchant can be differentiated from a speculator by means of an
analysis of its portfolio of instruments and contracts and/or its market appearance. If the con-
tents of the portfolio and/ or the perception of the merchant by other market members sug-
gest that the merchant is a person that concludes commodity transactions in order to physi-
cally fulfill these transactions it can be qualified as a commercial merchant. The application of
the status test to commercial merchants would, however, enhance the significance of the
intention to deliver test with regard to commercial merchants, as, due to the ambiguity of the
term merchant set forth above, a change of business seems a bit more likely as with regard
to producers and consumers of a commodity. We believe that the intention to deliver test can
be applied to such merchants without any problems. In addition, it should be made clear in
this context in Box 3 under no. 3 lit. (a) that also affiliates of producers which have been
sourced out due to unbundling reasons are considered to be producers for the status test
whereas the enhanced significance of the intention to deliver test regarding commercial mer-
chants set forth above should hold true here as well.

d) What is decisive - the status of both or the status of just one party?

In context with the questions 2.8 and 2.9 above CESR thinks further if the additional status
test for producers, users or merchants is applied whether it is relevant if only one party fulfills
the criterion or if both parties must fulfill the status criterion. It asks therefore in question 2.10:

2.10: Do you agree with an approach under which the status of the contract for both par-
ties is based on a consideration of the status and/or intent of either of the parties?

Our response: We agree with the approach under which the status of a transaction shall be
based on the consideration of the status and/or intent of either of the parties. We recognize
the difficulty to determine the characteristic of a transaction if one party may have concluded
it for commercial purposes but the other for non-commercial (speculative) purposes. In that
case it should be determined from each party’s point of view separately.

e) CESR's Draft Level 2 Advice — Commercial purpose (Box 3)

BOX 3

Certain factors should be regarded as determinative of whether a contract (which would oth-
erwise be a financial derivative contract) is or is not made for commercial purposes and has

the characteristics of other derivative financial instruments, while others are merely indica-
tors. When only indicative factors are present, all of those must be considered and the over-
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all picture based on those indicators taken as the result — indicative factors should be con-
sidered to have equal weight.

(1) A contract not falling within Annex I, paragraph C(6), is to be regarded as made for
commercial purposes and as not having the characteristics of another derivative financial
instrument, if under the terms of the contract —

(a) delivery is to be made within the lesser of:
(i) two five business days; and

(i) the period generally accepted in the relevant market as the standard deliv-
ery period,

unless it can be shown that there existed an understanding that (notwithstand-
ing the express terms of the contract) delivery would not be made within that
period; or

(b) the contract is with or by the operator of an energy transmission grid or pipeline
network, and is either to ensure security of energy supplies or is necessary to keep in
balance the supplies and uses of energy at a given time.

(2) A contract not falling within Annex I, paragraph C(6), is to be regarded as not made for
commercial purposes and having the characteristics of another derivative financial
instrument if the parties do not have both the legal capacity, and any necessary permits or
licences, to make or take delivery of the commodity to which the contract relates.

(3) The following are indications that a contract (outside Annex I, paragraph C(6), and out-
side (1)) is made for commercial purposes, and does not have the characteristics of an other
derivative financial instrument —

(a) one or more of the parties is a producer or a commercial merchant of the
commodity or uses it in his business;

(b) the seller delivers or intends to deliver the property or the purchaser takes or
intends to take delivery of it, determined as at the moment of formation of the
contract, where the following are indicators of the intention —

(i) the terms of the contract as set out explicitly between the parties;

(if) any other terms of the contract, whether implicitly agreed between the
parties or implied by law or custom or practice in the relevant market;

(iii) any course of dealings between the parties;

s hi  hohayi . Lati vl . "

Question 2.11 — If both elements of (2) are present should this be conclusive or
indicative? If indicative, if only one is present is that still an indicator?

(4) The absence of the factors in (2) is an indication that a contract (outside Annex |, para-
graph C(6)) is not made for commercial purposes and that it has the characteristics of an-
other derivative financial instrument.
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(5) It is an indication that a contract is made for commercial purposes, and that it does not
have the characteristics of another derivative financial instrument, that the price, the lot, the
delivery date or other terms are determined by the parties for the purposes of the particular
contract and not by reference (or not solely by reference) to regularly published prices, to
standard lots or delivery dates.

(6) The following are indications that a contract is not made for commercial purposes, and
that it has the characteristics of another derivative contract —

(a) it is traded on a third country marketplace or trading facility comparable to
requlated markets according to Article 4 para. 1 Nr. 14 of the Directive
2004/39/EC on Markets for Financial Instruments;

(b) it is expressed to be as traded on an organised market — that is a regulated
market, MTF or third country marketplace or trading facility — even though not traded
on the organised market concerned);

(c) performance of the contract is enforced by an organised market (as described in
(a)) or a clearing house;

(d) there are arrangements for the payment or provision of margin;
(e) neither party is a producer, commercial merchant or user of the commaodity;

(f) neither party expects to have a net (or gross) obligation for immediate physical delivery
of the commodity at any time.

Our response to the Draft Level 2 Advice — Commercial purpose (Box 3) —
Recommendations

With respect to no. (1) by virtue of which the spot contracts shall be excluded from the scope
of “other derivative instrument” we mentioned already above that the settlement period
should be extended to seven days because this period opens the possibility to have spot
contracts excluded from the scope of MiFID to commodity markets with a settlement period
for spot transactions of more than two days. For this reason we suggest to amend the two-
business-day period in no. (1) para. (a), (i) of the Draft Level Il Advice in Box 3. Instead of a
two-business-day period we suggest a seven-day period.

With respect to question 2.11 (If both elements of (2) are present should this be conclusive or
indicative? If indicative, if only one is present is that still an indicator?) we think that the pres-
ence of both criteria mentioned in no. (3) [we presume the question refers to (3) because it is
placed right after (3)] should be conclusive whereas the importance of the intention to deliver
test should be of a greater importance with regard to commercial merchants or subsidiaries
of producers as it is with regard to producers or end users. With regard to producers or end
users the indication of the first element should be strong enough to only be contradicted in
cases where an intention to deliver is obviously not given.

With regard to the second question we think that the fulfilment of one element only should
still be an indication as this sufficiently evidences that the contracts are concluded for a
commercial purpose. Moreover, the fulfilment of the intention to deliver test only should be
regarded as conclusive as the qualification as derivative is not justified in this case because
such transactions are regularly not concluded with a speculative purpose.
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We suggest deleting the criterion in Box 3, no. 3 lit. (b) (iv) because it is very abstract and
requires a party to a transaction to verify the history of behaviour of its counterpart in former
transactions. This is in our view not feasible in practice.

The wording in Box 3, no. 6 (a) should be supplemented by the following phrase: “compara-
ble to regulated markets according to Article 4 para. 1 Nr. 14 of the Directive 2004/39/EC on
Markets for financial Instruments”. This supplement secures that only transactions which are
traded on markets with common standards come under the MiFID.

In Box 3 under no. 6 (e) it reads: “neither party is a producer, commercial merchant or user of
the commodity. This paragraph shall be an indication that a transaction is not for commercial
purposes. This is somewhat contradictious to the stipulation under no. 3 (a) in Box 3. In order
to align no. 3 (a) the commercial merchant should be introduced there as well, whereas in
this case no. 3 (b) should still apply in order to, as set forth above, enable a differentiation
between a commercial merchant and a speculator.

4, Definitions and other categories

a) Definition of climatic variables, freight rates, emission allowances, inflation rates
and official economic statistics

Extract from the Commission’'s mandate:

DG Internal Market requests CESR to provide technical advice on possible implementing
measures on following issues:

(4) The definition of climatic variables, freight rates, emission allowances, inflation rates, offi-
cial economic statistics.

CESR'’s Draft Level 2 Advice in Box 4 reads:

The terms used in Annex |, paragraph C (10) are sufficiently certain and understandable, so
that implementing measures for their definition are necessary.

Our Response: We agree with CESR’s approach that emission allowances having been
purchased for the compliance with the Article 12 para. 3 of the Directive of the European Par-
liament and Council of October 13, 2003 regarding the system for the trade with greenhouse
gas emission certificates in the European Union and the amendment of Directive 96/61/EC of
the Council (Emissions Trade Directive) or any other comparable system should not be con-
sidered as emission allowances in the meaning of the MiFID. But maybe it would be prefer-
able to make this quite clear by introducing a sentence as follows in the Draft Level 2 Advice
to the definitions of emission allowances:

“Emission_allowances or _other emission rights capable of being applied for
compliance purposes under the system for the trade with greenhouse gas
emission certificates in the European Union or any other comparable system
which are purchased for compliance purposes under these systems are not
emission allowances in terms of the MiFID”.

Such a clarification is necessary against the background that it is not clear from the first look
whether certain transactions involve a transfer of an asset or only the transfer of a right.
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b)  Other categories of assets, rights, obligations, indices and measures

Extract from the Commission’'s mandate:

DG Internal Market requests CESR to provide technical advice on possible implementing meas-
ures on following issues:

(5) Whether there are, at this time, other categories of assets, rights, obligations, indices and
measures not otherwise mentioned in Section C, where contracts relating thereto should be de-
termined to fall within Section C.10. CESR should explicitly detail those categories.

c) CESR’s Draft Level 2 Advice - Definitions and other categories (Box 5)

BOX5

Derivative contracts relating to emissions allowances that are settled by amendment of the
parties’ position on the applicable register of emissions allowances should also be capable of
falling within section C (10).

Other specific categories of assets, rights, obligations, indices and measures not otherwise
mentioned in Section C, where derivative contracts relating thereto should be determined to
fall within Section C.10 are derivative contracts relating to the following:

(1) telecommunications bandwidth;
(2) commodity storage capacity;
(3) transmission capacity, whether cable, pipeline or other means;

(4) allowances, credits, permits, rights or similar assets which are directly linked to the supply,
distribution or consumption of energy derived from renewable resources.

AND (IF A MORE FLEXIBLE SET OF CRITERIA IS ADOPTED AS AN ADDITIONAL
CATEGORY

(5) assets, rights, obligations, indices and measures that have each of the following character-
istics:

(a) the asset, right or obligation is transferable, whether or not physical delivery or an equiva-
lent mechanism of delivery is applicable, or, in the case of an index or measure its under-
lying constituents are similarly transferable;

(b) historical information about the prices or values of the relevant asset, right or obligation, or
the data used in the construction of the relevant index or measure, is publicly available;

(c) (if relevant) the manner in which the index or measure is constructed is published, so that
the index or measure is readily verified, whether or not the index or measure is calculated
and published by a third party; and

(d) the price, value or data (of the sort referred to in (2)) is available on an ongoing, regular
and sufficiently frequent basis so as to provide transparency of pricing of any derivative
contract.]
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Our response: We think an abstract advice as given under no. (5) is sufficient. It is a flexible
approach to cover derivative financial instruments as they will develop in future.

d) 3.1 (6) Characteristics of other derivative financial instruments

Extract from the Commission’'s mandate:

DG Internal Market requests CESR to provide technical advice on possible implementing meas-
ures by 30/ 04/ 2005 on following issues:

(5) The conditions (other than cleared and settled through recognized clearing houses, subject
to regular margin calls or traded on a Regulated Market or an MTF) under which an option, fu-
ture, swap forward rate agreement or other derivative contract relating to the underlying re-
ferred to in 4 and, if any, in 5 above should be determined to have the characteristics of other
derivative financial instruments where the contract must be settled in cash or may be settled in
cash at the option of one of the parties — otherwise than by reason of a default or other termina-
tion event-)

CESR'’s Draft Level 2 technical advice / Box 6:

A derivative relating to a “specified other underlying” will have the characteristics of other de-
rivative financial instruments if:

o it is settled in cash or may be settled in cash at the option of one or more of the parties
(otherwise than by reason of a default or other termination event);

e it does not fall into the above category, but is traded on a regulated market and/or an MTF;
or

e it does not fall into either of the above categories but is not a contract for a commercial
purpose and has the characteristics of other financial instruments, where both such con-
cepts are interpreted in the same way as for section C (7), with the necessary modifications
in the case of an intangible underlying, to reflect the fact that settlement may involve a dif-
ferent mechanism to delivery (such as the assignment or novation of a contract or the
amendment of a register).

For these purposes “specified other underlying” means those types of property, rights or obliga-
tions considered in the advice under paragraphs 3.1(4) and (5) above, that is climatic variables,
freight rates, emission allowances, inflation rates and other official economic statistics, as well
as telecommunications bandwidth, commodity storage capacity and transmission capacity, re-
newable energy credits [and underlyings satisfying the criteria specified in paragraphs 5 (a) to
(d) of the advice under mandate 3.1 (5)].
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Our response: We agree with this proposal in general and want to make the following re-
marks:

We support the approach of taking into account the commercial purpose of the transactions
falling under the scope of C (10), as this approach ensures a parallel and consistent under-
standing of derivatives in terms of C (7) and C (10). In this respect we emphasize especially
that a non-recognition of the commercial purpose within C (10) could possibly lead to the
result that a transaction concerning the delivery of energy market commodities (such as gas
or oil) would not be regarded as derivatives in terms of C (7) because being made with a
commercial purpose whereas a transaction concerning the storage of the purchased com-
modity would not necessarily be excluded from the scope of C (10) because of the lack of the
criterion “commercial purpose” there.

Berlin, 27.01.2005

Contact:

Dr. Ines Zenke
Rechtsanwaltin

Becker Buttner Held

Rechtsanwalte Steuerberater Wirtschaftsprufer
Becker Blttner Held

Kdpenicker StralRe 9

10997 Berlin

ines.zenke@bbh-berlin.de
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