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Responding to this paper 

The European Securities and Markets Authority (ESMA) invites responses to the specific questions listed in the Consultation paper - Guidelines on the application of C6 and C7 of Annex I of MiFID, published on the ESMA website (here).

Instructions

Please note that, in order to facilitate the analysis of the number of responses expected, you are requested to use this file to send your response to ESMA so as to allow us to process it properly. Therefore, please follow the instructions described below:

i. use this form and send your responses in Word format;

ii. do not remove the tags of type < ESMA_ MIFID_C6_C7_QUESTION_1> - i.e. the response to one question has to be framed by the 2 tags corresponding to the question; and

iii. if you do not have a response to a question, do not delete it and leave the text “TYPE YOUR TEXT HERE” between the tags.

Responses are most helpful:

i. if they respond to the question stated;

ii. contain a clear rationale, including on any related costs and benefits; and

iii. describe any alternatives that ESMA should consider

To help you navigate this document more easily, bookmarks are available in “Navigation Pane” for Word 2010 and in “Document Map” for Word 2007.
Responses must reach us by 05 January 2015. 

All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input/Consultations’. 
Publication of responses

All contributions received will be published following the end of the consultation period, unless otherwise requested. Please clearly indicate by ticking the appropriate checkbox in the website submission form if you do not wish your contribution to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. Note also that a confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
Data protection

Information on data protection can be found at www.esma.europa.eu under the heading ‘Disclaimer’.
Q1: Do you agree with ESMA’s approach on specifying that C6 includes commodity derivative contracts that “must” be physically settled and contracts that “can” be physically settled?

<ESMA_MIFID_C6_C7_QUESTION_1>

The Commodity Markets Council – Europe (CMC Europe) welcomes the opportunity to comment on ESMA’s draft Guidelines for Annex I C6 and C7 MiFID. Our comments reflect the concerns of commercial market participants that use commodity derivative markets predominantly for managing risks relating to transactions in physical commodities. We are mindful of material changes to the C6 definition in the MiFID 2 legislation and the far-reaching implications of these changes for commercial market participants. We also note ESMA’s final technical advice on Article 4(2) MiFID 2 and concerning C6 and C7 MiFID 2 published on 19 December 2014 [ESMA/2014/1569]. As and where appropriate our comments reference the expanded scope of C6 under MiFID 2 and the final technical advice.  

Generally, we do not agree with ESMA’s analysis at paragraphs 33-35. We do not understand ESMA’s analysis for inferring forward contracts into the term “any other derivative contract”. We note that the definition of “forward” taken from the 2008 CESR/CEBS consultation paper [CESR/08-370] ignores the Article 38(2)(b) Commission Regulation 1287/2006 (MiFID IR) market-specific criteria for spot commodity contracts. We see no basis presented for the assertion that a forward is a type of derivative contract. Furthermore, we do not believe that the conclusion at paragraph 35 regarding the ambit of C6 follows from ESMA’s assertions at paragraph 34. 

We do not consider that forward contracts fall within the ambit of C6 MiFID. We recognise that some national competent authorities consider forward contracts executed on multilateral trading facilities (MTFs) to be within the ambit of C6 MiFID and thus subject to MiFID, EMIR and other regulatory requirements. We believe that relatively few forward contracts would fall within the ambit of C6 MiFID if applied in accordance with the draft guidelines at paragraph 41 and that in most cases such contracts are already treated as “financial instruments” per MiFID and “OTC derivative contracts” per EMIR. That said, we believe it important to distinguish spot and forward contracts for the purposes of C6 MiFID and note that spot contracts are only expressly excluded from C7 MiFID. 

We note the article 3 (1) (15) definition of a “spot commodity contract” included in EU Regulation 596/2014 on Market Abuse which includes physically settled forward contracts. The definition reads that a spot commodity contract is a “contract for the supply of a commodity traded on a spot market which is promptly delivered when the transaction is settled, and a contract for the supply of a commodity that is not a financial instrument, including a physically settled forward contract”. We include suitable proposed amendments to the draft Guidelines to do so in our response to Q2 below.
We caution that applying the same or substantially similar guidelines to C6 MiFID 2 would be inappropriate. The same interpretation of “any other derivative contract” would include physically settled commodity forwards intermediated by brokers, which are prevalent in the crude oil markets and common in other markets. These contracts are used for buying and selling physical commodities and not for risk management or investment purposes. Defining such physically settled commodity forwards as “financial instruments” per MiFID 2 would undermine the distinction between investment activity within the MiFID regime and commercial activities outside the scope of the MiFID regime – a cornerstone of the financial services acquis. We do not believe it to be ESMA’s intention to apply the draft Guidelines to MiFID 2. We encourage ESMA to expressly state in the final Guidelines that said guidelines are applicable only to C6 and C7 MiFID and are not applicable to MiFID 2.

We consider contracts that “must be physically settled” to be a subset of contracts that “can be physically settled”. As such we generally concur with ESMA’s analysis at paragraph 40. However, we do not agree with the assertion at footnote 8. We do not believe that force majeure, bonafide inability to settle or default-related provisions should prevent a contract from being characterised as “must be physically settled”.

<ESMA_MIFID_C6_C7_QUESTION_1>

Q2: Do you consider there are any alternatives for or additions to the proposed examples of “physically settled” that ESMA should consider within the definition of C6?  If you do, what are these?

<ESMA_MIFID_C6_C7_QUESTION_2>

 We generally concur with the examples of physical settlement included in the draft Guidelines. However, we query why the draft Guidelines at paragraph 41 exclude example (c) listed at paragraph 37. Example (c) may be construed as including various post-trade settlement operations. As such we consider example (c) a valid and relevant example of “physically settled” and suggest that ESMA include it in the final Guidelines. Proposed amendments to the draft Guidelines are included below for consideration.

Guidelines

41. ESMA considers that the definition C6 of Annex I of MiFID applies in the following ways:

a. C6 has a broad application, applying to all commodity derivative contracts, including forwards that are not spot contracts, providing that:

i. they must or can be physically settled; and

ii. they are traded on a regulated market or an MTF. 

b. “Physically settled” incorporates a broad range of delivery methods and includes:

i. physical delivery of the relevant goods themselves;

ii. delivery of a document giving rights of an ownership nature to the relevant goods or the relevant quantity of the goods concerned (such as a bill of lading or a warehouse warrant); or
iii. the amendment, assignment or other form of alteration of the records of rights of ownership in a central registry or other dematerialised system recording entitlement to establish a change in beneficial ownership of a physical commodity; or

iiiv. another method of bringing about the transfer of rights of an ownership nature in relation to the relevant quantity of goods without physically delivering them (including notification, scheduling or nomination to the operator of an energy supply network) that entitles the recipient to the relevant quantity of the goods. 

<ESMA_MIFID_C6_C7_QUESTION_2>

Q3: Do you agree with ESMA’s discussion of the relationship between definitions C5, C6 and C7 and that there is no conflict between these definitions? If you do not, please provide reasons to support your response. In particular, ESMA is interested in views regarding whether the proposed boundaries would result in “gaps”, into which some instruments would fall and not be covered by any of the definitions of financial instrument. ESMA also seeks views on whether there are any adverse consequences from the fact that some instruments could fall into different definitions depending upon the inherent characteristics of the contract e.g. those with “take or pay” clauses that may be either cash or physically settled.

<ESMA_MIFID_C6_C7_QUESTION_3>

We disagree with ESMA’s interpretation of the term “any other derivative contract” within C6 MiFID per the reasoning in our response to Q1 above. We are concerned that ESMA’s interpretation blurs the boundaries of C6 and raises a potential conflict between C6 and C7 MiFID (as C7 includes both “forwards” and “any other derivative contract”). 

We do not consider that TOP clauses should prevent characterising a contract as “can be physically settled” or “must be physically settled”. Cash payments under TOP clauses occur in cases of inability to make or take physical delivery of the commodity. Physically settled forwards and other contracts with TOP or similar clauses may be considered within the ambit of C6 or C7 MiFID depending on whether they are spot contracts, executed on a regulated market or MTF, for commercial purposes or have the characteristics of other derivative contracts. 

Regarding TOP clauses we note the 19 September 2014 BaFin opinion to the Bundesverband der Energie und Wasserwirtschaft (BDEW) on TOP clauses and we concur with its conclusions. We do not consider that physically settled contracts with TOP clauses fall within the ambit of C7 MiFID.

<ESMA_MIFID_C6_C7_QUESTION_3>

Q4: What further comments do you have on ESMA’s proposed guidance on the application of C6?

<ESMA_MIFID_C6_C7_QUESTION_4>

We reiterate that the draft Guidelines are inappropriate for C6 MiFID 2. We encourage ESMA to expressly disapply the final Guidelines from the MiFID 2 legislation. 

<ESMA_MIFID_C6_C7_QUESTION_4>

Q5: Do you have any comments on ESMA’s proposed guidance on the specification of C7?

<ESMA_MIFID_C6_C7_QUESTION_5>

We note that key criteria of Article 38(1)(a) MiFID IR depend on means of determining whether a third country trading facility is “equivalent” to a regulated market or MTF. While there is no currently applicable legislative basis for determining equivalence between third country trading facilities and MTFs, Article 19(6) MiFID provides such basis for determining equivalence between third country markets and regulated markets. Neither the European Commission nor ESMA have to date published this list of third country markets equivalent to a regulated market. Consequently, it may be argued that in the absence of such lists Article 38(1)(a) MiFID IR cannot be correctly and consistently applied with regard to third country trading facilities that may be equivalent to a regulated market. 

We are concerned by misinterpretations and increasingly narrow definitions of the key C7 term of “commercial purpose”. We consider the Article 38(4) MiFID IR definition unreasonably narrow. We believe it does not reflect the MiFID legislation or intention of the co-legislators and we note that the definition departs from the CESR technical advice on possible MiFID implementing measures [CESR/05-290b] cited by ESMA in the draft Guidelines. We note ESMA’s own assessment in the MiFID2/R Consultation Paper [ESMA/2014/549] that the Article 38(4) MiFID IR definition “is narrowly framed and limited to the energy sectors”. 

We are disappointed that ESMA has not proposed amendments to the definition in ESMA/2014/1569 that might facilitate application beyond the narrow confines of gas and power balancing transactions. We further believe that ESMA’s analysis at paragraph 49 incorrectly applies Article 38 MiFID IR. Article 38(4) MiFID IR defines contracts that are (a) for commercial purposes for the purposes of C7, and (b) as not having the characteristics of other derivative financial instruments for the purposes of C7 and C10. Put simply, a contract meeting the Article 38(4) definition does not have the characteristics of other derivative financial instruments for the purposes of C(7) and (10) regardless of whether or not it meets the Article 38(1) MiFID IR criteria. ESMA’s analysis at paragraph 49 argues the inverse: that a contract having the characteristics of other derivative financial instruments will be deemed to not be for commercial purposes. However, there is no basis in Article 38 MiFID IR for this assertion. According to the provision a contract may be deemed to be or not to be for commercial purposes depending only on whether or not it is entered into with or by an operator or administrator of an energy transmission grid, energy balancing mechanism or pipeline network, and it is necessary to keep in balance the supplies and uses of energy at a given time.

We encourage ESMA to revisit to the indicative factors of the CESR Level 2 advice and include in the Guidelines an expanded interpretation of “commercial purposes”. Such an interpretation should include at least contracts entered into to meet regulatory obligations and include express reference to the capacity and intention of counterparties to make or take physical delivery. We note comparable and similar reference to capacity and intention of counterparties to make or take physical delivery in ESMA’s final technical advice on Article 4(2) MiFID 2 and we believe that reference to the capacity of counterparties is in any case common amongst national competent authorities. Again, we do not believe it to be ESMA’s intention to apply the draft Guidelines to MiFID 2 and encourage ESMA to expressly state in the final Guidelines  that said guidelines are applicable only to C6 and C7 MiFID and are not applicable to MiFID 2.Proposed amendments to the draft Guidelines are included below for consideration.

Guidelines
1. ESMA considers that definition C7 of Annex 1 applies in the following way:
a. C7 forms a category that is distinct from C6 and applies to commodity derivative contracts that can be physically settled which are not traded on a regulated market or an MTF providing that the commodity derivative contract:

i. is not a spot contract as defined under Article 38(2) of Regulation 1287/2006/EC;

ii. is not for the commercial purposes described under Article 38(4) of Regulation 1287/2006/EC 

iii. meets one of the three criteria under Article 38(1)(a) and also the separate criteria under Article 38(1)(b) and 38(1)(c) of 1287/2006/EC.

“Commercial purpose” includes contracts meeting the conditions of Article 38(4) of Regulation 1287/2006/EC, contracts entered into for the purpose of meeting regulatory requirements such as compulsory stock, biofuel or similar obligations and contracts where the parties intend to and have the legal capacity, permit or license to physically settle the contract. The intention of the parties regarding physical settlement may be determined with regard to inter alia the nature of the parties, the terms of the contract, any course of dealings between the parties and similar transactions with other parties and the parties’ physical holdings of the underlying.  

b. “Physically settled” incorporates a broad range of delivery methods and includes:

i. physical delivery of the relevant goods themselves;

ii. delivery of a document giving rights of an ownership nature to the relevant goods or the relevant quantity of the goods concerned (such as a bill of lading or a warehouse warrant); or
iii. the amendment, assignment or other form of alteration of the records of rights of ownership in a central registry or other dematerialised system recording entitlement to establish a change in beneficial ownership of a physical commodity; or

iiiv. another method of bringing about the transfer of rights of an ownership nature in relation to the relevant quantity of goods without physically delivering them (including notification, scheduling or nomination to the operator of an energy supply network) that entitles the recipient to the relevant quantity of the goods. 

<ESMA_MIFID_C6_C7_QUESTION_5>
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