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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>

COCERAL welcomes the opportunity to comment on ESMA’s consultation paper on the guidelines for Annex I C6 and C7 under MiFID. The following comments reflect the view of the members of COCERAL: COCERAL is the European association of cereals, rice, feedstuffs oilseeds, olive oil, oils and fats and agrosupply trade. It represents the interest of the European collectors, traders, importers, exporters and port silo storekeepers of the above mentioned agricultural products. COCERAL’s full members are 26 national associations in 18 countries [Austria, Belgium, Bulgaria, Denmark, Finland, France, Germany, Greece, Hungary, Italy, Luxemburg, Poland, Romania, Slovenia, Spain, Sweden, the Netherlands and the UK] and 1 European association [Unistock]. With about 2500 companies as part of COCERAL national members, the sector trades agricultural raw materials destined to the supply of the food and feed chains, as well as for technical and energy uses. COCERAL has two associated members in Switzerland and Serbia.

We note that ESMA is of the view that forwards are included within the definition of C6 despite that the word forward is not included in the text. This is in contrast with C5 and C7 where forwards are explicitly included. We do not believe that there are any physical forwards (except futures) in the agricultural markets that are traded on a regulated market or a MTF. However we believe that this point is of importance in the context of MiFID II and the expansion of the C6 definition to include products traded on an OTF. We are concerned that if physical forward contracts are included in the C6 definition that this might lead to some physical forward contract markets being viewed as OTF’s, we therefore disagree with  ESMA’s view.

We would also highlight that physical forwards that are not financial instruments are expressly defined as spot commodity contracts under Article 3(1)(15) MAR.

<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>

TYPE YOUR TEXT HERE

<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 consider that a contract that must be physically settled is a subset of contracts that can be physically settled. The concept of must be physically settled only has relevance under MifiD II as it relates to wholesale energy products.  

The key concern for us are the scenarios where contracts that can be physically settled can also be cash settled and the risk that they would be included in the C5 definition as able to be settled in cash at the option of one of the parties. When you take a commitment in advance, some events can lead the parties to change their initial intention to make or take delivery. A contract could be cancelled with the agreement of both parties. This could be linked to a change in the commercial activity for the industry, the lack of quality or the lack of quantity for the grain producer or other specific event or motivation. These cases represent a minority of the contracts tied up in the agricultural supply chain. A large majority of contracts are physically delivered. Even if the first goal and the intention of the contract is to be delivered, you usually have the possibility to terminate it (or to enter into a new offsetting contract to cancel out the obligations of the first one) if your counterpart agrees.  

We therefore require clarification form ESMA that contracts which allow for cancellation/offset should be evaluated under C7 and not C5.

<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 see a genuine risk that through increased regulatory requirements existing market tools to manage the various supply chain risks and realities will be significantly impacted. We have a real concern that if forward contracts are regarded as derivatives traded on an OTF under the MiFiD regulation it will reduce liquidity and transparency through shutting down or substantially restructuring those markets where these contracts are managed. This would result in cost increases for consumers and additional volatility in the market; hence we plea to regulators for caution to these adverse consequences when developing technical standards for derivatives under MiFiD.

Members of COCERAL are commercial companies active in various parts of the agricultural supply chain and have access to specialised personnel, sophisticated capabilities and physical assets (such as farmland, logistical assets, storage facilities, port terminals, crushing plants, flour mills, feed compounding facilities, biodiesel plants, malting facilities, etc.) to manage their commercial activities. Commercial activity includes for example (not an exhaustive list):

· Farming operations – using farmland to grow agricultural commodities. In this part of the supply chain farm operations sell their products forward to secure their cash flows and therefore continuity of their businesses (‘forward locking of farming margin’). If a farmer grows his/her crop and only sells it after harvest, the farmer can easily run into cash flow risks because price levels at harvest might not be as favourable compared to when the crop was still on the land.

· Providing a logistical service by buying and selling agricultural products forward in different geographic areas and consequently transport from areas where there is oversupply to other areas where there is undersupply by for example truck, train, barge or vessel. 

· Buying commodities forward and subsequently storing the agricultural goods in silos or other storage facilities. In agricultural commodities, there typically is a seasonal pattern where there is a lot of supply of physical commodities just after the harvest period, but the demand is more spread out over time. By storing the physical agricultural goods supply and demand can be better balanced.

· Using forward physical contracts to secure a stable deliver y pattern for food or feed factories who need the agricultural commodities to continue to physically operate their plants. Food, feed, and non-food factories need a continuous flow of goods in order to operate their business as shutting down and restarting their business is a risk for their cash flow and business continuity.

· Using forward physical contracts to secure a stable cash flow for food, feed, and non-food manufacturing plants. For example, forward physicals can be used by food, feed and non-food products to ‘lock’ or stabilize their production margins and therefore secure stable cash flow management and reduce liquidity risks. 

Our members manage risks for their own physical operations, for farmers and for their customers to the benefit of, eventually, maintaining stable food prices for consumers and offer food, feed and non-food products at a reasonable cost to customers and consumers.

We believe that there is a genuine risk of cost increase in the agriculture supply chains when our members are no longer able to reliably manage supply chain risks efficiently and effectively. This will eventually result in higher cost in the food and other supply chains. 

Volatility in food and feed markets is still largely driven by imbalances in supply (changes every crop season/year impacted by weather, acreage available for farming, yields impacted by farming technology,  quality etc.), in demand (growing world population, changing food consumption patterns/meat consumption, alternative usages for agricultural products, etc.) and also political choices/trade restrictions on national and international level (import/export tariffs, import/export bans, sanctions, subsidies, tax rates, etc.), but also other macro-economic metrics like foreign currency exchange rates, transport rates (impacted by for example fuel/oil prices). Furthermore, governments’ regulatory activity impacts supply and demand in agricultural through legislation in several domains such as mycotoxin levels, maximum residue limits on pesticide residues, genetically modified organisms’ low level presence, etc.

We also like to use this opportunity to remind regulators that the agricultural markets and physical commodity firms have not been significantly impacted by the financial crisis and are not seen as the root cause for the problem.

<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>

Forward contracts used in agricultural markets are currently clearly outside the scope of C7 as they do not have the characteristics of other derivative financial instruments (Article 38, Regulation (EC) No 1287/2006) because:

(1) They are not expressly stated to be equivalent to a contract traded on a regulated market, MTF or such a third country trading facility

(2) They are not cleared or subject to margin arrangements.

For reasons above the definition of “not being for commercial purposes” has not been relevant for agriculture commodity markets. However under MiFID II the definition of the characteristics of other derivative financial instruments these criteria are amended resulting in a consideration that simply establishes whether the contract is equivalent to a contract traded on a regulated market or OTF hence the “commercial purpose” test becomes relevant.

To take account of this new regulatory context for “commercial purpose” we suggest to expand it to include the following:

“A contract for a commercial purpose is concluded between entities that produce, store, manufacture, process, merchandise, transport or trade an agricultural commodity and need to sell or purchase it to perform their commercial activity. The commercial activity of the company is the activity around which the primary business model and key competitive advantages are built around.  Both parties to the contract must have the capability to make or take delivery of the commodity.”

For stakeholders in the agricultural supply chain, forward contracts are used for commercial activity. The companies that use these instruments are all the operators along the agricultural supply chains: farmers, grain collectors, oilseed crushers, flour millers, feed compounders, etc. Commercial activity includes for example (not an exhaustive list):

· Farming operations – using farmland to grow agricultural commodities. In this part of the supply chain farm operations sell their products forward to secure their cash flows and therefore continuity of their businesses (‘forward locking of farming margin’). If a farmer grows his/her crop and only sells it after harvest, the farmer can easily run into cash flow risks because price levels at harvest might not be as favourable compared to when the crop was still on the land.

· Providing a logistical service by buying and selling agricultural products forward in different geographic areas and consequently transport from areas where there is oversupply to other areas where there is undersupply by for example truck, train, barge or vessel. 

· Buying commodities forward and subsequently storing the agricultural goods in silos or other storage facilities. In agricultural commodities, there typically is a seasonal pattern where there is a lot of supply of physical commodities just after the harvest period, but the demand is more spread out over time. By storing the physical agricultural goods supply and demand can be better balanced.

· Using forward physical contracts to secure a stable deliver y pattern for food or feed factories who need the agricultural commodities to continue to physically operate their plants. Food, feed, and non-food factories need a continuous flow of goods in order to operate their business as shutting down and restarting their business is a risk for their cash flow and business continuity.

· Using forward physical contracts to secure a stable cash flow for Food, feed, and non-food manufacturing plants. For example, forward physicals can be used by food, feed and non-food products to ‘lock’ or stabilize their production margins and therefore secure stable cash flow management and reduce liquidity risks. 

Within this supply chain there is a finite infrastructure of farmland, storage facilities, processing plants, ports, ships, trucks etc. The commercial activity performed by the members of COCERAL has the crucial role to balance and optimise the actual physical flows using the infrastructure available. 

Without a broad definition of contracts for commercial purposes encompassing truly physical contracts for the sale and purchase of agricultural products, many such contracts could fall within the scope of Section C7 of Annex 1 under MiFID II.

<ESMA_MIFID_C6_C7_QUESTION_5>
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