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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>

Not prejudge to MiFID II
We believe the debate about contracts that “must” be physically settled should not prejudge the outcome of the discussion which is part of the MiFID II secondary legislation. It should be acknowledged that market participants and national regulators have already developed interpretations of these concepts under MiFID, which should be taken into account by ESMA.

“Must”, “May” and “Can”.

The difference ESMA is seeking to draw between ‘can’ and ‘must’ be physically settled is not fully clear to us. Below is our interpretation of these concepts.

We agree with ESMA (at point 40d), that if a contract that ‘can’ be physically settled includes an option available to one of the parties to cash settle, the contract falls under C5. If it does not, then it corresponds to a contract that ‘must’ be physically settled.

We would like to point out that the intention of C6 was to cover options, futures, swaps and any other derivative contract relating to commodities that ‘can’ be physically settled provided that they are traded on a regulated market and/or MTF. 

We consider that this definition does not include contracts that ‘must’ be physically settled due to the fact that financial regulation is not intended to cover physical contracts. If the term “must be physically settled” is included in C6, physical gas and power trading will fall in the scope of financial regulation, while they are already covered by Remit (supervised by ACER). Without including “must be physically settled” all financial contracts are captured by this regulation, while physical energy contracts will be covered by REMIT.

Primary and secondary contractual right

We understand, a contract is classified as a derivative financial instrument within the meaning of C5 if a party has the primary contractual right to cash settle or opt for a cash settlement. However, when a payment takes place as a consequence of ‘default or other termination events’, the compensation for damages is a secondary obligation, which replaces the primary obligation (the physical delivery) that is not possible to perform. This is merely an exception to the normal settlement of the contract, which does not transform a physical obligation into a financial instrument. 

We want to highlight that operational netting in power and gas markets has to be distinguished from cash settlement. Neither operational netting nor obligations to submit the net schedules (e.g. required by a TSO) change the legal basis of a contract that “must be physically settled”. Physically settled gas and electricity transactions include the delivery of the underlying commodity and the change in the ownership of the commodity. These contracts include spot products (where delivery occurs within a short time period) and forwards (for delivery at some point in the future). Different operational arrangements for delivery in gas and power markets (required by a TSO) do not result in cash settlement, as the obligation to physically deliver and transfer the title under each individual contract remains legally binding and enforceable.

Conclusion.

We believe that (energy) contracts that do not include options to replace physical delivery with cash settlement (except for reasons of default or termination) should be considered as including an enforceable and binding obligation for physical settlement.

<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 think the list is rather complete and should not be more exhaustive.

<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 believe that all financial contracts are covered and there is no overlapping between these definitions. 

As far as take-or-pay contracts are concerned, we think these contracts should not be considered as financial instruments pursuant to MiFID because they do not fall either under the definition of C5 (such contracts are underpinned by the intention of the buyer/seller to receive/transfer the commodity), C6 (such contracts are concluded bilaterally) or C7 (such contracts are not standardised and not subject to the rules of a regulated market).

<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 have 3 additional comments: 

1) Spot contracts.
Our understanding is that spot contracts are not financial instruments; hence they cannot be classified as derivatives. We note that also the EU Commission has confirmed this understanding in the FAQ on EMIR by clarifying that “Energy spot transactions are not financial instruments under MiFID and are therefore not within the scope of EMIR”
. Indeed the definition of spot contracts in Regulation 1287/2006 refers textually only to C7, although the common sense suggests the interpretation above. By including such clarification in the proposed guidelines ESMA would remove definitely any space for potential misunderstanding.


2) Force majeure.
On page 10, in footnote 8, ESMA states the following: “In this regard, however, ESMA notes it has not been able to identify any instrument which can be accurately described as “must be physically settled”, as all instruments appear to contain force majeure provisions that would prevent physical delivery.”

This statement is quite surprising as it neglects ESMA’s viewpoint on the term “must be physically settled” stated in the Consultation paper ESMA 2014/549 dated 22nd of May 2014 as well as Recital 10 of MiFID II. 

Recital 10 of MiFID II stipulates that it is necessary to provide for a delegated act to further specify the meaning of the expression ‘must be physically settled’ taking into account at least the creation of an enforceable and binding obligation to physically deliver, which cannot be unwound and with no right to cash settle or offset transactions except in the case of force majeure, default or other bona fide inability to perform. 
Recital 10 clarifies that theses rare and extraordinary circumstances of force majeure, default or other bona fide inability to perform are very well provisions included in contracts that “must be physically settled” as the physical delivery must be performed, there is no opt-out. 

We underline the fact that a force majeure clause does not affect the classification, as ´must be physically settled´.


3) Transitional provisions for energy derivative contracts in C6.
As stated above, MiFID II provides for secondary legislation and transitional provisions. We recognise that the current consultation (on MiFID I) may be relevant for the implementation of EMIR, but should not prejudge the debate under MiFID II.
<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 believe that article 38 of Regulation No 1287/2006 has worked rather well as it has provided sufficient guidance to identify the objective characteristics of contracts falling under C7.

<ESMA_MIFID_C6_C7_QUESTION_5>

� See: � HYPERLINK "http://ec.europa.eu/finance/financial-markets/docs/derivatives/emir-faqs_en.pdf" �http://ec.europa.eu/finance/financial-markets/docs/derivatives/emir-faqs_en.pdf� 
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