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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>

Introduction: 

EURELECTRIC generally agrees with ESMA’s proposals in the consultation paper. The draft guidance is largely in line with market practice; however it would be beneficial if ESMA could clarify the intended timing for publication and applicability. 
EURELECTRIC believes that the need for guidance on the application of C6 and C7 of Annex I of MiFID is limited considering that the implementation of EMIR has already contributed to a shared understanding of the MiFID definitions amongst market participants and national regulators’. Any guidelines for a limited period of time could majorly impact market participants’ compliance with EMIR implementation.  It could be, however, a useful starting point for further elaborations under the framework of MiFID II.

We would like to highlight the importance of transparency in the process, clarity on the contents and sufficient lead-time for implementation for the proposed guidance. This is especially important if the final content deviates from the text under consultation. 

Response to Question 1:

Generally, EURELECTRIC does not really understand why ESMA addresses the issue of “must be” and “can be” physically settled contracts in the framework of the current consultation paper, which aims at clarifying the application of C.6 and C.7 under MIFID I. As MiFID I does not make any distinction within the category of “physically settled” contracts, we are of the opinion that this issue should remain outside the scope of the present consultation on MiFID I in order to avoid any confusion, but also not to create any prejudice in respect to the ongoing work on the implementation measures for MIFID II. 

The key criteria under the current MIFID I to determine whether a product falls under C.6 or should be tested against C.7 is the place of execution; whereby C.6 covers the products traded on a regulated market or MTF and C.7 covers the products traded bi-laterally. Indeed 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. Without including “must be physically settled” all financial contracts are captured by this regulation while physical contracts will be covered by REMIT. If the term “must be physically settled” should have been included in C6 the legislator would have included it. In C5 the legislator did not want to include only one case but different cases and therefore said “must” and “may”. Accordingly, we conclude that the legislator did not want to include “must be physically settled” in C6.
Furthermore there is a difference between “can” and “must be physically settled”. Contracts must be physically settled if the party who is entitled to receive the underlying commodity has an unrestricted and unconditional right to be physically supplied. In that case there is no option for any party to replace physical delivery with cash settlement; the obligations under the contract cannot be cancelled out against obligations from contracts between parties concerned. The result of the flows scheduled after the nomination process to TSOs does not 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.

The existence of force majeure provisions does clearly not prevent a contract from being characterized as “must be physically settled”, nor would default or bona fide provisions do so.

In this context, we also would like to highlight that the current EU approach is fundamentally different to the approach adopted towards physical forward commodity contracts under the US Dodd-Frank regulation (whereby physical forwards are wholly exempted from DFA application based on parties’ intention to make or take physical delivery). With a view of enhanced regulatory recognition and substituted compliance, it is paramount that EU and US financial regulation are more aligned on a.o. the definition of physical forward contracts. An inconsistent approach towards the application of financial regulation to physically forward commodity contracts may lead to a competitive disadvantage for the EU.

Furthermore, it is important to highlight that if “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 supervised by ACER. These contracts aim to ensure the efficient and continued flow of energy throughout Europe, so considering them financial instruments could damage this objective. 
<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>

The key criteria under MiFID I to determine whether a contract that can be physically settled should be considered as a commodity derivative or not, is the place of execution: when executed on MTFs or regulated markets a contract that has the potential to be physically settled falls within the definition of commodity derivative.

We broadly agree with the proposed examples and that the definition of physical settlement should not be exhaustive. We believe that the definition of physical settlement should take into account the specifics of wholesale energy markets and market practices. The liberalisation of European energy markets has opened the access to energy networks to multiple counterparties through binding network codes and supporting contractual documentation. Such arrangements are regulated by national energy regulators and include rules for physical settlement by means of nomination or scheduling of energy at specified nominal points of the networks, supported by a commitment of the counterparty to make or take physical delivery. It is worth noting that the quantities delivered under each trade are separately invoiced on a monthly in arrears basis and VAT paid (or the reverse charge applied) to such amounts.
<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>

Please refer to our response to question 1. 

In addition, we would like to add that we agree on the following:

· Contracts which must be settled in cash or may be settled in cash at the option of one of the parties fall under C5.

· Contracts which can be physically settled fall under C6 and C7, depending on the place of execution.

· The difference between C6 and C7 lies on the place of execution. Commodity derivatives traded on a regulated market or a MTF may fall under C6, whereas if bilaterally traded it may fall under C7 (if the respective conditions/criteria are met).  

Generally, all financial contracts are covered and there is no overlapping between these definitions. However, we insist that those contracts that “must be physically settled” should not be included under any definition as i) this question is not relevant under MIFID I; ii) they are already captured by REMIT.

It is important to differentiate the characteristics of physical delivery. The reason for which “take or pay” contracts exist is absolutely linked to the characteristics of the physical underlying, and for these reasons they should be considered as specific physical contracts and never considered as financial instruments. The inherent nature of the contract is the parties’ intention for a physical delivery and acceptance of the commodity. Only in case the counterparty does not take delivery of the contractual agreed volumes (i.e. due to economic downturn or weather conditions (higher temperatures etc) a pre-agreed penalty will be paid. “Take or pay” contracts are not financial instruments pursuant to MiFID, therefore they do not fall either under C5, C6 or C7.
<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>

Two additional comments: 

· 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.”

We believe ESMA may be confusing force majeure and early termination with settlement. The presence of these elements in a given contract should not lead to defining it as antithetic to “must be physically settled”. 

Force majeure is generally defined as an occurrence beyond the reasonable control of one of the parties which it could not reasonably have avoided or overcome and which makes it impossible for one of the parties to perform according to the contract terms. In the case of gas and electricity markets, depending on the delivery point, this may be limited to the failure of communication or IT systems of the relevant network or system operator (within system balancing points) or physical outages or failures of pipelines, terminals and transmission systems. In such a circumstance, no breach is deemed to have occurred and the counterparty claiming the force majeure is released from the contractual obligations for the period of time that force majeure prevents its performance either by a temporarily suspension (i.e. the electricity or gas is delivered at a later stage) or by full release from delivery in the period force majeure takes place (i.e. no subsequent delivery of the electricity or gas in question). 

Force majeure does not waive the obligation to physically deliver or accept, rather the result of a successful claim of force majeure is that the claiming party is not required to pay the damages that would otherwise be payable for a failure to deliver or accept the correct contract quantity under a trade. In other words, the contract contains an enforceable and binding obligation for physical settlement which is unaffected, hence it can be defined as a contract that ‘must be physically’ settled.
Furthermore, this statement is quite surprising as it neglects the 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. Forwards are best described with the term “must be physically settled”.
·  It would be helpful if ESMA would explicitly clarify both in its guidelines on the application of C.6 and C.7 under MIFID I (if deemed necessary) and in the MIFID II Implementing measures, that spot contracts are out of the scope of the commodity derivatives definition, both under C.6 and C.7. 

Currently, the definition of spot contracts in article 38 of Implementing Regulation 1287/2006 only refers explicitly to C.7, although it is common understanding that spot contracts are not in scope of the definition of financial instruments (C.5 to C.10), regardless of the place of execution. 
An explicit confirmation by ESMA that article 38(2) applies to both C.6 and C.7 would be beneficial and avoid any misunderstanding. It would also be coherent with the newly adopted MAR regulation which defines “spot commodity contract” as “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.” (see article  3(15) MAR). We also note that 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”
.
<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 well as it has provided sufficient guidance to identify the objective characteristics of contracts falling under C7. 

If ESMA aims at harmonizing EMIR application across the EU by providing guidance on the application of C.6 and C.7 of MiFID I, it should also tackle the diverging application of the commercial purpose test within the EU. Therefore, we encourage ESMA to:
· Consider at EU level the approach adopted under the U.K. legislation under MiFID I which makes explicit provisions for indications to be used to evaluate whether a contract is made for commercial purposes, namely: (a) where one or more of the parties is a producer of the commodity or other property, or uses the commodity in its business; (b) the seller delivers or intends to deliver the commodity or the purchaser takes or intends to take delivery of it. This type of approach has demonstrated to work well in practice at national level and EURELECTRIC recommends ESMA to consider and adopt a similar approach, in order to avoid the circumstance in which - by giving a closed and specific list of contracts being for commercial purpose (like it is currently the case under paragraph 4 of Article 38 of Regulation (EC) 1287/2006)  - other contracts linked to a market participant’s commercial and/or industrial activities remain out of the commercial purpose scope without appropriate justification and detrimentally impacting the physical energy markets.

·  Enlarge the definition of the commercial purpose under MiFID II and align it more closely with the current approach adopted under Dodd-Frank Act in the USA (forward exclusion for commercial contracts) with a view of enhanced regulatory recognition and substituted compliance. We have indeed already expressed to ESMA some concerns regarding the very limited interpretation of contracts falling under Art. 38.4 (we do refer here to EURELECTRIC’s response paper to the consultation paper on MiFID II and to a letter sent on 26 November 2014)
<ESMA_MIFID_C6_C7_QUESTION_5>

� � 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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