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European Securities and Market Authority

CS 60747

103 rue de Grenelle

75345 Paris Cedex 07, France

5 January, 2015
Dear Sir/Madam
Consultation Paper on MiFID II/MiFIR
The London Bullion Market Association submits this letter in response to European Securities and Markets Authority’s (ESMA) Consultation Paper: “Guidelines on the application of C6 and C7 of Annex I of MiFID”. The LBMA would also like to submit its broad support for the response submitted jointly by the International Swap Derivatives Association (ISDA), European Federation of Energy Traders (EFET) and FIA Europe (FIA). 

About the London Bullion Market Association

The LBMA is the international trade association that represents the wholesale over-the-counter (OTC) market for gold and silver bullion, physically based in London. London is the focus of the international OTC market for gold and silver with a client base including the majority of the central banks that hold gold, plus producers, refiners, fabricators and other traders throughout the world.  The LBMA was formally incorporated in 1987 in close consultation with the Bank of England.  

Commodity Derivative and Commercial Purpose: Summary
It is necessary to highlight that gold and silver forwards should not be caught under the definition of commodity derivatives if the primary obligation is that of physical delivery. The intent at the point of formation of the contract is vital to its classification. If cash settlement is not contemplated at the point of formation then it should be deemed that the forward contract is out of scope. 
In addition it is important to provide further clarity on the scope of commercial purpose. We would welcome ESMA to consider highlighting that where one of the parties to a contract is for example either a refiner or a fabricator who intends to deliver or take delivery, then such contracts will be deemed to be made for commercial purposes. 
Unallocated Account

In the bullion market, several types of trades are entered into for spot and forward delivery, and are most typically traded through an allocated or an unallocated account. However, most traded and settled bullion in London is done through an unallocated account, which is maintained by a clearing bank member of the London Precious Metal Clearing Limited (LPMCL) on behalf of a customer. This is an account where the customer does not own specific bars, but has a general entitlement to an amount of metal. This is similar to the way that a bank current account operates: in that a customer may not necessarily receive back the same notes they originally deposited. Similarly, a customer with an unallocated account who physically withdraws their metal will not necessarily receive the same gold bars back they deposited. It is the most efficient, cheapest and most commonly used method of holding metal.
Transactions through an unallocated account will be settled by credits or debits to the account, with the balance representing the indebtedness between the two parties. Credit balances on the account do not entitle the creditor to specific bars of gold or silver. Instead the balance is backed by the bullion stock of the dealer with whom the account is held. The client is an unsecured creditor. If a customer holds a positive account balance then the clearing bank member has a contractual obligation to transfer precious metal to the customer. 
It is important to note, that by entering into a transaction that leads to the debit or credit of an unallocated metals account, that this should be regarded as intent to settle physically. Delivery and settlement of transactions in precious metals carried in an unallocated account occurs through physical deposits, withdrawals, or book-entry transfers. Book-entry transfers also result in a debit or credit in each unallocated account in the amount of precious metals bought and sold as part of the transaction. 
In summary, our view is that unallocated precious metals transactions between commercial market participants for the forward sale or purchase of unallocated precious metals in which the parties intend on the trade date to settle by physical delivery should be characterised as forward contracts and be out of scope. Therefore given the nature of bullion trading, we would like to note that the differentiation of ‘can’ and ‘must’ be physically settled can be confusing for those wholesale precious metals products that are eventually physically settled. Legal certainty is essential in this area.

Intention
There could be circumstances where physical delivery was the only contemplated end result, but, ‘by reason of default or other termination events’, the contract ended up cash settling. It should be understood that the cash settlement in this scenario is an exception to the normal operation of the contract and the physical delivery was always the primary obligation. A position of default or force majeure should not constitute cash settlement. 
In legal terms, it has to be distinguished between primary and secondary contractual obligations. A contract is classified as a derivative financial instrument if a party has the primary contractual right to opt for cash settlement. In contrast, if cash settlement takes place because of early termination, payment netting or because of an event of default, the compensation for damages is a secondary obligation which replaces the primary or original obligation. 
Commercial Purpose

Additionally, the definition of a contract for commercial purposes is valid but too narrow. ESMA should help to clarify it in order to make the concept of ‘commercial purpose’ applicable in different contexts and for different commodities.
We would recommend that ESMA should take into consideration that a contract is made for commercial purposes, when: (a) where one or more of the parties is a producer, processor, fabricator, refiner, or merchandiser 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. We strongly recommend ESMA to take a similar approach into consideration, in order to avoid the circumstance in which - by giving a closed and specific list of contracts being for commercial purpose - other contracts remain outside the scope of the definition without appropriate justification.
Further information
Finally, if we can be of further assistance to ESMA with regard to the treatment of gold and silver, we would be pleased to respond to any questions or requests that you may have.

Yours sincerely

[image: image2.png]| BMA




 Ruth Crowell, Chief Executive

The London Bullion Market Association


1-2 Royal Exchange Buildings London EC3V 3LF


Tel: +44 20 7796 3067   Fax: +44 20 7283 0030 www.lbma.org.uk  mail@lbma.org.uk


