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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>

It seems ESMA believes forward contracts should be included under the definition of C6 even though forward contracts are not explicitly referred to in the text.  We believe there are no physical forward contracts (with the exception of futures) which are traded on a regulated market or MTF.  However, we believe that this point is of importance in the context of MiFID2, in particular a concern that if physical forward contracts are brought within the scope of C6 this may lead to some physical forward contracts being viewed as traded through an Organised Trading Facility (OTF).

We question the distinction between contracts that “must be” and “can be” physically settled, as such a distinction does not exist in practice – a point EMSA seems to recognise in footnote 8 of the consultation.  Agricultural physical forward contracts, whilst normally physically settled, will always have a mechanism for ensuring termination is possible.  To reflect the practical issues we would support a restating of the rights of the counterparty to reference exemptions such as force majeure.
<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 are not able to provide further alternatives or additions.
<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 are concerned by the possibility that contracts that can be physically settled, can also be cash settled – with a risk that they are considered under C5 (being settled in cash at the option of one of the parties).  Within the agricultural sector physical forward contracts can be cancelled at the agreement of both parties or on the intervention of some external force such as the goods not meeting the contract quality.  Whilst such contracts are entered into with the intention of being physically settled, there is a mechanism for ensuring termination is possible (or a new contract is entered into which cancels the obligation of the original) at the agreement of both parties (not a unilateral action)

Clarification is therefore needed from ESMA to ensure that contracts which allow for this mutual cancellation or 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 agree with the summary guidance in section 41 of the consultation document on the broad application of C6 to require that forward contracts are defined as a financial instrument providing they must or can be physically settled and they are traded on a regulated market or MTF.  SCOPA members use physical forward contracts (and futures) as part of a risk management strategy not only for themselves but also for their suppliers and their customers.  Managing risk is part of the process of price stability and the provision of food, feed and non-food products at a reasonable cost to customers and consumers.

Our main concern has been to ensure that physical forward contracts which are not traded on a regulated market are not covered by the definition of financial instrument.  They are not used as speculative tools but for the risk management purposes outlined above.  Numerous studies conducted over recent years have confirmed that speculation is not an issue of concern in agricultural markets, which are small in comparison to other sectors.  Any broad, non-discriminatory widening of the scope to impact agricultural markets would therefore have the effect of damaging the management of supply chain risk with a resultant impact on market volatility and impact through higher costs in food and other related supply chains.

We believe the guidance  proposed by ESMA in relation to section C6 avoids the risk of these negative impacts and would therefore support the view that contracts would need to demonstrate compliance with both points i) and ii) in section 41.a. of the consultation document.
<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 support the view that C7 forms a category which is distinct from C6.  Our main concern remains however in ensuring the physical forward contracts referred to above fall neither under C6 nor C7 in being defined as financial instruments.

We also support the view that for a product to be defined under C7 it must meet the requirements as laid down in the guidelines, specifically that it should be physically settled, is not for commercial purposes and that it must meet one of the criteria listed under Article 38(1)(a) of Regulation 1287/2006/EC as well as the criteria under Article 38(1)(b) and 38(1)(c) of the same Regulation.

We would however support calls for an expansion of the definition of “for commercial purposes” beyond its current application of energy transmission grids, energy balancing mechanisms and pipeline networks, to cover other sectors where it can clearly be shown that contracts have been entered into for commercial purposes.  We would argue that physical forward contracts within the agricultural sector would be a clear example of a contract which is for commercial purposes and this could be achieved by amendment to Article 38(4) of Regulation 1287/2006/EC. Within the agricultural sector a contract for commercial purposes could be defined as one where the commodity, quantity, quality, delivery conditions (including period and location), price (or the mechanism for establishing price such as a set premium over the futures market for the specified delivery period), the terms of payment and issues such as transfer of ownership and risk are all specified within the terms of each specific contract.  

The commercial activity performed by SCOPA members as part of the vegetable oils chain has a crucial role in balancing production, supply and demand.  Broadening the current definition of commercial purpose would seem wholly consistent with the role of the trading sector.

With regard to Article 38(1)(a-c), the physical forward contracts used within the agricultural sector are not traded on regulated markets (third country or other), are not subject to the rules of such regulated markets and are not stated as being equivalent to contracts traded on such markets.  Agricultural physical forward contracts do not therefore meet the requirements of Article 38(1)(a).

The physical forward contracts are not cleared centrally and there is no provision for margins to be paid to any central counterpart.  The contracts do not therefore meet the requirements of Article 38(1)(b).

Finally, although the mechanism for establishing the price may make reference to a futures market ‘base’ the trade operates on the basis of industry standard form contracts.  Issues such as commodity, quantity, quality, delivery conditions (period, location, and processing), price (or modalities to fix it), terms of payment and transfer of the ownership and risk are specified in the terms of that standard form contract and do not reference terms quoted in exchange contracts.  For that reason also, physical forward contracts would not meet the requirements of Article 38(1)(c).

In conclusion, SCOPA supports the guidance produced in relation to C7 and believes that the information given above shows the guidance is consistent with our view that physical forward contracts operated within the agricultural sector do not fall within the definition of a financial instrument.
<ESMA_MIFID_C6_C7_QUESTION_5>
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