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MIFID Il Commodity derivatives position limits

Application to non-commodity contracts in Annex | section C.10

e The Position Limits regime set out in article 57 of MiFID Il (and RTS 21) applies to commodity derivatives
traded on a MIFID trading venue and their economically equivalent OTC contracts. The definition of
‘commodity derivatives’ in Art 4.1 (50) of MiFID Il and Art 2.1 (30) MiFIR includes the following financial
instruments listed in Annex | section C of MiFID II:

- Cash settled commodity derivatives (Section C.5);

- Physically settled commaodity derivatives that are traded on Regulated Markets (RMs) or MTFs or
OTFs (Section C.6)%;

- Physically settled commodity derivatives not falling within section C.6 (Section C.7);

- Options, futures, swaps, forwards or other derivative contracts relating to climatic variables,
freight rates, inflation rates or other official economic statistics (Section C.10).

e In addition, article 2.1(30) of MiFIR expressly includes all derivatives contracts on underlyings referred
to in Section C.10, i.e. climatic variables, freight rates or inflation rates or other official economic
statistics that must be settled in cash or may be settled in cash (...), as well as any other derivative
contracts relating to assets, rights, obligations, indices and measures not otherwise mentioned in
Section C of Annex | of MiFID.

Consequently, the position limits regime appears to apply to non-commaodity contracts in Section C.10.

e However, certain provisions in MiFID, MiFIR and the Delegated Regulation of 25 April 2016, as set out
in further detail below, suggest that the position limits regime is intended to apply only to contracts
having a commaodity as an underlying, and should therefore only apply to certain categories of contracts
covered by section C.10.

Our view is that the article 2.1(30) MiFIR definition of 'commodity derivatives' should apply to cross-
asset classes regimes of MiFID Il (e.g. provision of investment services, conduct of business rules), but

1 With the exception of wholesale energy products traded on OTFs that must be physically settled.



should not apply to the position limits regime set out in article 57 of MiFID I, whose primary purpose
is to address commodity markets.

We would therefore propose that ESMA clarifies, via level 3 Q&As, that the Position Limits regime set out
in article 57 of MiFID Il (and the article 58 Position Reporting regime) is limited in scope as follows:

Of the financial instruments falling within Section C.10 of Annex I, MiFID Il, the only contracts
which are subject to position limits are those contracts which relate to an underlying commodity
which itself may be subject to a supply constraint (e.g. freight). Other contracts that do not relate
to commodities (i.e., inflation, statistics, assets, rights, obligations and indices'"! that are not
related to commodities) are not subject to the position limits regime.

Justification of non-application of MiFID Il Position limits regime to non-commodity
contracts in Annex | section C.10

The Position Limits regime was established for the purpose of limiting excessive speculation and preventing
market abuse in commodity markets, particularly in agricultural commodity markets.

The stated intention has always been, since the G20 Pittsburgh summit, to ensure the convergence between
commodity spot prices and commaodity derivatives prices in the delivery month of the derivative contract.

This is reflected in the following texts:

¢

MIFID Il, recital 125: “The G20 summit in Pittsburgh on 25 September 2009 agreed to improve the
regulation, functioning and transparency of financial and commodity markets to address excessive
commodity price volatility. The Commission Communications of 28 October 2009 on ‘A Better
Functioning Food Supply Chain in Europe’, and of 2 February 2011 on ‘Tackling the Challenges in
Commodity Markets and Raw Materials’ outlined measures that fall to be taken in the context of the
review of Directive 2004/39/EC. (...)".

MIFID II, recital 127: “A harmonised position limits regime is needed to ensure greater coordination
and consistency in the application of the G20 agreement, especially for contracts that are traded
across the Union. Therefore, explicit powers should be granted to competent authorities to establish
limits, on the basis of a methodology determined by ESMA, on the positions any person can hold, at
an aggregate group level, in a derivative contract in relation to a commodity at all times in order
to prevent market abuse, including cornering the market, and to support orderly pricing and
settlement conditions including the prevention of market distorting positions. Such limits should
promote integrity of the market for the derivative and the underlying commodity without
prejudice to price discovery on the market for the underlying commodity and should not apply to
positions which objectively reduce risks directly relating to commercial activities in relation to the
commodity. The distinction between spot contracts for commodities and commodity derivative
contracts should also be clarified. In order to achieve the harmonised regime, it is also appropriate
for ESMA to monitor the implementation of the position limits and for competent authorities to put

[11 We consider the reference to indices and measures in Section C.10, Annex |, MiFID Il to be confusing since derivatives contracts
relating to financial indices and financial measures are already covered by Annex | section C.4 which is expressly not subject to the
position limits regime.



in place cooperation arrangements, including exchange of relevant data with each other and to
enable the monitoring and enforcement of the limits.”

MIFID I, article 57.1: “The limits shall be set on the basis of all positions held by a person and those
held on its behalf at an aggregate group level in order to:

(a) prevent market abuse;

(b) support orderly pricing and settlement conditions, including preventing market distorting
positions, and ensuring, in particular, convergence between prices of derivatives in the delivery
month and spot prices for the underlying commodity, without prejudice to price discovery on the
market for the underlying commodity.”

European Commission’s Delegated Regulation of 25 April 2016 supplementing MIFID Il as regards
organisational requirements and operating conditions for investment firms and defined terms for
the purposes of that Directive, article 2.6: “ ‘commodity’ means any goods of a fungible nature that
are capable of being delivered, including metals and their ores and alloys, agricultural products,
and energy such as electricity”.

We believe that the intention of the co-legislators has always been to tackle potential misconduct in
the commodity space. However, there appears to be a fundamental inconsistency between the
definition of “commodity” in the Delegated Regulation of 25 April 2016 and the definition of
“commodity derivative” in article 2.1 (30) of MiFIR. We believe that Section C.10, Annex |, MiFID II,
unlike sections C.5, C.6, and C.7, was not designed for the purpose of a specific regime devoted to
commodities. This is further evidenced by the lack of reference to commodities in section C.10, whereas
sections C.5, C.6 and C.7 expressly refer to commodities.

Section C.10 is drafted widely and could potentially include all derivatives contracts, irrespective of the
underlying (with the exception of insurance contracts), that do not fit within sections C.1 to C.9 and
C11, for instance real-estate contracts.

We note that whereas the position limits regime was designed for a very precise purpose (address
potential misconduct and excessive speculation in the commodity space), Section C.10, Annex |, MiFID
Il was intended to capture financial instruments not otherwise caught by the other sub-sections of
Section C, Annex |, MiFID II. If the position limits regime were read as applying to any financial
instrument falling within Section C.10, this would mean that a market participant who creates a new
category of contract (not related to commodities) would have to, without delay, comply with the
position limits regime.

Expanding position limits to cover those asset classes, such as inflation derivatives or real-estate
contracts for instance, will be very challenging to implement as Art. 57 of MiFID Il and RTS 21 do not
appear to have been drafted with those asset classes in mind: terms such as “lot size” and “delivery
date”, for instance, are not used outside the commodity space.

Also, the very limited definition of economically equivalent contracts, which provides that differences
in delivery dates may be disregarded for the purpose of determining equivalence but only if the dates
diverge by less than one calendar day, would have unexpected consequences in the non-commodity
space. For instance, the otherwise equivalent inflation swaps traded on a Monday and the following



Wednesday could not be netted and aggregated under the same position limit even though their
economic exposure is near-identical.

Regarding inflation derivatives, we note that the Delegated Regulation of 14 July 2016 supplementing
MIFIR with regard to regulatory technical standards on transparency requirements for trading venues
and investment firms in respect of bonds, structured finance products, emission allowances and
derivatives, sets the following classification in its Annex Ill (Liquidity assessment, LIS and SSTI thresholds
for non-equity financial instruments):

- single-currency inflation swaps, futures and forwards on single-currency inflation swaps, multi-
currency inflation swaps and futures and forwards on multi-currency inflation swaps are
considered “Interest rate derivatives” under chapter 5 of the annex;

- commodity derivatives are covered by chapter 7 of the annex

- C.10 contracts are an independent category under chapter 10 of the annex.

We also note that this view is shared by the European Banking Authority, which in a Q&A dated July
2014, considered inflation products as interest rate products (see https://www.eba.europa.eu/single-
rule-book-ga/-/gna/view/publicld/2014 841).

For the purpose of market transparency and despite the wording of article 2.1 (30) of MiFIR, the
definition of commodity derivatives is de facto limited to instruments listed in Sections C.5, C.6 and C.7,
Annex |, MiFID Il, i.e. contracts having a commodity as an underlying.

We strongly maintain that the legislators did not intend to apply the position limits or position
reporting regimes to contracts that are not related to commodities and that for the purpose of articles
57 and 58 of MiFID Il, ESMA should clarify through Q&A that of the financial instruments falling within
covered by Section C.10, Annex |, MiFID Il the only contracts which are subject to position limits and
position reporting are those contracts which relate to an underlying commodity which itself may be
subject to a potential supply constraint (e.g. freight). Other contracts that do not relate to
commodities (i.e. inflation, statistics, assets, rights, obligations and indices that are not related to
commodities) are not subject to the position limits and position reporting regimes.

About ISDA

Since 1985, the International Swaps and Derivatives Association has worked to make the global derivatives markets
safer and more efficient.

ISDA has over 850 member institutions from 67 countries. These members comprise of a broad range of derivatives
market participants, including corporations, investment managers, government and supranational entities, insurance
companies, energy and commodities firms, and international and regional banks. In addition to market participants,
members also include key components of the derivatives market infrastructure, such as exchanges, intermediaries,
clearing houses and repositories, as well as law firms, accounting firms and other service providers.

ISDA’s work in three key areas — reducing counterparty credit risk, increasing transparency, and improving the
industry’s operational infrastructure — show the strong commitment of the Association toward its primary goals; to
build robust, stable financial markets and a strong financial regulatory framework.

www.isda.org

About FIA

FIA is the leading global trade organization for the futures, options and centrally cleared derivatives markets, with
offices in London, Singapore and Washington, D.C.FIA’s membership includes clearing firms, exchanges,
clearinghouses, trading firms and commodities specialists from more than 48 countries as well as technology vendors,
lawyers and other professionals serving the industry.
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About GFMA

The Global Financial Markets Association (GFMA) brings together three of the world’s leading financial trade
associations to address the increasingly important global regulatory agenda and to promote coordinated advocacy
efforts. The Association for Financial Markets in Europe (AFME) in London and Brussels, the Asia Securities Industry &
Financial Markets Association (ASIFMA) in Hong Kong and the Securities Industry and Financial Markets Association
(SIFMA) in New York and Washington are, respectively, the European, Asian and North American members of GFMA.
For more information, visit http://www.gfma.org.

About WMBA & LEBA

The Wholesale Markets Brokers’ Association (WMBA) and the London Energy Brokers’ Association (LEBA) are the
European industry associations for the wholesale intermediation of Over-the-Counter (OTC) markets and trading
venues in financial, energy, commodity and emissions markets and their traded derivatives. Our members are nearly
entirely Limited Activity and Limited Licence firms and all act solely as intermediaries in the said wholesale financial
markets. As Interdealer Brokers (IDBs), the WMBA/LEBA members’ principal client base is made up of global banks,
primary dealers, large energy companies and other wholesale market participants, however members only act
exclusively as intermediaries and not as own account traders. (Please see www.wmba.org.uk and www.leba.org.uk for
information about the associations, its members and products.)
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