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BREXIT AND Negotiations for a post-Brexit trade
deal now seem likely to go down to the
COMMODITIES wire. With the end of the transition
DERIVATIVES period fast approaching and increased
. warnings of a slim or no deal, the future
REGULATION: regulatory landscape for commodities
RECENT businesses remains unclear.
D EVE LO P M E NTS AN D Commodities businesses may ultimately be less
affected by Brexit than, for example, their banking
TH E I R I M pACT O N counterparts. However, this does not mean that the

sector is immune. A ‘no-deal’ outcome will lead to a

CO M M O D ITI ES wide range of challenges for UK and EU commodities

derivatives market participants.

BUSINESSES



Notably, you will be affected if:

» you are subject to MiFID Il position
limits.

« you rely on MiFID Il passporting.

» you are subject to MiFID Il
derivatives trading obligations.

» you rely on UK central
counterparties for clearing.

» you enter into contracts that
currently fall within the REMIT C(6)
carve-out.

Further details in respect of each

of the above, and their impact on
commodities businesses, is set out
below. Please note, however, that this
list is not exhaustive and those in any
doubt as to their regulatory exposure
should seek expert advice.

Position limits
The EU position

MIFID II" limits the size of positions
companies can hold in commodity
derivatives traded on a trading
venue. Those position limits also
include economically equivalent
over-the-counter (OTC) contracts. On
28 July 2020, the EU financial services
regulator the European Securities
and Markets Authority (ESMA) issued
an opinion to clarify that commodity
derivatives traded on a third-country
trading venue are not OTC (provided
that the trading venue meets certain
criteria) and that the positions
resulting from trading such contracts
should not count for the purposes

of the EU position limits regime.

To supplement its opinion, ESMA
also published a list of third country
venues that meet the relevant criteria
to bring them outside the definition
of OTC. On 27 October 2020 ESMA
added UK trading venues to this list.
Consequently, from 1January 2021
commodity derivative contracts
traded on those UK trading venues
on the list will not be considered as
OTC contracts for the purposes of the
EU position limit regime.

This assessment is independent of
the European Commission’s decisions
on equivalence.

The UK position

In Brexit Policy Statement PS19/5
and a recent statement of
1 October 2020, the UK regulator,

the Financial Services Authority
(FCA) explained that EU ‘Level 3’
materials? such as ESMA opinions

will not be incorporated into UK law.
While such materials will remain
relevant to market participants’
compliance with the FCA's regulatory
requirements, the FCA will adopt a
“pragmatic approach” to supervision
and enforcement of adherence to

EU Level 3 materials. Businesses are
advised to interpret such materials
accordingly in light of Brexit — to
borrow another legal expression, they
may be treated as persuasive but not
binding.

COVID-19: Amendment to the
position limits regime and scope of
the hedging exemption

On 24 July 2020, the European
Commission published a Market
Recovery Package in response to the
COVID-19 pandemic. The package
includes the following amendments
to the MIFID Il commodities position
limits regime:

1. Position limits under Article
57 to be limited to agricultural
commodity derivatives or
commodity derivatives
designated as significant or
critical.

ESMA will be mandated to
develop draft regulatory standards
to define those agricultural
derivatives and critical or
significant derivatives that will

be subject to position limits. This
will significantly reduce the scope
of the regime, which currently
applies limits to every single
commodity derivative contract
listed or traded on an EU trading
venue.

2. Amendment of Article 57(6)
on position limits for “same
contracts” and Article 58(2) on
the position reporting to the
central competent authority for
“same contracts”.

The concept of the “same
contract” (which requires that

the competent authority of the
trading venue where the largest
volume of trading takes place will
set the position limit to be applied
on all trading in that contract)

will be deleted and replaced

with a general requirement for

1 The Markets in Financial Instruments Directive, the cornerstone of the EU’s financial regulatory framework.

competent authorities to adopt a
more cooperative approach.

3. Changes to the hedging
exemption.

Article 57(1) exempts positions
held by non-financial
counterparties (NFCs) used for
risk-reducing/hedging purposes.
The exemption will be amended
to include, in addition:

— financial counterparties (FCs)
acting as the market facing
entity of a commercial group
for the positions held to reduce
the risk of the commercial
entities of the group.

— FCsand NFCs for positions
which are objectively
measureable as resulting from
transactions entered into to
fulfil obligations to provide
liquidity on a trading venue.

4. Exclusion of the securitised
commodities derivatives.

Article 57(1) will be amended
explicitly to exclude securitised
commodities derivatives from
the scope of the position limits
regime.

These proposals are currently under
consideration by the EU regulators
and the nature of their transposition
into the UK regulatory regime
remains uncertain. The FCA remains
committed to maintaining high
regulatory standards and we expect
it to be broadly supportive of the
proposals. Whether it adopts them in
whole, in part, or at all, in due course
and following the end of the Brexit
transition period, remains to be seen.

MIFID Il passporting
The EU position

MIFID Il ‘passporting’ allows firms
authorised in one European
Economic Area (EEA) state to provide
investment services to wholesale

EEA clients and establish branches in
other EEA states without the need for
further authorisation.

At the end of the transition period,
the UK will become a “third-country”
under MiIFID Il and UK firms will lose
their passporting rights. It is currently
unclear whether the EU will make an
“equivalence” decision in respect of

2 ‘Level 1" being the primary legislation or ‘framework acts’ of the EU and ‘Level 2" being the delegated and implementing acts for this legislation.


https://www.esma.europa.eu/sites/default/files/library/esma70-156-112_mifidii_opinion_on_third_country_position_limits.pdf
https://www.esma.europa.eu/press-news/esma-news/esma-adds-uk-venues-opinions-third-country-trading-venues-1
https://www.fca.org.uk/publication/policy/ps19-05.pdf
https://www.fca.org.uk/publication/corporate/brexit-our-approach-to-eu-non-legislative-materials.pdf
https://ec.europa.eu/finance/docs/law/200724-mifid-review-proposal_en.pdf

the UK financial regulatory regime,
but even if it does, the resulting
framework of rights available to

UK firms will not be equivalent to
passporting. In addition, the EU can
unilaterally revoke any equivalence
decision granted, meaning any
future divergences from the EU
carry an inherent risk.

On 25 December 2019, Investment
Firm Regulation 2019/2033 (IFR)
amended the MIFID Il regime
allowing third-country firms

access to EEA markets from

26 June 2021, but subject to onerous
compliance requirements. On

28 September 2020, ESMA published
draft regulatory and implementing
technical standards. The regime
includes significant new annual
reporting requirements for third-
country firms and gives ESMA

the power to request information,
conduct inspections and restrict or
prohibit third-country firms' EEA
activities.

The UK position

The UK is establishing its own
equivalence framework that will allow
EEA firms to operate in the UK under
a Temporary Permissions Regime
(TPR). This will take effect at the end
of the Brexit transition period and will
last for a period of three years (unless
extended by HM Treasury).

On 23 September 2020, the FCA
published a consultation paper on
its approach to international firms.

It is not Brexit-focused, but it will
nevertheless be of particular interest
to EEA firms entering the UK's TPR
with a view to obtaining full FCA
authorisation later.

The ‘onshoring’ process (whereby UK-
only versions of existing EU regimes
are adopted in the UK with effect
from the end of the Brexit transition
period) means that the requirements
for firms and other regulated persons
will change in some areas. To help
firms adapt, the Treasury has given
UK financial regulators the power

to make transitional amendments

to financial services legislation for a
temporary period. This is known as
the “Temporary Transitional Power”
(TTP).

The FCA intends to apply the TTP
widely from the end of the transition

“...in some key areas, the FCA
expects firms to prepare for
their new obligations by
31 December 2020.”

period until 31 March 2022. However,
in some key areas, the FCA expects
firms to prepare for their new
obligations by 31 December 2020.
These include MiFID Il transaction
reporting, EMIR (The European
Markets Infrastructure Regulation)
reporting and certain requirements
under MAR (The Market Abuse
Regulation).

Where the FCA does apply the TTP,
firms and other regulated persons
are expected to take reasonable
steps during the TTP period to ensure
full compliance with the onshored
regimes by 31 March 2022.

On 1 0October 2020, the FCA
published an updated version of the
FCA Handbook to show the rules that
will apply at the end of the transition
period.

Derivatives trading obligations

Subject to any relevant equivalence
decision, there will be conflicting
derivative trading obligations (DTOs)
under the UK and EU versions of
MIFID 1.

The EU/UK MIFIR (Markets in Financial
Instruments Regulation) DTOs
obligate trading on EU/UK-regulated
or equivalent third-country trading
venues in certain circumstances.® To
date, the EU has adopted equivalence
decisions in respect of (i) US swaps
execution facilities (SEFs) regulated
by the CFTC and (ii) certain derivative
trading venues in Singapore, but

no UK trading venues. Therefore,
counterparties will be unable to
comply with both EU and UK MiFID

Il DTOs when trading the most liquid
standardised contracts other than by
trading on a US SEF.

3 Seethe ESMA Register listing derivative contracts subject to the trading obligation

4 Seethe Register listing classes of OTC derivatives that CCPs are authorised to clear

This could increase costs for
commodities businesses, as they will
operate in a less liquid market.

CCPs
The EU position

EMIR requires certain standardised
OTC derivatives to be cleared through
central counterparties (CCPs).* There
are currently three UK CCPs, ICE
Clear Europe Limited, LCH Limited
and LME Clear Limited. Subject to
relevant decisions on equivalence,
these UK trading platforms will
become third-country venues (and
no longer CCPs for the purposes of
EU EMIR).

On 21 September 2020, the European
Commission adopted a time-limited
decision that UK CCPs will be
considered equivalent to EU CCPs
under EMIR for 18 months from 1
January 2021 to 30 June 2022. This

is intended to give financial market
participants time to reduce their
exposure to UK CCPs. Similarly,

on 28 September 2020, ESMA
announced it will recognise the
three UK CCPs as eligible to provide
their services in the EU for the same
period.

Notably, the European Commission’s
decision is revocable and could

be re-assessed at any time in

light of political, market or other
developments.

The UK position

The UK's TPR will give EEA businesses
and CCPs temporary permission

and recognition under UK law from
1January 2021 for a period of three
years. During this time, they can seek
full authorisation or recognition in the
UK.


https://www.esma.europa.eu/sites/default/files/library/esma35-43-2424_draft_ts_on_provision_of_services_by_tcfs.pdf
https://www.fca.org.uk/publication/consultation/cp-20-20.pdf
https://www.esma.europa.eu/sites/default/files/library/public_register_for_the_trading_obligation.pdf
https://www.esma.europa.eu/sites/default/files/library/public_register_for_the_clearing_obligation_under_emir.pdf
https://www.handbook.fca.org.uk/news/60
https://www.handbook.fca.org.uk/news/60
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32020D1308&from=EN
https://www.esma.europa.eu/sites/default/files/library/esma71-99-1403_communication_ukccps_recognition_2020.pdf

Remit carveout for wholesale
energy products

On 7 October 2019 and again on

1 October 2020, ESMA issued a
public statement on the possible
implications of a no-deal Brexit on
the so-called ‘REMIT carve-out”.
under the terms of Section C(6)

of Annex | of MiFID Il, “wholesale
energy products” that (i) must

be physically settled and (ii) are
traded on an EU Organised Trading
Facility (OTF) are excluded from the
MIFID Il definition of commmodity
derivatives (and, therefore, amongst
other things, not subject to MiFID Il
position limits and position reporting
requirements). Under REMIT, the
following are considered “wholesale
energy products” (i) derivatives
relating to electricity or natural gas
produced, traded or delivered in the
EU and (ii) derivatives relating to the
transportation of electricity or natural
gas in the EU, irrespective of where
those derivatives are traded.

According to ESMA, it follows that in
the event of a no-deal Brexit:

» Electricity or natural gas derivative
contracts produced, traded and
delivered in the UK would no
longer benefit from the REMIT
carve-out even if traded on an EU
OTF.

« Equally, where a “wholesale
energy product”is not traded on
an EU OTF post-Brexit, it will no
longer benefit from the REMIT
carve-out. (This was reiterated
by the European Commission
on 13 July 2020 and ESMA on
1 October 2020))

However, ESMA also states that
where, for instance, UK natural

gas would continue to be traded

on a spot trading platform in the

EU post-Brexit, UK natural gas
derivatives would continue to qualify
as “wholesale energy products” and
could benefit from the REMIT carve-
out.

Conclusion and final thoughts

The outcome of the Brexit
negotiations will have important
consequences for commodities
businesses active in the UK and EU
derivative markets.

However, it must also be borne in
mind that, whatever the outcome of
the Brexit negotiations, significant
changes to the UK’s regulatory
landscape are on the way:

¢ On23June 2020, Rishi Sunak, the
UK'’s Chancellor of the Exchequer,
issued a statement indicating that
UK financial services regulation
may diverge from EU regulation
once the Brexit transition period
ends.

e On18 September 2020, the
FCA published an update to its
7 May 2020 Regulatory Initiative
Grid to give firms a clearer idea of
upcoming developments.

¢ On 21 October 2020, a new
Financial Services Bill was
introduced in Parliament.

It is clear that, for both regulators
and firms (such as commmodities
businesses trading derivatives under
MIFID), there is much work to be
done, both now and in the longer
term.

HFW has over 600 lawyers working in offices across
the Americas, Europe, the Middle East and Asia Pacific.
For further information about our commodities
capabilities, please visit www.hfw.com/Commodities
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