
Consultation on the review of the

Markets in Financial Instruments

Directive (MiFID)

Response by

Friends of the Earth Europe
EU Registration number: 9825553393-31

Friends of the Earth Europe
Mundo-B Building
Rue d’Edimbourg 26
1050 Brussels
Belgium

www.foeeurope.org
Email: info@foeeurope.org

Prepared by:
Daniel Pentzlin (daniel.pentzlin@foeeurope.org)
and Nishma Doshi (nishma.doshi@foeeurope.org)

February 2011



Friends of the Earth Europe Response to the Consultation on the Review of MiFID

Page 2

1. Introduction

Friends of the Earth Europe (FoEE) campaigns for environmental and economic justice,
including the principle of food sovereignty and global sustainable and just use of natural
resources. FoEE unites more than 30 national organisations with thousands of local groups
and is part of the world's largest grassroots environmental network, Friends of the Earth
International. FoEE is united by a common belief in strong grassroots activism and effective
national and international advocacy. FoEE is the European branch of Friends of the Earth
International, the world's largest grassroots environmental network uniting 77 national
member organisations and some 5,000 local activist groups on every continent.1

Following the financial and food crises of 2007 and 2008, FoEE has begun to focus on
financial market functioning, the role and responsibilities of financial institutions and the need
for sound regulatory reform and strengthening of supervision.

We have based our contribution to this consultation on the responses of World Development
Movement (WDM), SOMO and, in parts, the Institute for Agriculture and Trade Policy (IATP),
whilst emphasising on issues most relevant for FoEE. We are working closely with these and
many other civil society organisations, building up expertise on financial market policies and
providing campaigns to ensure that adverse effects of speculation on foodstuffs and other
commodities on people, the environment and societies at large, are thoroughly understood
and been taken into account when reviewing financial market regulation.

FoEE welcomes the opportunity to take part in the EC’s consultation on a review of MiFID
even though the consultation format is not an easy one for a non financial industry
stakeholder, nevertheless representing legitimate interests of people and the environment.
Dennis J. Snower, President, Kiel Institute for the World Economy has rightly said at the
Davos World Economic Forum2 :

“Many policymakers are seriously scared of making fundamental policy
decisions. People in the banking industry have an interest in making the
situation seem complex and difficult, even when it isn’t.”

We are aware that many financial market participants will be lobbying hard in their own
interest to water down proposed regulations. However loosening these regulations will only
serve boosting profits for a handful of firms while damaging markets, failing to reduce market
risk and damaging the lives of people around the world. Thus, pertinacity and a
precautionary approach are needed in the public interest.

Financial Crisis: the need for re-regulation and the urgency of a review of the MiFID

The financial crisis is attributable to a variety of factors, major ones are: excessive expansion
of financial institutions and trading in a blind pursuit of profit, greed and carelessness among
financial institutions and rating agencies, and the ensuing distortion of risk information and
asset pricing.

Decades of deregulation have allowed this industry to “innovate” new financial products,
vehicles and structures at an astonishing rate. Transactions have been systematically
detracted from regulatory control and supervision by designing opaque and overly complex
structures and facilities for this very reason. Regulation failed to keep up with these

1 For more information on Friends of the Earth Europe, see: http://www.foeeurope.org
2

Cited in Jack Ewing, “Few Signs of a United Approach to Financial Regulation,” The New York Times, January
28, 2011.
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innovations. It is time to catch up with this development and restore proper financial
supervision.

Friends of the Earth Europe calls on the EU to:

- Standardise tradable financial instruments, as far as possible, and restrict their trade to
exchanges, in order to subject them to regulation and transparency. Put a stop to
operations off balance sheets, off shore transactions, and special financial operations or
instruments, such as SIVs and CDOs.

- Bring derivatives under regulation and case-by-case accreditation. Hedging derivatives
and derivative funds should be strictly regulated and must be put under meaningful
supervision. As with any other potentially dangerous products – for example
pharmaceutical products – regulators should demand robust testing by means of social
and long-term impact assessment before a financial product or service can be sold. Only
hedging and derivative instruments that serve legitimate purposes, such as helping
producers to anticipate and adapt to price fluctuations, and correcting market price
differentials, should be allowed.

Finance, Food and Energy Security

On September 24, 2010, an emergency intergovernmental meeting hosted by the United
Nations Food and Agriculture Organization noted “unexpected price hikes and volatility” were
“major threats to food security” and agreed that among the root causes of these threats are
“lack of reliable and up to date information on crop supply and demand and export
availability”, “insufficient market transparency”, and the “impact of “financialisation” on futures
markets”.3

Since that meeting, FAO’s Food Price Index has spiked, and with it concern that Net Food
Import Developing Countries will not have sufficient hard currency reserves to purchase
adequate and timely agricultural imports at affordable prices. This has led to t food price riots
and attendant political instability across the Western Asia and North Africa, as seen in
Algeria, Tunisia, Yemen, Jordan, and Egypt. Moreover, the “food crisis” has affected the lives
of millions of people world-wide. As well as eating less food, households were forced to:

 Eat less fruit, vegetables, dairy and meat in order to afford staple foods.
 Reduce any savings, sell assets or take out loans.
 Reduce spending on ‘luxuries’ such as healthcare, education or family planning.

The threat has not disappeared. Last year, between June and September 2010, wheat prices
rose by 70%.4 Media reports pointed to crop fires and subsequent export ban in Russia as
the cause, but as the wheat harvest was the third highest on record, 5 this peak in prices was
actually caused by speculators driving a disproportionate response to events in Russia, a
view supported by an international committee of the United Nations Food and Agriculture
Organisation at an emergency meeting on recent food price volatility in September.6 In

3 “Final Report,” Extraordinary Joint Intersessional Meeting of the Intergovernmental Group on Grains and the
Intergovernmental Group on Rice, Committee on Commodity Problems, United Nations Food and Agriculture
Organization, September 24, 2010 (CCP:GR-RI 2010/2), paragraph 2.
4

Index Mundi (2010) http://www.indexmundi.com/commodities/?commodity=wheat (Accessed November 2010)
5 FAO (2010) Wheat sends food prices up: FAO Food Price Index climbs five percent in August. FAO. 01/09/10.
http://www.fao.org/news/story/en/item/45006/icode/
6

FAO (2010) Final Report of the Committee on Commodity Problems Extraordinary Joint Intersessional Meeting
of the Intergovernmental Group (IGG) on Grains and the Intergovernmental Group on Rice, Sep 24
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December 2010 the UN Food Agriculture Organisation (FAO) reported that the FAO Food
Price Index reached record levels, surpassing those of 2008.7

We believe that a reviewed MiFID must take into consideration the rights of people and
countries to food sovereignty. Permitting speculation on food and other commodities
undermines the right of peoples and countries to define their agricultural and food policies.
Food sovereignty implies that food production and consumption are organised according to
the needs of local communities. Policies in the sector of food and farming, including trading
of foodstuffs, feed and foodstuff derivatives must prioritise sustainable development, world-
wide (affordable) access to food and the preservation of land, water, seeds and other natural
resources, aiming at worldwide sustainable agricultural production.

The Commission should be aware that the issue of commodity speculation and its impact on
underlying markets is well recognised by a range of experts within the financial services
industry:

"We estimated that 60% of the price is explained by fundamentals and 40% by other
factors like speculation" - Michael Portier, founder and director of Agritel, a company
specializing in the management of price risk in the food. 8

"Speculation certainly played a role in 2008. Traders who'd never touched soft
commodities bought into the argument that the global population is growing and
people are eating more meat and the story that surely we'll run out of food.”- Charles
Robertson, global chief economist at Renaissance Capital.9

“The surge in agricultural food prices is largely a consequence of supply shocks,
such as droughts in major wheat producing countries. These have been compounded
by speculative pressures." - Julian Jessop, chief international economist at Capital
Economics.10

"One of the main things in food inflation is that it has attracted the speculators for
short-term profit at the expense of people living a dignified life. It is difficult to
understand that if you really want to work for the long-term interests of society." -
Paul Polman, the chief executive of Unilever.11

http://www.fao.org/fileadmin/templates/est/COMM_MARKETS_MONITORING/Grains/Documents/FINAL_REPOR
T.pdf
7 FAO (2011) FAO Food Price Index. 03/01/11. http://www.fao.org/worldfoodsituation/FoodPricesIndex/en/
8 Husson-Traore, Anne-Catherine & Sebag, Sandra (2011) Variation des prix des matières premières : quelles
causes et quels remèdes ?. Novethic. 25/01/11. Available at
http://www.novethic.fr/novethic/finance/debats/variation_prix_matieres_premieres_quelles_causes_et_quels_rem
edes/132647.jsp?utm_source=newsletter&utm_medium=Email&utm_content=novethicInfo&newsletter=ok .
(Translated by author)
9 Mason, R. (2011) New age of intervention in food prices. The Telegraph. 17/01/11.
http://www.telegraph.co.uk/finance/economics/8262838/New-age-of-intervention-in-food-prices.html
10

Treanor, J. (2011) World food prices enter 'danger territory' to reach record high. The Guardian. 05/01/11.
http://www.guardian.co.uk/business/2011/jan/05/world-food-prices-danger-record-high-un
11 Ahmed, K. (2011) Davos 2011: Unilever's Paul Polman believes we need to think long term. The Telegraph.
15/01/11. http://www.telegraph.co.uk/finance/financetopics/davos/8261178/Davos-2011-Unilevers-Paul-Polman-
believes-we-need-to-think-long-term.html
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Major concerns of FoEE regarding the consultation

As in the responses of WDM and SOMO, our major focus of the answers in this FoEE
submission to the consultation relates to agricultural commodity derivatives trading and
investment products because they have a severe impact on a basic need and the human
right to food, not only in the EU but also all over the world, apart for their impact on inflation.
We are also aware that the regulation of the agricultural derivatives market is linked with
reforms towards more market orientation in CAP, which still needs to be questioned given
the particular status of agriculture in society. We are aware that intervention in the
commodity derivative markets will not be sufficient to solve the problems of high food prices,
or the lack of profitable prices for (European) farmers, and urge you to work in cooperation
with your fellow Commissioners responsible for development, agriculture, environment and
industry (retail markets) to encourage sustainable agricultural production and strategic
reserves all over the world.

Moreover, we are aiming at better and thorough integration of sustainability criteria in all
financing and investment decision making processes of financial market actors. Thus, we
suggest integrating of social and environmental criteria in MiFID, where appropriate. Any
tradable product, in particular PRIPS, should be provided with information about potential
environmental and social risks of the product itself, if appropriate, the real-world-economy
investment, it is derived from.

While such sustainability risk will not necessarily impact the financial risk of the bearer in the
short term, there are sufficient arguments that in the middle and long term they will create
risks for financial institutions, investors, for the financial system as a whole and for society at
large. Some sustainability risks can increase costs and threaten the viability of companies
financed by banks, and increase their probability of default. Other sustainability risks can
ultimately threaten financial stability because of the devastating or destabilizing effect they
have on society at large, such as climate change or resource-driven political tensions.

To better assess sustainability risks and accordingly align decision making of financial
institutions and investors, sustainability impacts should be integrated in the valuation of
derivatives. Thus, we argue to use MiFID rules to demand disclosure and incentivise
financial market participants to integrate sustainability criteria in their risk assessment. This
would not only increase the contribution of financial markets to global sustainable
development: it would also strengthen the financial soundness of financial market actors,
improve systemic financial stability12 and help creating a level playing field for corporate
social responsibility.

12 To integrate sustainable criteria in financial regulation, we offered a number of additional proposals in the field
sof capital requirements, credit rating agencies, financial supervision, banking licenses, approved person
regulations and remuneration and bonus systems. See our submission the 2010 consultation on CRD-IV.
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2. Responses to specific questions of the consultation

(8) What is your opinion of the introduction of a requirement that all clearing eligible
and sufficiently liquid derivatives should trade exclusively on regulated markets,
MTFs, or organised trading facilities satisfying the conditions above? Please explain
the reasons for your views.

In order to ensure transparency, oversight, effective competition (both within and across
trading venues) and accurate, uniform price formation, we believe that all clearing eligible
and sufficiently liquid derivatives should be traded on regulated markets, MTFs or other
organised trading facilities meeting the criteria established in the consultation. The role of
unregulated derivative contracts, such as OTC-traded CDS, in causing the financial crisis is
evident and recognised in the G20 pledge for “standardized OTC derivatives move to
exchanges or electronic trading platforms”.

The goal in addressing these market failures should be to ensure that as many derivatives as
possible are traded through a regulated exchange. Customised OTC trade contracts which
would prevent being cleared through a CCP should also no longer count as trades, as this
would be counterproductive to any initiatives towards regulation.

The significant size of the current OTC market hampers effective price formation through the
barriers to information flow and allows dealers to maintain and exploit information
asymmetries at the expense of their clients, and not necessarily allowing equal and fair
pricing between clients. In addition significant OTC trading could continue to have a knock-on
effect on regulated public markets due to the inter-relationships between markets in related
derivative contracts (e.g. futures and swaps) and in underlying asset classes (e.g. between
commodities).

The need for this has been identified by a number of leading economists. For example,
Nouriel Roubini, respected for predicting much of the recent financial crisis, argues that
trading of all derivatives contracts should be cleared through exchanges. He says:

“During the recent financial crisis, things that were traded on exchanges - like equities –
there was tumult, there was noise, but there was never a freeze-up of these markets. But in
dealer’s markets, we had totally frozen markets for bonds, for derivatives, for credit
derivatives, for lots of stuff. So I think market-making and dealing is actually only a source of
profit for financial institutions– under the guise of market-making and dealing, they’re doing a
lot of proprietary trading. I would not just take that away from them, I would also move away
from dealers markets altogether to exchanges where there is full transparency.”13

In addition recent research undertaken by the CFA Institute has shown that while currently
only 54% of all trades across markets take place on ‘lit’ markets, higher degrees of
transparency are associated with lower bid-offer spreads, improving market function. 14

(11) Which market features could additionally be taken into account in order to
achieve benefits in terms of better transparency, competition, market oversight, and
price formation? Please be specific whether this could consider for instance, a high

13 Carter, Z. (2010). Roubini backs Lincoln’s derivatives bill. 13/05/10.
http://blogs.alternet.org/speakeasy/2010/05/13/roubini-backs-lincolns-derivatives-bill/
14 HedgeWeek (2010) CFA Institute releases independent MiFID policy study. Hedge Week. 24/01/11.
http://www.hedgeweek.com/2011/01/24/74145/cfa-institute-releases-independent-mifid-policy-study
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rate of concentration of dealers in a specific financial instruments, a clear need from
buy-side institutions for further transparency, or on demonstrable obstacles to
effective oversight in a derivative trading OTC, etc.

We are concerned that price formation in commodity derivative markets can be distorted by
the impact of a large-scale presence of buy-side investors placing an upward pressure on
prices. This influence can be seen in markets in the US through the impact of commodity
index funds such as the Goldman Sachs Commodity Index fund. These funds are long only
and have attracted very significant capital, adding significant inflationary pressures to the
market. We believe that in order to identify and manage such distorting market impacts
ESMA should take large scale imbalances in buy-side to sell-side participants into account in
whether derivatives should be traded on a regulated market or similarly regulated venue.

(12) Are there existing OTC derivatives that could be required to be traded on
regulated markets, MTFs or organised trading facilities? If yes, please justify. Are
there some OTC derivatives for which mandatory trading on a regulated market, MTF,
or organised trading facility would be seriously damaging to investors or market
participants? Please explain the reasons for your views.

The EC should require that all commodity derivatives, especially agricultural commodity
derivatives, should be traded on exchanges (or equally regulated and supervised facilities).
All commodity derivatives should be eligible and would be sufficiently liquid due to the
relatively limited complexity and high volumes involved.

The size of these derivatives are not routinely likely to pose systemic risk to the wider
financial system and many complex food commodity derivatives could be restructured into a
number of constituent derivatives that would be eligible for market trading. It is likely that only
certain forms of exotic options could not be restructured in this way.

Ensuring all commodity derivatives are traded on exchanges will improve transparency,
promote price discovery, make clearing services less expensive (because of the large scale),
prevent dealers profiting from OTC deals with high fees and ensure that OTC trading does
not distort exchange traded derivatives. The high volatility created by excessive speculation
and abuse of unregulated commodity markets, the lack of transparency and unregulated
trade in commodity derivatives, even on exchanges (e.g. which have no position limits)
provide many risks for investors, institutional as well as retail investors. Highly volatile
markets are neither efficient nor fair. The various risks of investing in financial commodity
markets are often not well explained or understood, as is the case of index funds and ETFs.

Given that the EC and some analysts claim that there is no conclusive evidence of how much
speculation plays a role in the price setting and volatility in commodity markets, full
transparency not only to regulators, supervisors and market participants is needed, but also
to all non participating analysts and the public, which can be best guaranteed by all trade on
exchanges.

In addition, given the role of food commodity derivatives markets in price setting and
discovering of food and their impact on (poor) people’s access to food, it is imperative that a
precautionary principle is applied to food commodity derivatives markets: This includes
requiring all food commodity derivatives to be traded on exchanges to allow full transparency
and swift intervention e.g. if there is a need to stop excessive speculation and protect non
“market participants” since they are important and vulnerable stakeholders whose interests
need to be taken into account and who need to be protected from the negative effects of
OTC commodity derivative markets.
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It is vital that regulation reflects the difference between derivatives of financial and
commodity assets, and the risk of distorting the underlying market. Food is not a financial
asset just like any other and regulation must reflect the potential for devastating impacts on
people’s lives through speculation on commodity derivative markets. Even if poor consumers
all over the world are not “market participants”, the latter are important and vulnerable
stakeholders whose interests need to be taken into account and who need to be protected
from the negative effects of OTC commodity derivative markets.

(9) Are the above conditions for an organised trading facility appropriate? Please
explain the reasons for your views.
One important condition for an organised trading facility that needs to be added to the ones
proposed by the Commission would be that it has at least self regulation to set position limits
to avoid over-concentration, excessive speculation, and excessive liquidity. Note that cocoa
end-users threatened to leave the London cocoa derivatives market because it allowed a
hedge fund to buy a high market share of the derivatives, hoard cocoa and manipulate the
market (as discussed in the media in July 2010). In general, the EC should propose to set
position limits by law (in the reviewed MiFID) in all trades on all organised trading facilities
and (if the EC wants to allow them) OTC markets.

(13) Is the definition of automated and high frequency trading provided above
appropriate?

We believe the definition of automated trading, encompassing high frequency trading, is
appropriate. In order for the review of MiFID to be effective the new regulations must be
future proof and not subject to avoidance by market participants. Through ensuring a broad
definition of automated and high frequency trading this proposal will ensure that all such
activities are now, and in the future, encompassed by the directive.

(14) What is your opinion of the suggestion that all high frequency traders over a
specified minimum quantitative threshold would be required to be authorised?

High frequency trading places higher risks on investors as there is no place for regulation
once those transactions are complete. It is therefore essential for market stability and
effective price formation that these traders are authorised, supervised and regulated
appropriately. This is not only a matter of a lack of transparency, but also that markets can
swiftly be distorted should the algorithms used for the process be misinterpreted, rogue or if
an external force (such as flood forcing food scarcity in the case of food speculation) distorts
current market projections. High frequency algorithmic trading can add significant volatility to
markets, disrupting the impact of information regarding fundamentals and flooding underlying
price signals, destabilising markets and undermining effective price formation.

As noted in the consultation there are also significant risks that high frequency trading can
cause markets to significantly over-react to market events, significantly overshooting market
equilibrium and contributing to the formation of bubbles. This impact is particularly dangerous
in commodity derivative markets, where price signals should play a crucial role in allowing
producers to forward plan and mitigate price risk. Highly volatile derivative markets
fundamentally undermine both these functions, leading to markets not responding correctly
to restore equilibrium and producers being unable to manage risks effectively due to the
prohibitive volatility.

Authorisation of these traders is essential to ensure that they are subjected to the same
organisational requirements and regulatory oversight as other traders. We support the
proposal for a higher degree of oversight; including notification of algorithms employed by
such traders, and would encourage the Commission and ESMA to pro-actively assess the
suitability, impact and market risks of such algorithms.
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(15) What is your opinion of the suggestions to require specific risk controls to be put
in place by firms engaged in automated trading or by firms who allow their systems to
be used by other traders?

(16) What is your opinion of the suggestion for risk controls (such as circuit breakers)
to be put in place by trading venues?

(17) What is your opinion about co-location facilities needing to be offered on a non-
discriminatory basis?

Firms engaged in automated trading or by firms who allow their systems to be used by other
traders should be required to put in place risk controls that ensure they do not harm the
market or other investors. Measures could include circuit breakers or automated quarantine
systems. Apart from declaration, firms and investors should also be held accountable for the
mismanaged algorithms that they may use. This would ensure the co-location of facilities
with equal and fair access to be much easier to implement.

(31) What is your opinion about keeping the large in scale waiver thresholds in their
current format?

Preserving the large in scale waiver of up to four days of delay in trade data reporting would
maintain the opaque market practices that the G-20 has committed to making transparent.
U.S. commodity futures and options data are reported to the CFTC with an average delay of
about 15 minutes. If OTC derivatives are allowed an up to four day delay in trade reporting in
EU markets, that will create an unfair imbalance between the US and EU markets – and it
would allow smaller investors less of an opportunity to participate in exchange.

Whilst we challenge the general benefit of transparency waivers, we believe, that there
should always be early and automated disclosure of pre- and post-trade data to supervisors,
requiring sufficient intervention systems by supervisors an case of market abuse or likely
market risks or adverse impacts beyond the financial market.

(37) What is your opinion on the suggested modification to the MiFID framework
directive in terms of scope of instruments and content of overarching transparency
requirements? Please explain the reasons for your views.

We do not believe that these measures go far enough. In order for markets to function
effectively it is essential that price formation takes place through the free flow of information,
and not through a small number of dealers exploiting information asymmetries to make profit
at the expense of investors and clients. It is vital that pre- and post- trade transparency in
non-equity products is introduced regardless of trading venue to ensure that price formation
can function effectively.

The burden of proof that introducing a greater degree of transparency would reduce liquidity
to a damaging level must lie with those arguing against transparency. Transparency and free
information flows must be seen as a pre-requisite for effective functioning markets. In
particular views regarding the loss of liquidity through increasing transparency should be
viewed with caution when coming from the dealers and institutions that currently profit
significantly from these price asymmetries, and stand to lose the most from transparency.

In order to maximise the quality of information to market participants, regulators and the
public, information should be transaction based, and not aggregated, as proposed in the
consultation. Data should also be provided for the class and type of financial instrument to
allow transparency, effective price formation and regulatory oversight.
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(60) What is your opinion about requiring organised trading venues which admit
commodity derivatives to trading to make available to regulators (in detail) and the
public (in aggregate) harmonised position information by type of regulated entity?
Please explain the reasons for your views.

All trading venues which admit commodity derivatives should be required to make position
information available in detail to regulators and in aggregate to the public. FoEE, WDM15,
and international organisations including UN Conference on Trade Aid and Development
(UNCTAD)16, the World Bank17 and the FAO18, are concerned that financial speculation in
commodity derivative markets is seriously distorting these markets away from the
fundamentals of the underlying commodities and encouraging bubble formation. While
significant evidence already exists which strongly indicates this relationship more detail on
the precise nature of the impacts caused by different categories of traders cannot be
assessed by analysts, academics and others unless more detailed information about market
participants’ positions are made public. This aggregated information should be provided in a
sufficient level of detail to allow meaningful analysis of the market impact of different
categories of traders.

Furthermore while it is useful for the public to be able to assess the impact of different
categories of traders on markets, it is vital for regulators to be able to do so. Regulators
should be playing an active role in assessing the likely impact of different forms of regulated
entity and investment vehicle in the market. In particular regulators should be assessing the
impact of long-only index investors, and momentum traders using price-based technical
analysis on the markets. Should regulators find that the practices of categories of traders are
disrupting the effective functioning of these markets they should ensure that measures are
taken to remove the causes of disorderly market functioning. This regulatory role can only be
achieved if information on market participants’ positions are provided to the regulators in
detail. In the case of both the public the information must also be published on a frequent
and regular basis to allow ongoing and timely market oversight and analysis.

(61) What is your opinion about the categorisation of traders by type of regulated
entity? Could the different categories of traders be defined in another way (e.g. by
trading activity based on the definition of hedge accounting under international
accounting standards, other)? Please explain the reasons for your views.

We strongly support traders being categorised by proposed option c) encompassing both a)
the regulatory frameworks used in EU financial markets legislation and b) an assessment of
whether the relevant transaction qualifies for hedge accounting or not. This model has
particular strengths as a more rigorous approach to reporting, ensuring that both the entity

15 World Development Movement (2010). The Great Hunger Lottery.
http://www.wdm.org.uk/food-speculation/great-hunger-lottery
16 UNCTAD (2009). Trade and development report 2009. Chapter II: The financialization of commodity markets.
United Nations. New York and Geneva.
17

Baffes & Haniotis, The World Bank (2010). Placing the 2006/08 Commodity Price Boom into Perspective.
http://www-
wds.worldbank.org/external/default/WDSContentServer/IW3P/IB/2010/07/21/000158349_20100721110120/Rend
ered/PDF/WPS5371.pdf
18 FAO (2010) Final Report of the Committee on Commodity Problems Extraordinary Joint Intersessional Meeting
of the Intergovernmental Group (IGG) on Grains and the Intergovernmental Group on Rice, Sep 24
http://www.fao.org/fileadmin/templates/est/COMM_MARKETS_MONITORING/Grains/Documents/FINAL_REPOR
T.pdf
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and the transaction are categorised. This dual reporting would allow regulators and analysts
to identify the impacts of different categories of traders, as well as identifying speculative and
commercial hedging by commercial traders. This insight allows regulators and analysts a
much clearer picture of the impact of these participants and transactions on the overall
market.

Furthermore FoEE supports position reporting by investment vehicle, for example commodity
index funds. Due to the size of the market held by commodity index funds it is important to
assess the impact that this can have on the market as it specifies a unique form of
participation in the market (long-only and passive), separate from those covered by the
definitions offered in the MiFID consultation proposals.

(62) What is your opinion about extending the disclosure of harmonised position
information by type of regulated entity to all OTC commodity derivatives? Please
explain the reasons for your views.

As stated above, we believe that the vast majority of commodity derivatives should be traded
on exchanges (or similarly regulated venues) to improve the efficiency of price discovery,
remove the impact of information asymmetries and benefit market participants through
reducing bid offer spreads. In the case of a small minority of exotic OTC commodity
derivatives that may not be suitable for exchange trading harmonised position information
should also be made available in a similar format to that for exchange traded derivatives.
This is particularly important as OTC trading can distort trading activity in public markets
through offering alternative, hidden, trading options. Providing position information can help
to assess the impact, the OTC market is having on publicly exchange traded derivatives,
benefitting the market through improved transparency.

(63) What is your opinion about requiring organised commodity derivative trading
venues to design contracts in a way that ensures convergence between futures and
spot prices? What is your opinion about other possible requirements for such venues,
including introducing limits to how much prices can vary in given timeframe? Please
explain the reasons for your views.

Derivative markets should be required wherever possible to ensure that contracts are
designed such that there can be the greatest possible convergence between futures and
spot prices. One of the primary purposes of futures markets is for price discovery, and this
function can only be effectively fulfilled if the derivative contracts have a direct relevance to,
and therefore ideally convergence with, physical spot markets. Furthermore given the
widespread current concerns about the influence of derivative markets on spot markets
contractual convergence is essential to minimise the external factors that may influence
differences between futures and spot prices.

As IATP has observed, excessive speculation by swaps dealers, and not contract design
flaws, was the major factor driving the failure of futures and spot prices to converge. Thus,
we strongly support the introduction of time-bound intra-day price limits to reduce excessive
volatility and prevent the extent to which markets can over- or under-shoot price equilibrium.
As was seen in the “flash crash” of 2010 single trades can cause massive, unexpected,
unwarranted and hugely damaging volatility to market prices.

19
As well as creating a

situation of disorderly market function this degree of volatility disrupts the price discovery

19 Michael Mackenzie and Aline van Duyn (2010) ‘Flash crash’ was sparked by single order. Financial Times.
01/10/10. http://www.ft.com/cms/s/0/8ee1a816-cd81-11df-9c82-00144feab49a.html#axzz1C4PDieyA
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function of futures markets and can significantly increase margin calls for commercial
participants, disrupting their ability to effectively manage risk. Such price limits would not
impact on most normal trading, and not have an overall negative impact on trading, as is
seen in many of the world’s major exchanges where price limits are put in place.

(70) What is your opinion on the extension of the transaction reporting regime to
transactions in all commodity derivatives? Please explain the reasons for your views.

MAD should be extended to encompass the relationship between the impact of commodity
derivative markets on underlying commodity markets. Many analysts such as the World
Bank, FAO, UNCTAD and UN Special Rapporteur for the Right to Food20 have all identified
the effect that commodity derivative speculation has had on commodity markets. In order to
allow the introduction this extension of MAD to the relationship between physical commodity
and commodity derivative markets to take place the transaction reporting obligation must be
extended to all commodity derivatives, including those which are only traded OTC.
MAD should ensure that financial negligence by investors and regulators is accounted for.
This could have been used to prevent the worst atrocities of 2007/08 financial crisis, as
concluded at World Economic Forum in Davos.21

(100) What is your opinion of, in the case of products adopting ethical or socially
oriented investment criteria, obliging investment firms to inform clients thereof?

FoEE and its partners in the European Coalition for Corporate Justice (ECCJ) have been
tracking various environmental and social problems associated with operations of particular
multinational enterprises and whole business sectors. Their common experience is that lack
of transparency is often a decisive factor inhibiting solving those problems and that it is an
exception that involved companies voluntarily disclose crucial information. The following
examples demonstrate effects of lack of transparency and value of reporting against the
background of specific cases:

Companies violating labour rights or human rights could be confronted with conflicts with
workers, civil society organisations and the local population, with reputational damage,
consumer boycotts, and even public prosecution and court cases. A pulp & paper company
relying on illegally logged pulpwood could face a strong increase in raw material prices.
Monoculture operations which disregard biodiversity could be plagued by plant diseases and
other environmental problems. Oil companies that ignore environmental requirements could
risk a highly expensive and embarrassing oil spill (remember the BP oil spill in the Gulf of
Mexico in April 2010). All such developments are likely to increase a companies’ probability
of default and thus, they eventually risk damaging the reputation and financial soundness of
the bank, investor or other financial institution financing, lending to, or insuring the company
or its project.

Disclosing substantial and comparable corporate social and environmental information would
therefore improve financial risk assessment and thus, increase stability and prudent business
of investors, banks, credit rating agencies and other financial service providers. A recent
scientific study by the Austrian Gesellschaft für Organisation und Entscheidung (GOE)
confirmed this relationship (however, more research is needed): “results show that
sustainability criteria can be used to predict the financial performance of a debtor and
improve the predictive validity of the credit rating process.

20 De Schutter, Olivier (2010). Food Commodities Speculation and Food Price Crisis.
http://www.srfood.org/images/stories/pdf/otherdocuments/20102309_briefing_note_02_en_ok.pdf
21

Financial Times: US crisis inquiry points to widespread failures, http://www.ft.com/cms/s/0/baa9735c-2a24-
11e0-997c-00144feab49a.html#ixzz1CpUM4Z5a (January 27 2011)
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We conclude that the sustainability a firm demonstrates influences its creditworthiness as
part of its financial performance (Weber, O. a.o., “Incorporating sustainability criteria into
credit risk management”, Business Strategy and the Environment Volume 19 Issue 1,
November 2008, p. 39-50).

Not only if social and environmental criteria are taken into account, but throughout the market
and all categories of products, social and environmental risks of the product itself and the
investment financed by the product (including packaged and re-packaged products) should
be disclosed to clients, counterparties and supervisors.

The information should:
 be mandatory (regardless of the materiality of such information to the financial

position of the reporting company)
 be based on clear indicators (like overall use of resources such as water or carbon

use)
 provide objective data on facts and figures constituting relevant risks and violations
 be relevant for credit rating as well as reputational and operational risk assessment of

banks and other financial service providers
 be subject to independent review; and in the event that the company fails to

accurately report the information required, it should be liable to effective,
proportionate and dissuasive sanctions

Next to regulating financial instruments markets, several other legislative procedures to
reform financial market regulation provide opportunities to increase the social and
environmental performance of companies by utilising non-financial information of
investments and investors as criteria in capital and market regulation:

 Capital requirements - as defined in the Basel Capital Accord II, the
recommendations for the Basel Capital Accord III and to be inherited through the EU
Capital Requirements Directive (CRD) - force banks to put aside a minimum
percentage of their capital to cover for potential defaults of other loans or
investments. These requirements should be modified to ensure that banks better and
thoroughly integrate sustainability factors in all their lending, financing and investment
decision making processes. Non-financial information as part of integrated reports
can and should play an important role in determining the level of capital requirements.

 Credit rating agencies pay a large role in guiding financing and investment decisions
of banks and other financial institutions. Credit rating agencies should integrate
sustainability criteria in all their ratings and other services and should be obliged to
proof their knowledge and capacity in these fields as precondition for their license to
operate. Non-financial information as part of integrated reports can and should
improve sound conduct of business of credit rating agencies.

 Supervisors should explicitly be assigned with the task of supervising how banks deal
with sustainability risks. To meet this task, supervisors obviously should have
sufficient knowledge and competences.

(134) Do you consider that appropriate administrative measures should have at least
the effect of putting an end to a breach of the provisions of the national measures
implementing MiFID and/or eliminating its effect? How the deterrent effect of
administrative fines and periodic penalty payments can be enhanced? Please explain
the reasons for your views.

In order for the regulations proposed in MiFID for commodity derivative markets to be applied
effectively they must be supported by regulators with sufficient powers to ensure their
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compliance. Regulators must have the power to introduce administrative measures that have
as a minimum the effect of eliminating the effect or putting an end to the breach. In this
context the specific directive effect of injunctions and prohibitions should be seen as more
appropriate regulatory tools than less direct measures, such as issuing public notices relating
to breaches of MiFID.

The deterrent effect of administrative fines or payments can only be effectively enhanced
through significant increases in scale. Breaching the regulations set out in MiFID could
present hugely profitable trading opportunities to financial actors and these activities can only
be effectively curbed if the risk of administrative fines and payments exceeds the potential
benefits. While companies may incur reputational loss through the imposition of sanctions it
is only through ensuring direct and significant financial consequences that compliance can
be ensured.

Furthermore the Commission should seek to address the wide variety of sanctions used
across Member States. Greater direction from the Commission on the sanctions appropriate
to breaches of MiFID could both reduce variation in enforcement and compliance across
Member States and avoid the situation where sanctions by Member States are too weak to
be effective. It should be noted that significant variation in sanctions between Member States
serves to undermine the effectiveness of the single market in financial instruments promoted
by the directive and promote regulatory arbitrage.

(135) What is your opinion on the deterrent effects of effective, proportionate and
dissuasive criminal sanctions for the most serious infringements? Please explain the
reasons for your views.

The most serious breaches of the regulations of MiFID could jeopardise the ongoing viability
of financial institutions, national or international economies as has been seen through the
impacts of the recent financial collapse, which was caused in no small part by trading in
under-regulated OTC derivatives. The devastating effects that such actions have on
individual financial institutions and the wider national and international economies should be
reflect in criminal sanctions. Furthermore the addition of individual responsibility through
criminal sanctions, to the collective responsibility of administrative sanctions, adds an
important and effective deterrent effect to the most major breaches of the directive.
According to sanctioning procedures, ESMA should review the implementation of MiFID
regularly to close loopholes that might arise.

(136) What are the benefits of the possible introduction of whistleblowing programs?
Please explain the reasons for your views.

Given the size and complexity of current financial markets it is not possible for national
regulators to identify all possible breaches of the directive. Introducing whistle blowing
programs, such as through the reduction of penalties, would be likely to allow the
identification of a greater number of breaches that may otherwise have gone unnoticed.
Through this increase the deterrent effect of the directive and also increase the likelihood of
pre-emptively identifying major risks to the economy.

(137) Do you think that the competent authorities should be obliged to disclose to the
public every measure or sanction that would be imposed for infringement of the
provisions adopted in the implementation of MiFID? Please explain the reasons for
your views.

It is in the vested interest of citizen to know when any financial firm has broken the law as
that may impact the economy and their choice in who to invest with. Criminal charges placed
upon individuals are available for companies looking to hire staff, thus should a European
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individual or company be interested in utilising the services of a firm or would like to account
for a loss/gain, they should be able to gain information about its criminal record in providing
such services.

In order to ensure that this is achieved comprehensively and uniformly across all member
states the Commission should require all competent authorities to be obliged to disclose all
measures, sanctions or breaches of the provisions of the directive.

(142) What is your opinion on the possibility to ban products, practices or operations
that raise significant investor protection concerns, generate market disorder or create
serious systemic risk? Please explain the reasons for your views.

(144) Are there other specific products which could face greater regulatory scrutiny?
Please explain the reasons for your views.

A financial product should not be banned merely due to its impact on financial markets and
engaged market actors, but also due to its impact on its underlying asset. As evidence of the
2007/08 Food Crisis has shown, the price of food commodity derivatives is directly correlated
to the price of the underlying asset.

Moreover, it should be the role of regulators to ban all socially and environmentally harmful
investment products. Appropriate systems and incentive structures for ex-ante social and
environmental impact assessments and cost-benefit-analysis should be developed. Whilst
considering bans of specific products, special attention has to be paid to GATS obligations:
international agreement on changes to this regime might need to be pursued.

(145) If regulators are given harmonised and effective powers to intervene during the
life of any derivative contract in the MiFID framework directive do you consider that
they could be given the powers to adopt hard position limits for some or all types of
derivative contracts whether they are traded on exchange or OTC? Please explain the
reasons for your views.

Recently we have seen commodity derivative markets increasingly dominated by financial,
rather than commercial participants. These traders frequently make trading decisions based
on portfolio concerns, such as trends in stocks or currencies, rather than on information
regarding the fundamentals of the underlying asset. The extent to which derivative markets
can be seen in recent news that energy options traders are moving to soft commodities,
highlighting the fact that trading strategies are based on the derivatives market, not
knowledge of the underlying market.22

This trend to ‘financialisation’ is in part due to research which has shown that commodity
derivatives are negatively correlated with stocks and shares making them ideal for
diversifying portfolios23. The effect of these market participants is to decrease the correlation
between derivative prices and physical market fundamentals, and to increase volatility
through momentum trading and certain forms of technical analysis.

22  Meyer, G. (2011) Energy options traders cotton on to soft commodity volatility. Financial Times. 24/01/11.
http://www.ft.com/cms/s/0/ff5fc2ac-27dc-11e0-8abc-00144feab49a.html#axzz1C2ccJpmk
23 Gorton, G. and Rouwenhorst, K.G. (2005) Facts and fantasies about commodity futures. Wharton School,
University of Pennsylvania. http://fic.wharton.upenn.edu/fic/papers/06/0607.pdf
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Given this situation regulators should be given the power to adopt hard position limits for all
types of derivative contracts, whether they are traded on exchange or OTC, and especially
for food commodity derivatives. Regulators must have the power to prevent speculation
affecting the underlying physical market and position limits are the most effective tool to
ensure the effective functioning of these markets. In addition these limits can be set to allow
sufficient liquidity to allow commercial hedging while minimising the negative impacts of
excessive speculation. Such position limits should be permanently established to set a
sustainable balance of market participants that allow sufficient liquidity, avoid market abuse,
retain price discovery to movements or information regarding the fundamentals and reduce
the impact of certain ‘uninformed’ traders such as index funds. These limits should be put in
place for the lifetime of the traded contracts to ensure effectiveness throughout the market,
not just towards the end of the life of the contract.

(146) What is your opinion of using position limits as an efficient tool for some or all
types of derivative contracts in view of any or all of the following objectives: (i) to
combat market manipulation; (ii) to reduce systemic risk; (iii) to prevent disorderly
markets and developments detrimental to investors; (iv) to safeguard the stability and
delivery and settlement arrangements of physical commodity markets. Please explain
the reasons for your views.

Position limits absolutely must be used to prevent market manipulation in both derivative
markets and manipulation of the underlying asset. Preventing this kind of market abuse must
be seen as good practice for the effective functioning of all markets but takes on an added
significance for commodity derivative markets, especially for food. In addition position limits
must be used to prevent disorderly markets; including preventing markets becoming divorced
from the fundamentals and instead reflecting wider market forces such as trends in currency
or equity markets, or to prevent that speculation inflates fundamentals and leads to
unjustified and excessive volatility.
Through using position limits to reduce excessive speculation, volatility and profit making,
regulators can ensure that derivative markets reflect the underlying asset, ensuring lower
and more stable physical market prices, and allow commercial participants to better manage
risk and plan commercial activities.

Regulators should seek to impose the position limits on a permanent basis integrated in the
regulation, e.g. MiFID, to ensure effective functioning of these markets, not just as an
emergency measure or under certain market conditions. Although positions limits on financial
speculators, and especially those having a very distortive effects e.g. long only positions by
Index funds, there should remain possibilities for positions limits on hedging contracts and
physical markets (non financial speculators) in order to prevent hoarding and other
manipulation in the physical markets which can be exploited for speculation in the financial
derivative markets.
Again, it will be very important that supervisors and regulators from financial and physical
commodity markets cooperate and coordinate to have effective regulation and supervision of
the markets (and no abuses such as financial speculators buying up physical reserves or
storage facilities etc. which are abused to manipulate markets or used to circumvent financial
speculators positions limits). The model of the USA to have a separate supervisory body for
commodity markets (CFTC) is on option, but having a separate department at ESMA, and
national supervisory authorities, together with or in close contact with physical market
supervisors is another feasible option for the EU.
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(148) How could the above position limits be applied by regulators:

(a) To certain categories of market participants (e.g. some or all types of financial
participants or investment vehicles)?

(b) To some types of activities (e.g. hedging versus non-hedging)?

(c) To the aggregate open interest/notional amount of a market?

Position limits should be applied to individual firms to prevent market abuse, to investment
vehicles (such as ‘long only’ index funds and ETFs), to investment firms such as hedge funds
especially those that rely on algorithmic or technical analysis (momentum traders) and
overall to commercial (end-users) and non-commercial participants in a market. The
categories should reflect the different ways in which derivative markets can be distorted. For
instance, long-only index funds causing excessive price increases, momentum traders
increasing volatility and an overwhelming presence of non-commercial participants distorting
prices away from the fundamentals. Even if the EC finds the evidence for market distortion
not conclusive, the EC needs to take all available evidence into account (see Annex),
introduce all means to get all relevant information available, an take a precautionary
approach.

Position limits will need to be applied (in regulations and by regulators/supervisors if no legal
position limits are imposed) in a combination of the three proposed criteria (a,b,c,), with
categories and activities which are mostly likely to lead to volatility and excessive speculation
having the highest position limits. Since transparency should provide more information about
the amounts involved in the derivative contracts (and not only the notional amount
outstanding) and the margins for the clearing, limits could also be imposed on the amount of
exposure due to the contracts and the margins if that would be better than based on the
aggregate open interests. Given the sophistication of some products and the remaining
interconnectedness of the markets, aggregate open interests might still be insufficient to
impose meaningful position limits.


