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Foreword

The UK has some of the largest commodity derivatives markets in the world. These are
a leading example of important UK services that have global relevance. For example,
UK commodity derivatives markets provide benchmarks for the pricing of commodities
internationally as well as serving the risk management needs of a wide range of market
participants, including producers of commodities. In doing so they support the real
economy and promote economic growth.

We have been conducting the Wholesale Markets Review (WMR) with the Treasury since
2021. As part of this, and consistent with our commitment in the WMR Consultation
Response, we have carried out a comprehensive assessment of whether the existing
regulatory framework for commodity derivatives markets is effective in ensuring fair,
orderly and clean markets. We are committed to taking steps to strengthen the UK's
position in wholesale markets, as outlined in our Business Plan for 2023/24, and this work
supports that objective.

Over recent years commodity markets have experienced periods of extreme volatility,
partly due to external political and economic factors. These events have shown how
risks in these markets can be transmitted to other parts of the financial system and the
speed by which this can happen.

Our proposals in this consultation paper seek to take the learnings from these periods
of market instability to deliver greater resiliency during times of market stress. The
proposals seek to improve the ability to identify risk through new requirements that
result in additional data reporting, including of over-the-counter (OTC) data, and ensure
that the system of position limits is sufficiently agile to respond to swiftly changing
market events.

The WMR consultation proposed to make trading venues responsible for setting
position limits, rather than these being set directly by us. Consistent with this, the
Financial Services and Markets Act 2023 transfers the principal responsibility for setting
position limits from the FCA to trading venues. We support this change and believe it will
lead to stronger controls overall. Trading venues sit closest to trading activity and are
able to see market dynamics in the moment. To ensure that trading venues determine
and operate position limits consistently, we will set rules for how these limits should

be determined and will proactively monitor and supervise how the trading venues are
doing so. This shift of approach was supported by stakeholders in response to the
recommendations under the WMR.

We know from previous crises how important it is for trading venues to be able to see
data relating to their markets, including OTC positions, so that they can more effectively
manage risk. This consultation proposes to strengthen trading venues' ability to see
positions that may impact the orderly functioning of their markets through the reporting
of data at a minimum under specific conditions, which we believe will be a significant
step forward.

This consultation also aims to deliver fair and proportionate regulation by removing
requirements that impose unnecessary burdens on firms, while placing a sharper focus


https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/1057897/Wholesale_Markets_Review_Consultation_Response.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/1057897/Wholesale_Markets_Review_Consultation_Response.pdf
https://www.fca.org.uk/publications/business-plans/2023-24#lf-chapter-id-how-we-ll-deliver-our-commitments

Financial Conduct Authority
Consultation Paper

on the market activity that poses the greatest risk to the real economy. Consistent with
best international practices, we see an opportunity to reduce complexity by focusing
on a set of critical derivative contracts — those that are most susceptible to market
abuse or disorderly trading - and establishing a regime to enhance the reporting and
oversight of them. The proposals in the paper take account of the IOSCO Principles for
the Regulation and Supervision of Commodity Derivatives Markets updated in January
2023.

The proposed regime supports the wider supervisory work programme we are pursuing.
This has already led to important initial steps to strengthen commodity derivative
markets, such as through the introduction of more transparency for trades in some OTC
commodity derivatives.

With this consultation, we aim to strengthen UK commodity derivatives markets so that
they can continue to serve their users, in the UK and globally. We welcome feedback
from all stakeholders to these set of proposals before we determine final rules — so that
the new regime achieves the outcomes we intend.

Sarah Pritchard
(Executive Director, Financial Conduct Authority)


https://www.iosco.org/library/pubdocs/pdf/IOSCOPD726.pdf
https://www.iosco.org/library/pubdocs/pdf/IOSCOPD726.pdf
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Chapter1

Summary

Why we are consulting

The commodity derivatives regulatory regime aims to mitigate the risk that large
positions, including those arising from abusive practices, can cause disorderly pricing or
settlement conditions. This can harm not just participants in financial markets but users
of commodity markets and the real economy.

This consultationis part of the Wholesale Markets Review (WMR), which is the review
of UK wholesale financial markets. In line with our commitment in the WMR, we are
amending our rules to ensure that they are proportionate to the benefits they deliver
to market integrity. Chapter 2 provides an outline of the reforms set out in the WMR
Consultation Response.

Our consultation sets out our proposals concerning the key pillars of the regime:
position limits, the exemptions from those limits, position management controls, the
reporting regime and the ancillary activities test.

This reform is an opportunity to ensure the UK's commodity derivatives markets remain
resilient under a variety of market conditions by introducing new requirements to
strengthen the supervision of those markets.

Who this applies to
The proposals in this CP apply to:

« trading venues in the UK which admit to trading commodity derivatives
e persons, including commercial users and financial firms, who trade commodity
derivatives in the UK

Our proposals will also interest central counterparties (CCPs) dealing in commodity
derivatives, trade associations and other persons, such as non-governmental
organisations that have participated in public policy debates on the commodity
derivatives regulatory regime and those that manage infrastructure through which
futures contract deliveries are made.

What we want to change

The Financial Services and Markets Act (FSMA) 2023 gives us general rulemaking powers
over Recognised Investment Exchanges (RIEs). It also gives us new rulemaking powers
to establish how trading venues should set and apply position limits and what position
management controls they should operate.
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1.10

The Treasury has also amended the framework around the ancillary activities test
(AAT) using the Financial Services and Markets Act 2000 (Commodity Derivatives
and Emission Allowances) Order 2023 (Order 2023). Therefore, we are proposing
conseqguential changes to our perimeter guidance.

The changes we are consulting on have been designed to support the objectives of the
regime which advance our market integrity objective. The changes are:

« Setting of position limits by trading venues - consistent with the FSMA 2023,
the principal responsibility for setting position limits is being transferred from the
FCA to trading venues. Trading venues have the market proximity to set position
limits effectively and to quickly change them if market conditions require. While
trading venues will be responsible for setting the specific level of position limits,
our proposed rules set out our expectations as to the factors they should have
regard to. We will retain the power, under certain circumstances, to set position
limits ourselves.

» Applying position limits only to certain commodity derivatives contracts
—we are proposing to identify a set of ‘critical’ contracts for which disorderly
trading would have the greatest impact on commodity markets and their users.
We propose a regulatory framework under which trading venues will set position
limits for this narrow set of critical contracts and also extend the application of
the position limit regime to contracts that are sufficiently related to the critical
contracts.

+ Enhanced position management controls and reporting — we are enhancing our
expectations as to the oversight and surveillance arrangements trading venues
shall operate as part of their position management controls. Our proposed rules
require trading venues to establish accountability thresholds and to have access to
additional information, including information on positions held over-the-counter
(OTC) by members and their clients.

 Exemptions from position limits — we are proposing new exemptions for liquidity
providers and for financial firms dealing with non-financial firms that are hedging
risks arising from their commercial activities. We are also strengthening our rules
as to the arrangements that trading venues shall operate to satisfy themselves
that the use of exemptions remains consistent with the operation of orderly
markets.

« Ancillary activities test (AAT) — following changes made by the Treasury to the
AAT, we propose new guidance on what constitutes ancillary activity.

An overview of the proposed regime

FSMA 2023 requires trading venues to set precise position limits for a narrower set of
critical contracts determined by us. We are proposing new rules setting our regulatory
expectations as to how position limits should be set by them. We are also introducing,
as part of the process of granting exemptions from positions limits, the requirement

for trading venues to consider whether limits to the size of exemptions, known as an
‘exemption ceiling’, should apply. An exemption ceiling is intended to mitigate the risk
that these positions become too large, which may otherwise undermine the protections
provided by the regime. Where a position goes above the exemption ceiling, it will result
in additional reporting requirements.
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We are also proposing to require trading venues to establish accountability thresholds
for the same contracts to which position limits apply. Accountability thresholds are part
of position management controls and support the early identification of risks before
they crystallise. Where an accountability threshold is exceeded, it will also resultin
additional reporting requirements.

Animportant part of ensuring position management controls work effectively is the
ability of trading venues to collect and assess information in order to assess whether
large positions carry excessive risks, and what steps are needed to manage those risks.
The information necessary to allow trading venues to make that assessment includes,
at a minimum, position data in related OTC contracts and contracts traded on overseas
trading venues. Additionally, trading venues will need to consider whether other data
may also be required, for example, forward trades in the relevant underlying commodity.

Trading venues require different levels of data and monitoring capabilities across
different markets depending on the features of the market, and will need to develop a
risk-based approach to determine the level of reporting required to be able to monitor
their markets effectively. For example, where OTC activity represents animportant
factorin a trading venue's assessment of risk to the orderliness of its market, we expect
the trading venue will operate more systematic and regular reporting arrangements

for OTC activity. At a minimum, we will expect trading venues to receive information on
positions held OTC where it is considering the granting of exemptions, the appropriate
actionin response to breaches of accountability thresholds and, where applicable,
exemption ceilings.

Where risks are identified, trading venues should take appropriate steps to address
them, or flag, through information sharing, risk concerns where there is potential for
such risks to spread more widely to relevant CCPs.

A period of adjustment will be required to ensure appropriate implementation of the
changes proposed so that methodologies and frameworks, including systems and
controls and processes can be developed or updated. During this time the current
regime will continue to apply. We expect to provide a transitional period to allow time to
make the necessary changes to comply with the regime, which we propose to be 1 year
after we make the instruments following the publication of the policy statement.

Our PERG guidance will need to commence earlier to take account of the fact that the
Treasury's Regulated Activities Order (RAO) changes enter into force on 1 January 2025.

We encourage market participants to respond to this consultation noting how long they
might need to adjust to the proposals outlined, including any specific considerations
that we should be aware of.

Q1: Taking into account the proposals outlined below,
do you have any specific comments regarding
implementation of the new regime? Please explain your
answer.
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Supervisory approach

1.18  We are proposing to transfer certain responsibilities to trading venues in line with the
framework we set out in this CP. Key responsibilities for a trading venue will include:

o Developing methodologies and procedures that allow it to set and enforce position
limits and accountability thresholds.

» Administering exemptions, including granting exemptions and applying, where
applicable, exemption ceilings.

« Developing and maintaining a risk assessment framework and market risk analysis
that underpins its market oversight and surveillance arrangements.

1.19  We will take arobust and proactive approach to our supervision of how the rules are
being applied, this is particularly important during the initial implementation of the
regime to ensure consistent application and to mitigate the risk of harm to end-users
and our markets.

1.20 Under our proposed rules and guidance, we will require prior notification of the
framework that a trading venue proposes to put in place and will expect trading venues
to incorporate our feedback prior to implementation. This will apply to:

e The governance arrangements to be followed for adoption and continuing
review of the proposed framework, including allocation of senior management
responsibility, policies for managing conflicts, systems and controls, and board
oversight.

« The methodology for setting position limits and accountability thresholds,
including the identification of contracts related to critical contracts (together with
decisions not to identify specific contracts), and which positions will not be eligible
for netting. This must include the risk assessment framework developed to inform
the design of the trading venue's position management controls. We expect that
trading venues will develop different methodologies for different markets. Trading
venues should consider and explain why particular factors are prioritised when
setting a position limit or accountability threshold for each market.

e The detailed calibration of position limits and accountability thresholds set
according to agreed methodologies.

 The proposedlist of related contracts, related OTC contracts and related
contracts traded on overseas trading venues.

« Policies and procedures relating to the granting of exemptions, including the
approach to the setting of position ceilings.

« Policies and procedures related to position limit breaches including resolution and
access to enforcement tools.

o Details of the risk assessment framework, including policies and procedures
related to positions in excess of accountability thresholds and arrangements
for additional reporting, that should detail the content, format and frequency of
reporting of OTC positions related to critical contracts.

» Arrangements for the market-risk analysis. We expect trading venues to explain
how its risk-based assessment results in the frequency of reporting of OTC
positions related to critical contracts specified in its framework.

« Arrangements for the sharing of information with relevant CCPs.
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1.28

We will also require notification whenever there is a significant proposed change to any
of the above elements of a trading venue's framework.

We intend to consider position limits set in other jurisdictions for similar or equivalent
contracts when reviewing the application of the rules.

We are also proposing to introduce several other notifications relating to the operation
of atrading venue's framework. These include:

« Anannual notification requirement evaluating the adequacy and effectiveness
of accountability thresholds and informing us of the number of instances where
thresholds have been exceeded, identification of the market participant(s) who
caused the excess(es) and what steps were taken following the excess(es) to
address identified risks.

« Notifications of each exemption granted, including where exemption ceilings have
been applied.

 Anannualreport of all the exemptions granted and where exemption ceilings are
imposed, a report of any breaches of those ceilings and the steps taken following
the breach.

« Market risk analysis to be reported at a frequency agreed as part of our supervisory
approach, but at least annually and when there is a significant change in market
risk.

We will continue to exercise our information gathering powers as necessary, for example
to understand how a particular decision was made. Where RIE's make notifications, we
expect them to be made in accordance with REC 3.

Our aimis to ensure that we have access to the information we need to help us prioritise
our interventions to support market integrity, while also ensuring an appropriate degree
of consistency across trading venues. We recognise that we may need to act quickly

in certain situations and we will reflect this in our supervisory approach, for example
accepting after-the-fact notification should a trading venue need urgently to introduce a
limit outside normal business hours.

We will factor in responses when developing our supervisory approach before the rules
come into force.

Measuring success

The changes we propose should be assessed against the objectives of the regime,
which enhance market integrity and resilience. We will monitor the operation of the
commodity derivatives regulatory regime. As indicated in our Strategy 2022 to 2025,
we will use a variety of metrics to assess whether our work is strengthening the UK's
position in global wholesale markets.

To assess this, we will look at the frequency of breaches of position limits and
accountability thresholds and the actions taken to address those breaches. We will
consider the extent to which reporting requirements allow trading venues to operate
their market surveillance arrangements as intended or whether further information
is necessary. We will also consider whether implementation of the regulatory regime


https://www.handbook.fca.org.uk/handbook/REC/3/?view=chapter
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1.30

1.31

has impacted liquidity in relevant markets and, to the extent possible, the operation of
relevant markets in times of market stress. Finally, we will consider whether the reform
has reduced unnecessary costs and administrative burdens for firms.

Next steps

We want to know what you think of our proposals in this CP.

Please send your comments to us by 16 February 2024, using the options in the ‘How to
respond' section above. Unless you indicate that your response is confidential, we will
not treat it as such.

Following consideration of responses, we will make the necessary amendments to the
FCA Handbook rules and guidance.

10
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Chapter 2

The wider context and the relationship to
our objectives

Background

The UK Markets in Financial Instruments Directive Il (UK MiFID Il) is the collection of laws
that regulate the buying, selling and organised trading of financial instruments. The rules
are derived from European Union (EU) legislation that took effect in November 2007

and was revised in January 2018 (MiFID Il). They were then amended in 2020 to address
deficiencies arising as a result of the UK's withdrawal from the EU.

The 2009 G20 summit's agreement in Pittsburgh committed to improve the regulation,
functioning and transparency of financial and commodity derivatives markets. The
2011 G20 summitin Cannes endorsed IOSCO's report 'Principles for the Regulation
and Supervision of Commodity Derivatives Markets' which recommended that market
regulators should be granted effective intervention powers to prevent market abuse, in
particular position management powers and the power to set position limits. The G20
conclusions were in part in response to concerns regarding price volatility in certain
commodity markets.

The commodity derivatives regulatory regime in MiFID Il aims to address the G20
concerns. It reflects the key differences between commodity derivatives and other
financial markets. When commodity derivative markets are disorderly, prices of
derivatives in the delivery month may diverge from spot prices for the underlying
commodity. This reduces the effectiveness of those markets to serve non-financial
users and negatively affect the price of underlying physical commodities.

The pillars of the commodity derivatives regime are:

e Position limits — The maximum net position that any participant can assume in
the market. They aim to mitigate the risk of an abusive squeeze and other abusive
practices.

« Exemptions — The circumstances under which firms' positions are exempt from
position limits. Currently an exemption is available to producers and consumers of
commodities who use derivatives to hedge risks that arise from the future sale or
purchase of the commodity.

« Position management controls — The set of arrangements and powers used by
trading venues to minimise the risk that large positions may lead to disorderly
trading and settlement conditions.

e Position reporting — The reporting regime that allows trading venues and
regulators to identify the build-up of positions and monitor risks.

« Theancillary activities test — The test that provides an exemption from
authorisation which non-financial firms, such as commercial producers, can
benefit from under certain circumstances.

11
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2.6
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2.8

2.9

2.10

In July 2021, the Treasury published a Consultation, the WMR, with proposals to reform
the UK's secondary markets framework. The Consultation Response, published in March
2022, stated that most respondents supported the following reforms:

» Torevoke the requirement that position limits apply to all commodity derivatives
traded on a trading venue and to economically equivalent OTC contracts.

« Torequire trading venues to set the levels of position limits for contracts specified
by the FCA.

« To establish new exemptions from position limits for liquidity providers and for
financial firms offering risk-mitigation services to non-financial clients.

« Tomodify the ancillary activities test, by revoking the current test and
reintroducing a qualitative test, and to remove the related annual notification.

Recent market events have shown that more extreme volatility can heighten liquidity
risks that arise when using derivatives to hedge physical commodity exposures. Where
these risks are not adequately managed, they can transmit through the wider financial
system, such as to CCPs, clearing members and bilateral counterparties through margin
requirements. Recent market events have also highlighted that insufficient information
about the extent and distribution of OTC positions can severely inhibit counterparties,
clearing members' and/or the trading venue's ability to assess and act on these

risks. This consultation is therefore an opportunity to strengthen market integrity by
enhancing the regulatory framework.

Through our new rulemaking powers (as explained in paragraph 1.7) we propose to
establish a framework setting out how trading venues should apply position limits and
position management controls and where we apply more stringent requirements to a
narrower set of critical contracts. Our consultation seeks to bring together the reforms
set outin the WMR with changes that are necessary to address risks that may have
contributed to recent market events. For this reason, we are proposing to strengthen
the regime in some areas where the WMR did not recommend any change, such as on
enhanced reporting and stronger position management controls.

We have also drawn insight from best international practices taking into account the
updated 2023 I0SCO Principles for the Regulation and Supervision of Commodity
Derivatives Markets (1OSCO Principles' henceforth) and regimes in other jurisdictions,
including the United States (US) and the EU. We have also held discussions and sought
feedback from a wide range of external stakeholders during the development of our
approach, taking into consideration their views.

While the aim of the regime is to support orderly pricing and settlement conditions

and to mitigate the risk of market abuse, we considered it important for our reforms

to also have regard to supporting the liquidity of commodity derivatives markets and

to ensuring that they continue to serve commercial users who need to hedge their
risks. During our engagement with market participants, they expressed support for this
approach.

There are 2 instruments accompanying the consultation —a Handbook instrument
comprising mainly changes to MAR 10 and conseqguential changes to a Handbook
module, sourcebook and guides —and a standards instrument revoking and amending
various technical standards. The combined effect of these changes is broadly to create

12
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a one-stop regulatory source of requirements. Our approach is to streamline the
current complex structure of rules under a directive supported by delegated regulations,
regulatory and implementing technical standards. We do so by housing in MAR 10 the
various rules, directions, guidance and signposting to remaining Treasury legislation.
This should improve ease of reference and identification of regulatory requirements

for Handbook users when supported by updated perimeter guidance on the scope of
legislation, aimed in particular at assisting the broad range of firms using commodity
derivatives, as part of their non-financial business.

How it links to our objectives

Market integrity

Our proposed changes are primarily aimed at ensuring that the UK's commodity
derivatives markets remain resilient and orderly under a variety of market conditions and
firms can continue to operate in these markets with confidence.

Commodity derivatives markets can be susceptible to market abuse and disorderly
trading. These risks can be exacerbated during times of market stress that can transmit
through the wider financial system where not adequately managed. Strengthened
reporting requirements are crucial to ensuring trading venues have effective market
oversight arrangements in place. This information allows trading venues to identify
risks and potential spillover effects from the underlying physical markets, related

OTC markets and related derivatives traded on overseas trading venues. Further,
accountability thresholds are a position management tool that provide trading venues
with early warning of growing positions in relevant contracts so that the trading venue
can understand whether risks are emerging and what actions should be taken to
manage that risk.

We therefore expect that our proposed changes will protect and enhance the integrity
of the UK financial system.

Consumer protection

Our work does not engage directly with the consumer protection objective. However,
while developing our proposals we have had regard to ensuring that relevant markets
continue to serve end users like commercial firms. Most users of these markets are
financial services firms or firms involved in the extraction, production, distribution,
consumption and trading of the underlying commodities rather than individuals. The
users of these markets, and by extension consumers who are the end users of basic
commodities, have an interest in UK commodity derivatives markets that are fair,
transparent and operate with integrity. Our changes support this by permitting relevant
position limits exemptions to ensure commercial users can hedge their risks, which

in turn support liquidity provision, and ensuring trading venues are able to operate
their position management controls effectively through strengthened disclosure
reguirements by firms.

13
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2.17

2.18

Competition

The UK is home to global reference markets for certain commodities such as oil and
non-ferrous metals. While the primary driver of our proposed reforms is not to advance
our competition objective, our rules affect market participants globally and how they
compete. In developing our proposals, we have had regard to ensuring that relevant
markets continue to remain open and liquid. One of the changes proposed is to
introduce exemptions from position limits for liquidity providers and for financial firms
providing risk-mitigation services to non-financial firms hedging their commercial risk,
which in times of market stress can become significantly important. Market liquidity
supports competition and efficiency.

Secondary International Competitiveness and Growth Objective

FSMA 2023 introduced a secondary objective to facilitate the long-term growth and
international competitiveness of the UK economy. As we work towards advancing our
primary objectives, we must look at how our work affects the competitiveness and
growth and advance them so far as reasonably possible.

We consider that our proposals support international competitiveness and growth of
the UK in various ways:

e By strengthening the regulatory framework to make it more resilient (for example,
applying more stringent requirements to a narrower set of critical contracts), we
promote market stability and increase trust which helps increase participation in
UK markets and liquidity in commodity derivatives.

» Byremoving obligations that don't promote market integrity in an effective way
(for example, by removing the obligation to apply position limits to all commodity
derivatives contracts traded on UK trading venues) we deliver proportionate
regulation which seeks to ensure that regulatory costs are proportionate to the
expected wider regulatory benefits. We expect this to make the UK commodity
derivatives markets more attractive to participate in supporting liquidity and
innovation, thereby improving the UK's competitiveness as a financial hub.

« Byintroducing obligations that help increase our operational efficiency, for
example, by requiring UK trading venues to conduct and report to us market
risk analysis, we strengthen our ability to effectively supervise our markets by
identifying emerging risks which promote efficient and stable financial markets.

As mentioned earlier, when considering the design of the framework we have had
regard to the IOSCO Principles and the regulatory regimes in other jurisdictions.

We have also attempted to minimise undue costs — for example, allowing a period

of familiarisation with changes to the regime before trading venues and firms are
expected to operationalise them, setting the scope of position limits more narrowly and
applying enhanced surveillance and transparency requirements to these contracts in a
proportionate way.

14
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2.21

2.22

2.23

2.24

2.25

Wider effects of this consultation

The UK has some of the largest commodity derivatives markets in the world that provide
global benchmarks for the pricing of commodities.

A poorly designed commodity derivatives regulatory framework could expose
trading venues and market participants to risks that are not adequately managed,
including disorderly pricing or settlement conditions and therefore costs. This may
be exacerbated in times of market stress where risks can transmit more widely to the
financial system.

Further, where disorderly trading conditions exist, this could negatively affect the price
of commodities that are widely used by the public, including potentially on a global
level. A resilient commodity derivatives regulatory regime therefore supports the real
economy and promotes economic growth.

Our Cost Benefit Analysis provides further evidence on the impact of our proposals on
firms and consumers.

Equality and diversity considerations
We have considered the equality and diversity issues that may arise from the proposals
in this CP.

Overall, we do not consider that the proposals materially impact any of the groups with
protected characteristics under the Equality Act 2010. But we will continue to consider
the equality and diversity implications of the proposals during the consultation period
and will revisit them when making the final rules.

In the meantime, we welcome your input to the consultation on this.

15
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3.5

Chapter 3

Scope of the position limits regime

Introduction

Under MiFID I, position limits apply to all commodity derivatives traded on trading
venues and OTC contracts that are lookalikes of those contracts, known as
economically equivalent OTC contracts (or EEOTC).

EEOTC contracts were included to prevent circumvention of position limits and position
reporting requirements. The criteria used to determine whether an OTC contractis
economically equivalent to a contract traded on a trading venue have resulted in a very
narrow definition of EEOTC. Therefore, in practice very few OTC contracts are included
in the calculations of position limits and reported to us.

FSMA 2023 revokes the requirement that position limits must be applied to all
commodity derivatives traded on a trading venue and to EEOTC contracts. Instead, it
gives us the power to establish the scope of the position limits regime, ie, to specify the
commodity derivatives to which limits must apply, with the exception of OTC contracts,
for which it will not be possible to apply position limits. It also enables us to establish the
framework outlining how trading venues should apply position limits. However, FSMA
2023 gives us the power to intervene directly by setting position limits where necessary
for the purposes of advancing one or more of our operational objectives.

Under MiFID II, around 800 contracts traded on UK trading venues were subject to
position limits. We effectively narrowed the scope of the regime to physically settled
contracts and cash settled agricultural contracts through our supervisory statement in
July 2021 (‘our supervisory statement’ henceforth).

The WMR Consultation Response highlighted that there was very large support for
reducing the scope of the position limits regime. Many respondents felt that applying
position limits to the instruments in scope of our supervisory statement was still too
broad as not all physically settled and agricultural contracts pose risk to the pricing of
the underlying commodity or to the settlement process. Some of the respondents also
noted that there are enough safeguards already in place to manage risk in commodity
derivatives positions, such as the use of position management controls, without the
need for position limits.
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In this chapter we cover the following:

« How we intend to identify critical contracts.

« How contracts that are closely related to the critical contract and traded on uk
trading venues will be in scope of the position limits regime.

o The method of application of position limits —aggregation, netting and calculation
at group level.

« How we intend to update the critical contract register to include new contracts.

*  Which contracts we deem critical.

Analysis

Critical contracts

The MIFID Il position limits regime has proved to be too broad in scope. It has caused
market inefficiencies with little evidence of risk mitigation that the regime sought to
address. Before our supervisory statement, the breadth of the scope of the regime was
often cited as a source of compliance cost and complexity. Market participants also
highlighted that the broad scope hindered the ability of liquidity providers to serve these
markets efficiently. Article 15 of UK version of Commission Delegated Regulation (EU)

No 2017/591 (referred to in the Handbook as MiFID RTS 21) provides for default position

limits for new and illiquid contracts depending on the total combined open interestin
spot and other months’ contracts over a consecutive 3-month period. For newly listed
contracts, this approach may have hindered the development of liquidity. Generally,
due to the size and features of the contracts’' market, little risk has been posed by these
contracts to our markets. Applying position limits to new and illiquid contracts has
therefore acted as a barrier to liquidity and price formation for limited benefit.

In our view, the scope of the position limits regime should be driven by the risks that
those contracts pose to our markets. Consistent with the IOSCO Principles, the features
of a commodity derivative contract, such as the type of settlement, any restrictions on
the deliverable supply in the underlying commodity or the robustness of the price used
for settlement, help to determine whether the contract is more susceptible to the risk
of market abuse or disorderly trading conditions. The size of a commodity derivative
contract, in terms of open positions and number of end users, are determinants of the
impact that disorderly trading may cause to the wider market and its users. We therefore
do not expectilliquid or new contracts at the point at which they are listed to be in scope
of the position limits regime, unless there was a risk of circumventing the protections
provided by regime by not including the contract in scope or where a contractis likely to
be liquid from inception.

Physically delivered contracts differ from cash settled commodity contracts because
of the link with the deliverable supply of the underlying physical commodity, which is
finite. Because expiring futures contracts can be exchanged for the underlying physical
commodity, the futures price should converge with the underlying commodity price.

In the case of agricultural commodities, for example, in times of a shortage, increased
supply may not be available for months or longer. The more difficult and costly itis
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to increase deliverable supply within the term of the contract (by expiry), the more
susceptible the contractis to squeezes.

Everything else being equal, physically settled commodity derivatives are more
susceptible to the risk of disorderly pricing or settlement conditions than cash settled
commodity derivatives contracts. Where the deliverable supply of the underlying
commodity is low relative to open interest, a derivative contract is particularly
susceptible to manipulation as the contract approaches the expiry date. For example, a
market participant may take a long position in a futures contract and buy the underlying
physical commodity to influence the deliverable supply, driving up the price of both

the commodity derivatives contract and of the underlying commodity at the delivery
location for the relevant expiry date. Given its long position in the futures contract,

the market participant would be able to profit from the higher price in the underlying
commodity and the future. Any participant holding a short position in the futures
contract would have to buy the underlying commaodity at a higher price to be able to fulfil
its future position obligations.

Further, all of the contracts currently in scope of the position limits regime, as a result
of our supervisory statement, are physically delivered or capable of being physically
delivered; this includes all agricultural derivative contracts and, in the case of Brent
Crude Futures, exchange for physical (EFP) deliverable with the option to cash settle.

The payoff of a cash settled contract is determined by some price benchmark, which

is constructed based on the trade price of the underlying commodity. For cash settled
contracts there is a risk to orderly pricing conditions if a market participant holding the
futures contract has the capacity to influence the price of the underlying commodity,
such as where the underlying reference price or index is not robust enough. Markets
more vulnerable to the risk of disorderly pricing or settlement conditions are when the
derivative contract volume is much larger than the volume in the underlying commodity
as futures contract position holders may trade the underlying asset in order to influence
contract payoffs. The paper ‘Competition and Manipulation in Derivative Contract
Markets' by Anthony Lee Zhang (Dec 2018) shows that derivative contract markets can
be much larger than underlying markets without increasing the risk of disorderly trading
conditions provided the underlying market is sufficiently competitive.

The IOSCO Principles support the notion that the risk of disorderly pricing conditions
for cash settled contracts may still be present where the price of a cash settled contract
references more illiquid underlying physical commodities. For example, the price of a
futures contract might be susceptible to manipulation where there are alow number

of participants and a relatively small amount of trading in the market for the underlying
commodity. Consideration should be given to the size and liquidity of the underlying
physical market.

Position limits have historically applied to agricultural contracts because they are
generally more volatile than other types of commodities and because of the potential
risk posed to the pricing of the underlying commmodity, including food.

Certain commodity derivative contracts are used as key benchmarks for pricing the
underlying commodity market. For instance, ICE Brent Futures is widely used to price
crude oil. As stated in ICE Brent Crude Oil FAQ "..approximately two-thirds of the world's
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traded crude oil uses the Brent complex, which includes ICE Brent futures with its deep
liquidity and far-reaching forward curve, as a price benchmark. Many national oil producers
and other participants around the world price crude at a differential to Brent, depending
on the crude grade'. These types of contracts could therefore impact end users more
broadly because of the potential risk posed to the pricing of the underlying commodity
where abusive practices or disorderly trading occurs.

Related contracts and method of application of position limits

Currently, as stated on our website at Position limits for commodity derivative contracts,
a single position limit applies to the principal contract and its related contracts such as
mini, balance of the month (Balmo), mini-Balmo and others.

Minis, Balmos and mini-Balmos are contracts that share almost the same contract
specifications as the primary contract. Minis are available in smaller lot sizes, known as
miniature contracts of a primary contract. Balmos are contracts that can be entered into
on any day of the spot month of the primary contract covering the remaining days of the
current month. All are priced off the same underlying and provide participants with the
flexibility to calibrate their hedging needs in terms of size and duration of the hedge.

A single limit applies to them, and positions are aggregated across the primary and

the related contracts. We intend to maintain and expand this approach. The rational

is that the application of position limits only to the primary contract would not reflect
the overall position of a participant where related positions correspond closely in price/
exposure and would expose the regime to circumvention. Additionally, under the current
framework, Articles 3 and 4 of MiFID RTS 21 specify how firms should aggregate and net
their positions as well as with positions held by different entities belonging to the same
group (subject to certain conditions).

Under the US regime, the Commission Futures Trading Commission (CFTC) applies
federallimits to 25 core referenced futures contracts and certain associated
contracts. The associated contracts include any futures or option on futures (on

a future-equivalent basis) that are directly or indirectly linked to the price of a core
referenced futures contract, or that are directly or indirectly linked to the price of the
same commodity underlying a core referenced futures contract (for delivery at the
same location(s)). Economically equivalent swaps are also included in the concept of
associated contracts under CFTC rules.

A robust position limits regime should consider the complex ecosystem of derivatives
contracts that relate in price/exposure, which provide different ways for commercial
users to hedge their risk and for financial firms to offset their risk when providing

risk reduction services. The availability of contracts that are closely related to critical
contracts, but outside the scope of position limits, would challenge the effectiven