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SECURITIES COMMISSION LEvEL 8

Unisys House

5E THE TERRACE

PD.BOX 1179

WELLINGTON

NEW ZEALAND

TEL 84-4-472 8830

FAX B4-4-472 8075

EMAIL seneomBaes-com.govt,nz

Ref: 200-020 / #76253
WEBSITE vavw.sec-Com, govt.nz

24 November 2005

International Swaps and Darivatives Association, Ine.
360 Madison Avenue

16th Floor

New York, NY 10017

United States of America
By facsimile: 001 212 901 6001

Adttention: Kimberly Summe, General Counsel

Dear Ms Summe,

ISDA MASTER AGREEMENT

1. The New Zeerland Securities Comnission is a sfatutory body responsible for the
regulation of futures contracts in New Zealand under the Securities Markets Act 1988.

2, The Securities Markets Act requires people who carry on the business of dealing in
fotores contracts to be authorised by the Securities Commission.

3 We have received several requests from market participants for clarification of
whether certain types of financial instruments are “futures confracts” under the
Securitics Markets Act. The definition of “futures coniract™ in the Securities Markets
Act is broad, by comparison to that in some other jurisdictions, but is not entirely
clear in its application to certain products. Please find the definition attached as an
Appendix. .

4, The Commission considers it is important for there to be certainty in the futures
industry as to what constifutes a futures contract for the purposes of the Securities
Markets Act.

5. Under section 37(7) of the Securities Markets Act the Commission may declare:

{a)  an agreement, option, or right; or

(b)  aclass of agreements, options, or rights,

to be agreements o which the Securities Markets Act applies; i.e. fuhures coniracts.
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6. The Comunission has been asked to consider whether it will declare that certain
classes of agreements are futnres contracts, It has been suggested that the
Commission could clarify the existing definition of futures contract by reference to
the agreements listed in the term “specified {ransaction™ in the current Master
Agreement published by the Infernational Swaps and Derivatives Association, Inc.
(“ISDA™).

7. We nnderstand the term “specified transastion” means:

“(a}  any transaction (including an agreement with respect to any such transaction)
row existing or kereqfier entered into between one party to this Agreement (or
any Credit Support Pravider of such party or any applicable Specified Entity
of such party) and the other party to this Agreement (or any Credit Support
Provider of such other party or any applicable Specified Entity of such other
party) whick is not a Transaction under this Agreement but:

i} which is a rate swap transaciion, swap option, basis swap, forward
rate transaction, commodify swap, commodity option, eguily or eguity
index swap, equity or eguily index option, bond option, interest rate
option, joreign exchamge transaction, cap iransection, floor
transaction, collar transaction, currency swap Iransaction, cross-
currengy rate swap lransaclion, currvency optiow, credit profection
iransaction, credit swap, credit default swap, credit default option,
total return swap, credit spread transaction, repurchase transaction,
reverse repurchase tramsaction, buy/sell-back transaction, securifies
lending transaction, weather index transaction or forward purchase or
sale of g security, commodity or other financial instrument ov interest
(including any opifon with respect to any of these transactions); or

(i) which is g tbpe of transaction that is similar to any transaction
referved fo in clouse (1) above that is currently, or in the future
becomes, recurrently entered into in the financial markets (including
terms and conditions incorporated by reference in such agreement)
and which is a forward, swap, future, option or other derivative on ong
or more rares, currencies, commodities, equity securities or other
equity instruments, debt securities or other debt instruments, economic
indices or measures of economic risk or value, or other benchmarks
against which payments or deliveries are to be made;

(8}  any combination of these iransactions; and

(c}  any other transaction identified as a Specified Tvansaction in this Agreement
or the relevant confirmation.”

8. It has been suggested that the Commission could declare the agreements included
within the term “specified transaction” to be futures contracts for the purposes of the
Securities Markets Act. It has been put to us that it would be appropriate to refer to
these transactions because of the view that ISDA documentation is nsed globally and
was apparenily intended to apply to all derivative products commonly used at present,
as well as those that may be developed in the future.
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9. We are considezing a declaration along these lines as one option for clarification of
the fitures regime under the Securities Matkets Act. However, we are also
considering how best to further define the agreements included within the term

“specified transaction”.

10,  We are interested to find out whether there is sufficient certainty and acceptance
within the futures indusiry about the meaning of the agreements included within the
term *specified transaction”. We also wish to know more about the extent to which
the ISDA Master Agreement is actually used by market participants.

11. We would be geateful for the view of ISDA on these points, or more generally on the
proposal outlined above.

12,  We intend to publish a discussion paper on the proposal to clarify aspects of the
futures regime under the Securities Markets Act. We will send ISDA a copy of this
paper once it is published. Any comment made by ISDA at this stage would not limit
the ability of ISDA to submit further comments in response to the discussion paper.

13,  Thauk you for your assistance. We look forward fo hearing from you.

Yours si Iy,

3

Meredith Pearson

Lawyer

Direct Dial: + 64 4 471 8291
meredith.pearson{@sec-com.govt.nz
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APPENDIX

Section 37(1) of the Securities Markets Act defines the term “futures contract”, as follows:

“Suures contract” means-

(a})  an agreement under which one parly agrees io deliver to another parly at a specified
future time a specified commodity or a guantity of a specified commodity at a price
Which is fixed when the agreement is muade but under which it is contemplated or
understood that the obligations of the parties may be satisfied by means other than
aciial delivery:

(b)  an agreement under which each parly has either:

) an obligation to pay a sum of money fo the other or to credit the account of the
other with payment of a sum of money; or

(i) aright to receive payment, or @ credit, of a sum of money from the other,

depending on whether ar a future date the value or price of a specified commodity
calewlated in a manner specified by, or in accordance with, the agreement is greater
or fess than the value or price agreed wpon by the parties when the agreement was
made:

(©) an agreement under which each party has either:

a) an obligation to pay a sum of money to the other or to credit the account of the
other with payment of a sum of money; or

(i} aright to receive payment, or a credit, of a sum of money from the other,

depending on whether at a future date the value or level of a specified index
caleulated in @ manner specified by, or in accordance with, the agreement is greater
or less than the value or level agreed upon by the parties when the agreement was

made!

(d)  an option or right.to assume, at a specified price or value, or within a specified
period, or by a specified date, rights and obligations under an agreement of a kind
described in a preceding paragraph:

(2)  an agreement, option or right which is declared by the Commission, in aceordance
with this section, to be an agreement, option or right 1o which this Part of this Act

applies:

1] an agreement, option or right which is of a class of agreements, options or vights
declared by the Commission, in accordance with this section, to be a class to which
this Part of this Act applies.
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Wellington Matter no.  01-310-2383

23 December 2005
Dear Meredith
"Futures contracts” under the Securities Markets Act 1988

We refer to your letter dated 24 November 2005 to Kimberly Summe, General Counsel of
the International Swaps and Derivatives Association, Inc. (ISDA). As you know, we are
ISDA’s New Zealand counsel and have been instructed by ISDA fo respond on its behalf
to the issues raised in your letter

ISDA’s view on the proposed “clarification”

As a preliminary point, ISDA would like to express its view on the Commission’s proposed
“clarification”. 1SDA regards this proposed declaration not as a clarification, but as an
(unnecessary) extension of the current regulatory regime. Specifically, whereas the
current definition of “futures contract” in the Securities Markets Act (the Act) covers some
OTC derivatives, the declaration would effectively mean they are aff covered.! By way of
example, it is clear that the current definition of “futures contract” does not cover
physically-settled OTC derivatives. But the effect of the declaration would be that such
transactions become “futures contracts”. ISDA believes this extension is unjustified in the
context of legislation that was enacted to protect participants in the futures markets, not
the OTC derivatives markets.

Furthermore, given the policy behind the Act, ISDA cannot see the rationale for applying
this regime to OTC derivatives of any fype. OTC derivatives are transactions that are
typically entered into on a principal-to-principal basis between sophisticated
counterparties. In our experience, the Act generally only applies to participants in the
OTC derivatives market because of the exiremely broad definition of “deals” in

section 37(5) (in pariicular, the “advises or assists” wording). However, in the OTC
derivatives market, unlike the futures market, there is limited scope for the potential abuse
that the Act is intended to prevent (principally, dealers misappropriating client funds). On
that basis, ISDA suggests that it may be more appropriate for the declaration to exclude
OTC derivatives from the definition of “futures contract” than to incfude them. Perhaps
this could be achieved by way of a class authorisation under section 38(2)(b) if, as seems
to be the case, the Commission does not have the power to do this by way of a
declaration under section 37(7).

One unusual consequence that would result from the declaration is that a currency or
interest rate swap entered into with a registered bank would not be a “futures contract”
{because of section 37(2)), but another type of OTC derivative entered into with a
registered bank (say, an equity swap} would be a “futures contract”.

6576586 Auckland P O Box 4199 Auckland Tel 64 9 9168800 Fax64 @ 916 8801




Meredith Pearson
23 December 2005 gEMGU"Y

ISDA acknowledges that the more appropriate place to express these views is in g
submission once the Commission’s discussion paper is published. However, ISDA
wishes to make its views known from the outset.

The proposed definition

As you know, the "Specified Transaction” definition in the 2002 ISDA Master Agreement is
in two broad parts. The first part, paragraph (a)(i), contains a list of the derivative
transactions that were most common at the time the Master Agreement was published.
The second part, paragraph (a)(ii), attempts to “future proof” the definition by referring
generically to new types of transactions that are subsequently developed.

ISDA believes (as do we) that any definition of “derivatives” (or a similar term) must be
expressed in this two-part manner if it is to avoid obsolescence. In fact, this is the
approach adopted in the definition of “derivative transaction” currently set out in

section 136(1) of the Crown Entities Act 2004 (and replicated in section 2 of the Public
Finance Act 1989). Part A of the schedule to this letter sets out that definition. Part B of
the schedule sets out a marked version of that definition that shows the differences from
the “Specified Transaction” definition (although mere changes in word order are not
marked and the introductory words of the “Specified Transaction” definition are ignored).
As you can see, the definitions are very similar.

Perhaps the Commission could look at adopting the “derivative transaction” definition,
which has the benefit of already being enshrined in New Zealand legislation, rather than
seek to develop a similar, but subtly different, definition for this purpose.

The Commission’s questions

The Commission’s questions in paragraph 10 of its letter, and ISDA’s response to those
guestions, are set out below.

We are interested fo find out whether there is sufficient certainty and acceptance
within the futures industry about the meaning of the agreements included within
the ferm “specified transaction”.

We assume that, when you refer to "the meaning of the agreements”, you mean the
specific {ransactions rather than the master agreements under which those transactions
are entered into. There should be no need to refer to the master agreements (as
evidenced by the “derivative transaction” definition in the schedule).

[SDA’s view is that there is a large degree of certainty and acceptance within the industry
as fo the meaning of these terms. The documentation that ISDA publishes, in particular
its product-specific confirmations and definition booklets, help identify and standardise the
features of these transactions. That said, in an industry that is constantly developing, it is
inevitable that not every transaction will fall neatly under one, and only one, label.
However, given that the objective is not that every transaction should be able to be
l[abelled under one of the listed terms, but merely that “derivative transactions” as a group
should be identifiable, hybrid or innovative products should not be a problem.

We also wish to know more about the axtent to which the ISDA Master Agreement
is actually used by market participants.

The [SDA Master Agreement is the document of choice worldwide by participanis in the

OTC derivatives industry. ISDA has over 670 member institutions from 47 countries.
These members include most of the major dealers, and many of the major end-users, in

6576686 9
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the OTC derivatives industry. Almost all of these members would use the ISDA Master
Agreement to document their privately negotiated derivative fransactions.

Please feel free to call us if you wish to discuss this matter further.

Yours sincerely
[Sgd: D J Craig]

David Craig
Partner

6576688




Schedule

PartA

“derivative transaction” means —

(a)

(b)

6575686

a transaction that is a rate swap transaction, swap option, basis swap, forward rate
transaction, interest rate option, foreign exchange transaction, cap transaction, floor
transaction, collar fransaction, currency swap fransaction, cross-currency rate swap
transaction, currency option, commodity swap, commodity option, equity or equity
index swap, equity or equity index option, bond option, credit protection transaction,
credit swap, credit default swap, credit default option, total return swap, credit
spread transaction, forward purchase or sale of a security, or commodity or other
financial instrument or interest (including an agreement or option that relates to any
of these transacticns); or

a transaction that is similar to any transaction referred to in paragraph (a) that —

(i) s currently, or in the future becomes, recurrently entered into in the financial
markets; and

(i) s aforward, swap, future, option, or other derivative on 1 or more rates,
currencies, commodities, equity securities or other equity instruments, debt
securities or other debt instruments, economic indices or measures of
economic risk or value, environmental or climatic variable, or other
benchmarks against which payments or deliveries are to be made.

derivative fransaction” means

ayeny transaction whishthat is a rate swap transaction, swap option, basis swap,
torward rate transaction, commodity swap, commodity option, equity or equity
index swap, equity or equity index option, bond option, interest rate option, foreign
exchange transaction, cap iransaction, floor transaction, collar transaction,
currency swap transaction, cross-currency rate swap transaction, currency option,
credit protection transaction, credit swap, credit default swap, credit default option,

total retua'n swap, cred it spread transac’uon @pa%haae—t;aa&;et&ea—%se

wmthawaaawaaasaeaaa-e#fomard purchase or sa!e of a secunty, or commochty
or other financial instrument or interest (including aay-an agreement or option with

respeectihat refates to any of these transactions)): or-fdwhichis

a type-eftransaction that is similar to any transaction referred to in elause{i-above
thatparagraph (a) that -

(i) is currently, or in the fufure becomes, recurrently entered into in the financial

markets-frsluding-terms; and-cenditiens-incorperated by reforence-in-such
agreemert-andwhich

(i) is aforward, swap, fuiure, option, or other derivative on ere1 or more rates,
currencies, commodities, equity securities or other equity instruments, debt
securities or other debt instruments, economic indices or measures of




economic risk or value, environmental or climatic variable, or other
benchmarks against which payments or deliveries are to be made;-tb)-any
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Policy Group

Department of Internal Affairs Mobile 027 674 B51
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Corner Waring Taylor Street and Lambton

Quay 30 April 2001

Wellington

SUBMISSION ON GAMING REFORM IN NEW ZEALAND

Infroduction

The Deparbment’s consulialion paper entitled “Gaming Beform in New Zealand: Towards
a New Legislative Framework” calls for submissions on the regulation of gaming.

Our submission deals with a very specific, but very important, aspect of the existing
regulatory regime: the potential application of gaming legislation 1o derivative transactions.

Background
The derivatives markets

Very broadly, a derivative transaction is a transaction whose value depends on (or
“derives” from) the value of some underlying asset or the level of some underlying raie or
index. A simple example is an option to buy shares. However, by far the most common
types of derivatives instruments are those involving interest and exchange rates. Interest
rate and currency swaps and apiions are widely used to hedge undetiying exposures to

inferest or exchange rate volaiility.

Derivative fransactions are of two types: exchange-traded or over-the-counter (or OTC).
Exchange-iraded derivatives (such as futures) are standard form contracis that are, as the
hame suggests, traded on an exchange (such as the New Zealand Futures and Opticns
Exchange). By contrast, OTC derivatives are individually negotiated contracts entered
into between two organisations.

in the relatively short period since the first use of these products for financial asseis (some
20-30 years ago), they have been overwhelmingly accepted as an indispensable financial
tool for allocating risk. As a result, the derivatives markets have become the world’'s
largest financial markets. The size of the OTC market was estimated by Swaps Monitor to
be U.S.$103.9 tiillion (notional amount outstanding) as at 30 June 2000.

Gaming legisiation

Section 128({1)(a) of the Gaming and Lotteries Act 1977 provides that wagering contracts
are unenforceable. The Gaming and Lotteties Act does not define “wagering contract”.
However, thare has been a fair amount of case law on this issue.

WLOTU870067 _ Aucldard P O Box 4199 Aucidand el 64 9 916 8800 Fax 44 9 916 8801
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In New Zealand, as in other Commonwealth jurisdictions, there has been concern for
some time that OTC derivative fransactions could fall within the common law definition of
"wagering contracts” and, therefore, be unenforceable. This concern has been
aggravated by a number of developments. In particular:

° The English courts have, on occasion, shown a large degree of ignorance of
derlvative transactions (no New Zealand court has considered the issus). As a
result, there have been some unfortunate statements mads by those courts. For
example, the following statemenis come from judgmenis of the House of Lards,
England’s highest couri:

— A swap contract...Is more akin to gambling than insurance.” Haze! v
Hammersmith and Fulham London Borough Council [1991] 1 All ER 545, 559

(HL).

— ‘“Interest rate swaps...are in law wagers.”: Westdeutsche Landesbank
Girozentrale v Islington borough Council [1996] 2 WLR 802, 505 (HL).

° Section 40 of the Securities Amendment Act 1988 exempts certain (very fimited)
types of OTC derivatives from the Gaming and Lotteries Act. That exemption was
infroduced, presumably, because of a rigk that those contracts would otherwise be
subject to that Act. This creates an inference that those types of OTC derivatives
not expressly exempted remain subject to the Gaming and Lotteries Act.

Despite these developments, the prevailing view in New Zealand is that, on balance, a
New Zealand court would adopt the approach taken in Morgan Grenfell & Co. Limited v
Weiwyn Hatfield District Councif[1995] 1 All ER 1 (QBD). The court in that case held that
OTC derivatives should not be wagering coniracts where there is a iegitimate comrnercial

interest or purpose to the coniract.

We stress that this is the prevailing view “on balance”. There is no question that
uncertainiy remains. That uncertainty is significant and, in our view, given the importance
and size of the derivatives markets should be statutorily removed. Our experience is that
it is an impediment o (domestic and offshore) arganisations waniing to carry on this type

of business in New Zealand.
Previous statutory amendments to facilitate detivatives activity

Parliament has, in the past, shown its willingness to amend legislation that was originally
enacted in a pre-detivatives era and that, posi-derivatives, raises technical issues. For

example:

a Following the Hammersmiih decision referred to above, there was concern that
statutory corporations may not have the power to enter into derivative transactions.
As & result, the legislation establishing a number of statutory corporations was
amended fo expressly confer this power.

J Netting legislation was passed in 1999 (principally in the Companies Amendment
Act 1999) in response to a concern that the netting provisions that are an integral
part of derivative transactions might not be enforceable in an insolvency.

Examples such as these demonstrate the broad recognition that legal urcertainty in the

derivatives markets is highly undesirable and should, where possible, be rectified. We
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submit that the gaming laws give rise to similar technical issues and should receive similar
rectification.

Experience overseas

This issue is not unique to New Zealand. It also arises in other jurisdictions, particularly
other Commonwealth jurisdiciions. From New Zealand's perspective, the two most
relevant jurisdictions are England and Australia. We briefly outline below what has been

done in those jurisdictions.’

England

This issue has been overcome in England by the enactment of section 63 of the Financial
Services Act 1986 (the FSA). Section 63 provides that the UK gaming legislation does
not apply to-any dealings in “investmenis”. The list of “investments” in Part 1 of
Schedule 1 to the FSA is extensive and includes most OTC derivatives.

Australia

As in New Zealand, in Australia there is a specific exemption from gaming laws for
exchange-traded detivatives (see section 1141 of the Corporations Law) but not for most
QTC derivatives. In Ausiralia, this problem was recognised by the Companies and
Securities Adviscry Committee (CASAC). In delivering iis final report, CASAC

recommended that:

All on-exchange and OTC derivatives transactions should be expressly excluded from
gaming and wagering legislation.?

8o far, this recommendation has not been impiemented. However, this appears to be
principally due to the fact that the Commonwealth Parliarnent lacks the constitutional
power o make the legislative change (the individual States must take gction). The need
for a change in Australia is well recognised though.

Subrnission
In its Globa! Derivatives Study, the Group of Thirty3 cohncluded that:
It those jurisdictions where detivative transactions may be considered gambling contracts

or off-exchange fulures contracts, participants should seek legistaiive action o ensuie that
such transactions will not be deemed illegal and unenforceable.”

! This issue has also heen addressed in the United States. The Futures Trading Practices
Act of 1982 exempts “swap agreemeanis” (which is vary broadly defined) from State gaming

laws.

z Regulation of On-exchange and OTC Derivatives Markets, Final Report (June 1997),
Fecommendation 54.

3 The Group of Thirty is a private independent organisation made up of representatives from

ceniral banks, international banks and securiiies houses. It is based in Washington, DC.
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in line with this conclusion, and with the experience in England and Australis, we submit
that there should be an express exemption for alt OTC derivatives from the application of
the statutory and common law gaming and wagering laws. In making this submission, we
recognise the inherent difficulty in defining the scope of transactions that such an
exemption would cover, However, this is an issue that others have dealt with satisfactorily
(as in England). We would be happy to work with the Department to consider the scope
of such a legislative change.

We also acknowledge that there will be some people who will claim that such an
exemption would encourage abuse by those who would seek to take advantage of it for a
purpose other than that for which i was intended. Claims such as this are inevitable
whenever an exemption or preference is granted. In response to any such claim, we
rnake two points. First, anecdotal evidence (in particular, from England) suggests this
concern is unwarranted. In practice, people have not re-arranged their (illegitimate) affairs
to obtain the benefit of such an exemption. Secondly, the scope for abuse can be
minimised through a carefully worded definition of the transactions o which the exemption

would apply.

Ultimatety, the definition difficulty and the scope for abuse must be balanced against the
risks of allowing the current uncertain and distorted position to continue.

Yours sincerely

4 Derivatives: Practices and Principles, Appendix I: working papers (July 1993), p.54.

WLO10870067
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Gaming Review Team
Policy Group
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Level 6, State Insurance Building
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Yellington
30 April 2001

Pear 8ir or Madany:
Re.: Submission on Gamirg Reform in New Zealand

We have been advised by our members that the deparunent of Inteme! Affaics is reviewing the Gaming
and Lotteries Act 1977 and that submissions on the regulations of gaming are invited following a
consuitation paper entifled “Caming Reform in New Zealand; Towards a New Legislative Framework™.

The lmermationat Swaps and Derivatives Association is the global trade association representing leading
partiviparts in the privetely negotiated derlvatives industry, a business which includes interest ratg;
cutreney, commodity, credit and equity swaps, as well a3 related products such ag caps, collars, floors and
swaptions. I8DA was chartered In 1985, and today mumbers over 500 member institutions from 37
souniries on five comtinents. These members include maost of the world's major institutions who deal in
and leading end-users of privately negotiatad derivatives. as well as associated service providers and

consulfanis,

Since its inception, the ISDA has pioneered afforis to identify and reduce the sources of risk in the
darivetives and risk management business. Among its most gotable accomplishments are: developing the
ISDA Master Apreement; publishing a wide range of related docurpenration materials and instruments
covering & varfety of transaction types; producing legal opinions on the enfbroenbility of nstting; securing
recognition of the risk-reducing effects of netting in determining capital requirernents; promoting sound
risk menagement practices, and advanecing the understanding amd treafment of derivalives end risk
management Fom public policy and regulatory capital perspectives.

With this letter we would like fo support the enclosed submission by Bell Gully, which highlights the
need to remove the existing Uncertainty relating to the applicability of the above Act to derivative
wansactions. We understand thet there may be furiher opportunity to discuss these matters in tore depth
and would Tike to offer our assistance with respect to any related queries that may arise.

Yours sincerely,

% s é
Angela Papesch
Head 4f Asia-Pacilic Office

Enel.
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