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AUSTRALIA

AT A GLANCE

Central Bank:

Bank Regulators:

Fin. Mkts Regulator:

Associations:

Master Agreement:

Legal Opinions:

CCP/TR Status:

Margin requirements:

Reserve Bank of Australia (RBA) http://www.rba.gov.au
RBA
Australian Prudential Regulation Authority (APRA) http://www.apra.gov.au

Australian Securities & Investments Commission (ASIC) http://www.asic.gov.au

Australian Financial Markets Association (AFMA)
Australian Banking Association (ABA)
ISDA

Netting, collateral (including collateral taker and provider), client clearing
(clearing members reliance, client reliance and FCM clearing members reliance)
and e-contracts opinions by King & Wood Mallesons

The Australian Securities Exchange (ASX) offers clearing services for OTC interest
rate derivatives, including inter-dealer AUD interest rate swaps (IRS),single-
currency basis swaps and overnight index swaps (OIS). Subsequently, it plans to
expand the product coverage to AUD forward rate agreements (FRA) and to NZD
IRS, OIS and FRAs. It also offers client clearing.

LCH.Clearnet provides clearing services for OTC interest rate swaps through its
SwapClear service. LCH. Clearnet is also licensed to clear for the FEX commodities
and energy exchange.

DTCC Data Repository (Singapore) Pte Ltd (DDRS) and Chicago Mercantile
Exchange Inc (CME) are both licensed as Australian Derivative Trade Repositories
for all 5 asset classes.

The Council of Financial Regulators (comprising RBA, APRA, ASIC and the
Treasury) as well as the individual agencies have released various consultation
papers on the implementation of the G20 OTC derivatives commitments.

The APRA margin and risk mitigation requirements for non-centrally cleared OTC
derivatives came into effect on March 1, 2017, with a 6-month transitional period.
for variation margin.

Key Regulatory Milestones

1. APRA Developments

e OnJanuary 16, 2017, APRA released a discussion paper proposing changes to the Economics and
Financial Statistics (EFS) collection. This had involved an increase in the amount of data collected
from large institutions, and a substantial decrease in the amount of data collected from small
institutions. The proposals also included new data standards on repurchase agreements and securities
lending to meet new reporting requirements introduced by the Financial Stability Board (FSB), and
introduced a new form for the reporting of both over-the-counter (OTC) and exchange-traded

derivatives.
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The formal consultation provided the industry with an opportunity to provide detailed cost information
on the proposed changes. The comment period ended on April 18.

2. Margin Requirements

e On May 9, 2017, APRA commenced its public consultation on substituted compliance for margin
requirements for non-centrally cleared derivatives. APRA proposes to recognise substituted
compliance with respect to margin requirements of seven jurisdictions, subject to a condition for
intra-group requirements for certain jurisdictions. The seven jurisdictions include Canada, the
European Union, Hong Kong, Japan, Singapore, Switzerland and the US. APRA also proposes to
better align eligible collateral with the international framework. Comments on the consultation are
due by June 6.

e On August 7, 2017, APRA released the final revised standard for margining and risk mitigation for
non-centrally cleared derivatives, which permits substituted compliance with respect to the margin
requirements of regulators of Canada, the European Union, Hong Kong, Japan, Singapore,
Switzerland and the US. APRA also made a number of clarifications on the application of substituted
compliance with respect to transaction scope, risk mitigation requirements and deference provision.

3. Benchmarks reform

e OnJune 26, 2017, the Australian Treasury released a consultation on draft legislation to implement
the reform of the regulation of financial benchmarks, which will require administrators of significant
benchmarks to obtain a benchmark administrator licence and comply with a number of new
regulatory requirements. The reforms are proposed to commence on January 1, 2018.

There are two bills that establish the overarching framework for the regulatory regime for
consideration, as well as accompanying explanatory materials.

The government and ASIC will continue to consult on the regulatory regime, with this detail to be
included in subsequent draft ASIC rules. The submission process on the draft bills and explanatory
materials will close on July 24, 2017.

e OnlJuly 17,2017, ASIC released a consultation on proposed ASIC rules for the administration of
licensed financial benchmarks and regulatory guidance on how it would administer the proposed
financial benchmark regulatory regime. ASIC's consultation is about the licensing regime for
administrators of significant benchmarks and ASIC's rule-making powers in the event the
amendments to the Corporations Act are passed by Parliament. This early consultation and
preparation will help Australia’s financial benchmark regulatory regime to be implemented more
expediently.

Together, the draft legislation and ASIC's proposals will help to ensure the robustness and reliability
of financial benchmarks in the Australian economy in line with the IOSCO Principles for Financial
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Benchmarks. The proposals are also designed to facilitate equivalence assessments under overseas
regimes including the European Benchmarks Regulation. The consultation paper attaches:

e draft ASIC Financial Benchmark (Administration) Rules 2017 which impose certain key
obligations on licensed benchmark administrators and require contributors to licensed
benchmarks to cooperate with ASIC;

e draft ASIC Financial Benchmark (Compelled) Rules 2017 which enable ASIC to require, by
written notice, the continued administration of a significant benchmark or compelled submissions
to a significant benchmark; and

e aproposed regulatory guide setting out how we would administer the licensing regime, our
expectations on compliance with the ASIC Financial Benchmark Rules and when we may use our
compulsion powers in relation to significant benchmarks.

ASIC is seeking the views of users, contributors and administrators of financial benchmarks and other
interested parties. Submissions to CP 292 are due by 21 August 2017.

e On October 10, 2017, ASIC and the RBA welcomed the publication of the ASX BBSW Trade and
Trade Reporting Guidelines, which provide guidance on the trading of bank bills during the rate set
window, and set out how these trades should be reported to the ASX to support the timely calculation
and publication of the bank bill swap rate.

The bank bill swap rate is the major interest rate benchmark for the Australian dollar, and is widely
referenced in financial contracts. A major concern over recent years has been the low trading volumes
during the rate set window, the time of day that the rate is measured. In response, the methodology is
being strengthened to enable the benchmark to be calculated directly from a wider set of market
transactions. ASX has been consulting market participants on this new methodology with the support
of ASIC and the RBA.

ASIC and the RBA expect all bank bill market participants, including banks that issue bank bills and
the participants that buy them, to adhere to the guidelines and support the new methodology. The rate
set window should be the most liquid part of the day in the bank bills market, and market participants
are likely to get the best outcomes for their institutions and their clients by trading during this period.

4. APRA crisis management powers

e On August 18, 2017, the Australian Treasury released its exposure draft of the Financial Sector
Legislation Amendment (Crisis Resolution Powers and Other Measures) Bill 2017, as well as the
accompanying explanatory memorandum.
The bill is intended to provide APRA with an enhanced suite of crisis resolution powers applicable to
prudentially regulated authorised deposit-taking institutions, general insurers and life insurance

companies and certain group entities.

The bill proposes to amend various pieces of key legislation and seeks to, among others, enhance
APRA’s statutory and judicial management regimes to ensure their effective operation in a crisis,
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enhance the scope and efficacy of APRA’s existing directions powers, enhance stay provisions and
ensure that the exercise of APRA’s powers does not trigger certain rights in the contracts of entities
within the same group, as well as enhance APRA’s ability to respond when an Australian branch of a
foreign regulated entity (foreign branch) may be in distress. This consultation is the latest step in a
process that began with the Treasury consultation in 2012 on strengthening APRA’s crisis
management toolkit in relation to the entities APRA regulates. The deadline for submissions is
September 8.

e On October 19, 2017, the Financial Sector Legislation (Crisis Resolution Powers and Other Measures)
Bill 2017 was introduced to the Australian Parliament. The bill was released together with an
explanatory memorandum. This bill follows the Australian Treasury’s release of its exposure draft of
the bill on August 18. It strengthens the powers of APRA to facilitate the orderly resolution of an ADI
or insurer in order to protect the interests of depositors and policy-holders, and to protect the stability
of the financial system.

The bill amends key existing legislation by enhancing APRA’s statutory and judicial management
regimes and the scope and efficacy of the APRA’s existing directions powers and stay provisions, as
well as enhancing APRA’s ability to respond when an Australian branch of a foreign regulated entity
may be in distress. It also ensures APRA has powers to set appropriate prudential requirements and
take action in relation to resolution planning so that ADIs and insurers are better prepared for
resolution.

e On November 16, 2017, the provisions of the Financial Sector Legislation Amendment (Crisis
Resolution Powers and Other Measures) Bill 2017 were referred to the Economics Legislation
Committee for inquiry and report by February 9, 2018. The reasons for referral are set out in Appendix
3 of Report No. 13 of 2017. The exposure draft of the Bill was realized for consultation on August 18,
and the Bill was introduced to the Australian Parliament on October 19. The Bill is intended to provide
APRA with an enhanced suite of crisis resolution powers applicable to prudentially regulated
authorized deposit-taking institutions, general insurers, life insurance companies and certain group
entities.

5. ASIC Market Integrity Rules

e OnJanuary 24, 2017, ASIC released a consultation paper proposing to consolidate and clarify
Australia's market integrity rules (MIRS).

There are currently 14 market integrity rule books that set out obligations and prohibitions applying to
activities and conduct on eight licensed financial markets. ASIC proposes to consolidate 13 of the 14
market integrity rule books into four. In consolidating the rules, ASIC also proposes to clarify the
existing obligations for management requirements and responsible executives, dealing 'as principal’,
block trades and large portfolio trades, disclosures to wholesale clients about derivatives market
contracts, and record-keeping requirements for market operators. Submissions are due by March 7,
2017.
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e On November 17, 2017, ASIC announced that it has made MIRs, which create a common set of rules
for securities markets and futures markets. ASIC has also published a report setting out feedback from
its consultation on changes to the MIRs.

ASIC clarified obligations in the market integrity rules for participants’ management requirements and
responsible executives, dealing ‘as principal’, block trades and large portfolio trades, and record-
keeping requirements for market operators.

Most market operators and market participants will have to comply with the consolidated MIRs from
May 7, 2018. Before then, ASIC will reissue all class rule waivers and individual rule waivers that
remain in force, and update its regulatory guides to reflect consolidation of the market integrity rules
and provide enhanced guidance on ASIC's expectations about management structures.

6. ASIC relief for foreign providers

e On March 29, 2017, ASIC announced that it has temporarily remade a class order that continues to
provide licensing relief for a period of 18 months to foreign entities with limited connection to
Australian wholesale clients, in a new instrument. The instrument has been remade following public
consultation in September 2016, which highlighted the importance of the interrelationship between the
class order and the suite of 'passport’ relief provided to foreign providers under ASIC Corporations
(Repeal and Transitional) Instrument 2016/396 on September 27, 2018. The existing class order was
due to expire on April 1, 2017.

This extension of relief will allow ASIC to undertake a comprehensive review of the underlying policy
settings applicable to all foreign providers relief. In particular, ASIC will carry out a consultation in
the next 12 months seeking detailed information from the industry about the use of the class order and
the impact of a repeal, including the types of products and services offered, the jurisdictions involved
and the number of clients affected. Without that engagement and information to review, ASIC's
expectation is that it is likely the class order will be repealed at the end of the rollover period.

e On April 3, 2017, ASIC announced it has extended a class order for foreign collective investment
schemes for a further two years, which was due to expire on April 1, 2017.

The class order provides relief for foreign collective investment schemes from the requirement to
register as a managed investment scheme or obtain an Australian financial services licence, where the
relevant overseas regulatory regime delivers regulatory outcomes sufficiently equivalent to its own
regulatory regime. ASIC has extended this relief for two years in order to review and consult on the
policy settings of its relief in light of other regulatory developments. ASIC will consult publicly on its
relief for foreign collective investment schemes before April 1, 2019.

7. ASIC Developments
e On March 27, 2017, ASIC released a regulatory guide to responsible entities on their existing

obligation under the Corporations Act 2001 to maintain adequate risk management systems. The guide
is aimed at ensuring that the risk management systems of responsible entities, including minimum
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procedures and practices, are adaptable to changing market conditions and remain effective in
identifying and managing risks on an ongoing basis.

The guidance promotes the early identification and management of risks by responsible entities and
includes expectations for responsible entities to have overarching risk management systems in place,
processes for identifying and assessing risks, and processes for managing risks.

Responsible entities that are registrable superannuation entity licensees are subject to APRA
requirements on risk management. The guidance is intended to act in unison with APRA's
requirements, and has been prepared in consultation with APRA to ensure consistency in the policy
position.

As responsible entities are also subject to the ongoing obligation to maintain adequate risk
management systems, ASIC has not provided any formal transition period for compliance with the
guidance. ASIC’s intention is to take a constructive and facilitative approach to any breaches of the
guidance for a period of 12 months, if a responsible entity can show it is taking steps to bring its risk
management system into compliance with the guidance.

e On April 11, 2017, ASICreleased a consultation paper on its proposal to develop and implement a
financial services panel.

The panel would add an element of peer review to ASIC's administrative decision-making processes.
ASIC proposes that the panel would be responsible for determining whether it should ban individuals
from the financial services and credit industries for misconduct. ASIC would select matters and refer
them to the panel where they are significant, complex or novel.

Over time, the range of matters on which the panel will make decisions may expand. The panel would
comprise financial services and credit industry participants and non-industry participants (eg, lawyers
or academics) with relevant expertise, and at least one ASIC staff member. The panel would sit
alongside ASIC's existing administrative structures and processes. Submissions to the consultation
paper are due by May 23.

e On May 26, 2017, ASIC released a report promoting better behaviour in spot FX. It sets out ASIC's
observations on key behavioural drivers of conduct arising from recent ASIC investigations into the
wholesale spot FX businesses of the major Australian financial institutions and illustrates the
behavioural drivers of conduct that, in ASIC's view, are likely to lead to poor conduct if not adequately
managed. The report also describes a number of good practice principles for managing these drivers to
more effectively prevent, detect and respond to inappropriate practices.

The release of ASIC's report coincides with the release of Phase Two of the FX Global Code of
Conduct (FX Global Code). The report makes reference to related principles of the FX Global Code
and encourages market participants to adhere to high standards of market practice. ASIC will use this
report as a reference point for its surveillance of the FX markets and, where appropriate, the broader
wholesale over-the-counter markets.
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On June 15, 2017, ASIC welcomed the passage of legislation enabling a new funding model for
regulation of the Australian corporate sector. Effective from July 1, 2017, ASIC’s regulatory costs will
be recovered from all industry sectors regulated by ASIC through annual levies. Those who create the
need for and benefit from regulation will bear the costs.

The industry funding model, initiated by the Federal Government in April 2016 and subject to
extensive stakeholder consultation, was designed to provide greater stability and certainty in ASIC’s
funding to ensure sufficient resources to carry out its regulatory mandate.

on June 30, 2017, ASIC released a consultation proposing guidance on managing conflicts of interest
and handling material, non-public information by AFS licensees that provide sell-side research.

The proposed guidance looks at the key stages of a capital raising transaction and provides specific
guidelines on what AFS licensees should do to appropriately manage conflicts of interest at each
stage of the process. It also sets out general guidelines for AFS licensees in the identification and
handling of material, non-public information and for the structure and funding of research teams.
Specifically, feedback is sought on proposals related to:

e Identification and handling of material, non-public information;

o Management of research conflicts during the capital-raising process, including the preparation
and production of investor education reports; and

e Structure and funding of research departments.

Responses to the consultation are due by August 31.

On July 11, 2017, ASIC released a consultation paper proposing to make new client money reporting
rules for Australian financial services (AFS) licensees that hold ‘derivative retail client money’ within
the meaning of the Corporations Act.

The proposed rules will impose record keeping, reconciliation and reporting requirements on all
derivative retail client money received by an AFS licensee, unless the client money relates to a
derivative that is traded on a fully licensed domestic market, such as the ASX 24.

The proposals follow the passage of reforms preventing AFS licensees from withdrawing derivative
retail client money and using it for a wide range of purposes, including as the AFS licensee's own
working capital. It also gives ASIC the power to make new client money reporting rules to ensure
greater transparency in relation to an AFS licensee's receipt and use of this money.

The client money rules are proposed to commence on April 4, 2018, which is when other client
money reforms will take effect.

On July 20, 2017, ASIC released a consultation on proposals to refine and update ASIC’s regulatory
guidance on the licensing regime for financial markets. It proposed introducing a two-tiered market
licence regime based on a risk-based assessment. The second tier licence will be able to facilitate a

ISDA Asia-Pacific Regulatory Profiles January 2018


http://isda.informz.net/z/cjUucD9taT02MjA0OTUxJnA9MSZ1PTg5MDU4MDY3OCZsaT00Mzk2OTgwNQ/index.html
http://isda.informz.net/z/cjUucD9taT02MjI5MjA0JnA9MSZ1PTg5MDU4MDY3OCZsaT00NDIyNjQ3Mw/index.html
http://isda.informz.net/z/cjUucD9taT02MjQzMDMzJnA9MSZ1PTg5MDU4MDY3OCZsaT00NDM3NTY0OQ/index.html
http://isda.informz.net/z/cjUucD9taT02MjcwMDMxJnA9MSZ1PTg5MDU4MDY3OCZsaT00NDY0NTk4MA/index.html

range of market venues, including specialised and emerging market venues. The consultation paper
also:

e Proposed updating and clarifying the guidance regarding how licensees may comply with specific
licence obligations;

e Proposed consolidating Regulatory Guide 177 (overseas market licensees) into the updated
Regulatory Guide 172;

e Set out the relevance of the proposals for secondary trading in shares of eligible crowd sourced
funding companies; and

o Addressed implementation and transition matters.

e The proposals follow the passage of the Corporations Amendment Act 2017 (Crowd Sourced
Funding Act), which amended Chapter 7 of the Corporations Act 2001 relating to the market
licence regime.

e On September 6, 2017, the Treasury consulted on ASIC’s power to ban senior officials in the financial
sector.

The Taskforce positions on reform seek to enhance ASIC’s banning power by ensuring that it may
take appropriate action to ban senior managers from managing financial services businesses. The need
to enhance ASIC’s banning power in the financial services and credit sectors was flagged in the final
report of the Financial System Inquiry (FSI). The FSI considered that enhanced banning powers would
improve accountability of managers and corporate culture. Comments on the positions outlined in this
paper are due by 4 October 2017.

e On October 10, 2017, ASIC released finalised client money reporting rules. These impose record-
keeping, reconciliation and reporting obligations on Australian financial services (AFS) licensees that
hold 'derivative retail client money' within the meaning of the Corporations Act, unless the client
money relates to a derivative that is traded on a fully licensed domestic market, such as ASX 24. This
follows the passage of legislative amendments that will prevent AFS licensees from withdrawing client
money provided by retail derivative clients, and using it for the wide range of purposes currently
permitted under the Corporations Act, including as the AFS licensee's own working capital.

The final client money rules incorporate some changes in response to industry consultation and
feedback. ASIC has also responded to the submissions it received during the consultation, and released
an information sheet to assist AFS licensees comply with their obligations.

The client money rules will commence on April 4, 2018 at the same time the other client money
reforms take effect. This gives AFS licensees a six-month transition period to ensure they have the
necessary systems, policies and procedures for complying with the client money rules.

e On November 8, 2017, the Australian Treasury released a consultation on ASIC’s directions powers.
When it grants a licence, ASIC can require that a licensee put internal systems in place or restrict its
activities. However, after a licence is granted, imposing such requirements or restrictions is slow and

difficult, and has three shortcomings. First, the resources and procedural requirements necessary to
impose additional conditions, or to suspend or cancel a licence, can result in delay between concerns
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arising and ASIC achieving a protective outcome. Second, applying for an injunction to a court
involves significant time, resources and costs in investigating and preparing a case to the required
standard to commence court proceedings. Third, enforceable undertakings must be agreed to by a
licensee and are generally negotiated as an alternative to ASIC exercising its administrative powers or
initiating court proceedings. This requires acknowledgment by the licensee of ASIC’s concerns.

Particular difficulties arise where a licensee has taken some steps to rectify identified compliance
concerns, but ASIC remains concerned that those steps are not sufficient to ensure that there will not
be further breaches by the licensee of its obligations, or additional measures are required to ensure that
the impact on clients or former clients is identified and, where necessary, remediated. The consultation
paper considers that ASIC should be able to require compliance with licence obligations in real time,
and that it should be given powers to direct licensees to take or refrain from taking actions where
appropriate for this purpose. The closing date for submissions is November 20.

8. Fintech

e On March 20, 2017, ASIC released an information sheet on distributed ledger technology (DLT). The
information sheet sets out an assessment tool for evaluating DLT-based services comprising six broad
questions. These are the questions that ASIC is likely to ask when it assesses whether the use of DLT
by a service provider or infrastructure operator would allow the person to meet their regulatory
obligations.

e On May 26, 2017, ASIC announced that it will establish a new regtech industry liaison network,
conduct a number of new technology trials using regtech applications and establish a 'hackathon' later
this year to help identify roadblocks to the successful and rapid take-up of the sector. The initiatives
are among a range of proposals covered in a new report covering ASIC's approach to regtech and
inviting feedback from the sector and wider industry.

The report also gives an update on the work of ASIC’s Innovation Hub, launched in March 2015, to
help innovative fintech businesses navigate the regulatory framework. It comes as ASIC’s regulatory
sandbox begins to take shape, with the first entity able to make use of the class waiver fintech
licensing exemption from mid-May.

ASIC also continues to grant tailored waivers to fintech firms to reduce red tape without
fundamentally compromising consumer protections. This follows on from the regulator’s regtech
roundtable event held in Sydney and Melbourne in February this year.

e OnJune 13,2017, ASIC and the Hong Kong Securities and Futures Commission (SFC) announced
they have signed a cooperation agreement that provides a framework to support and understand
financial innovation in each economy.

The agreement will enable the SFC and ASIC to refer innovative fintech businesses to each other for
advice and support via ASIC's Innovation Hub and its Hong Kong equivalent, the SFC's Fintech
Contact Point, which offer assistance to fintech businesses to understand the regulatory regimes in
each of the jurisdictions. It also provides a framework for information sharing between the two
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regulators. This is the fourth fintech referral agreement ASIC has entered into, following on from
agreements with the UK, Singapore and Ontario.

e On September 15, 2017, ASIC released its response to industry feedback on ASIC's Innovation Hub
and its approach to regulatory technology. Responses were generally very supportive of ASIC’s
Innovation Hub and its approach to regtech. However, there were differences of opinion on our
proposed new initiatives, particularly the regtech liaison group and regtech problem-solving event.
Overarching themes from consultation are:

¢ Respondents were in favour of ASIC being ambitious in the regtech area.

e There are complex questions of policy surrounding ASIC's role in regtech, and ASIC must
consider how best to balance its role as both a regulator and as a technology user, and

e ASIC should consider where and how it might improve transparency across the board in its
engagement with the regtech industry.

e On October 24, 2017, the Australian Treasury released a consultation package introducing a legislative
framework for an enhanced regulatory sandbox to enable new and innovative fintech products and
services to be tested in Australia. This will extend the scope of activities and the time frame beyond
that of the regulatory sandbox launched by the Australian Securities and Investments Commission in
December 2016.

The bill extends regulation-making powers to enable an exemption from obtaining an Australian
financial services licence and/or an Australian credit licence under certain conditions for the purposes
of testing financial and credit services and products. The regulations contain the policy design details
for the licensing exemptions, including the eligibility criteria, the eligible types of products and
services, and the conditions that must be met by those using the exemption.

The consultation on the exposure draft legislation (and accompanying explanatory memorandum) is
open until November 3. The consultation on the exposure draft regulations (and accompanying
explanatory statement) is open until December 1.

9. Reform of Australia’s Insolvency Framework and its Ipso Facto Laws

e On March 28, 2017, the Australian government released draft legislation and an accompanying draft
explanatory statement to reform Australia’s insolvency laws.

As part of the reforms, draft amendments had been included to make ipso facto clauses unenforceable
if an entity becomes subject to voluntary administration or certain events related to compromises and
arrangements under Part 5.1 of the Corporations Act. Currently, ipso facto clauses allow contracts to
be terminated solely due to an insolvency event. The aim is to prevent these types of clauses from
reducing the scope for a successful restructure or preventing the sale of the business as a going
concern.

The government also provided clarification on types of contracts and contractual rights that are
expected to be excluded from the broad stay on the operation of ipso facto clauses. These excluded

ISDA Asia-Pacific Regulatory Profiles January 2018


http://isda.informz.net/z/cjUucD9taT02NDU4NDQwJnA9MSZ1PTg5MDU4MDY3OCZsaT00NjY3NDMwNg/index.html
http://isda.informz.net/z/cjUucD9taT02MDUzODkzJnA9MSZ1PTg5MDU4MDY3OCZsaT00MjQwMTM5MQ/index.html

12

contract types and rights are expected to be formalised through forthcoming regulations. The stay on
ipso facto clauses is expected to become effective on January 1, 2018.

On June 1, 2017, the Treasury Laws Amendment (2017 Enterprise Incentives No. 2) Bill 2017 was
presented and read for the first time in the Australian parliament. The bill is intended to promote
entrepreneurship and innovation, as well as drive business growth. The bill amends the Corporations
Act 2001 and Netting Act 1998, among others, to make certain contractual rights unenforceable while
a company is restructuring under certain formal insolvency processes. In particular, it also contains
reforms that are intended to make ipso facto clauses unenforceable if any entity becomes subject to
voluntary administration or certain events related to compromises and arrangements.

The Treasury Laws Amendment passed both houses of the Commonwealth Parliament on September
12, 2017, and was assented to on September 18, 2017.

10. Basel 111 & Capital

On January 16, 2017, APRA released its annual information paper on the countercyclical capital
buffer. The paper contains an update on the setting of the countercyclical capital buffer and core
indicators of systemic risks associated with the financial cycle, including credit growth and asset
prices, which are used to guide decision-making. APRA is maintaining the countercyclical capital
buffer at 0%.

APRA will continue to closely monitor developments, including but not limited to movements in the
core risk indicators, and will adjust the buffer level if conditions warrant it in future. An announcement
to increase the buffer may have up to 12 months’ notice before the new buffer comes into effect; a
decision to reduce the buffer will generally be effective immediately.

On February 2, 2017, APRA released a consultation on proposed revised reporting standards on
securitization.

Following on from the updated Prudential Standard APS 120 Securitisation (APS 120) that was
released on November 10, 2016, in this consultation, APRA consulted on revisions to associated
reporting requirements for securitisation. It is envisaged that the revised reporting requirements will
take effect from January 1, 2018. APRA proposed to streamline statistical reporting for securitisation
activities to ensure they capture the most meaningful data, and are aligned with the revised APS 120.

In doing so, APRA proposed to consolidate the three current reporting standards into two, and also
intends to consult on reporting requirements for covered bonds as part of its review of liquidity
reporting in the coming months. Submissions on the proposed reporting requirements were due by
March 31.

On March 6, 2017, APRA sent a letter to all authorised deposit-taking institutions (ADIs), informing
them of an updated timetable for implementation of the Basel Committee on Banking Supervision’s
(BCBS) standardised approach for measuring counterparty credit risk exposures (SA-CCR) and capital
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requirements for bank exposures to central counterparties — final standard.

On September 15, 2016, APRA released for consultation a package of documents outlining its
proposed implementation. This included a proposal that the new requirements in the draft new
prudential standard APS 180 capital adequacy: counterparty credit risk (APS 180) would commence
on January 1, 2018, with an additional option that an ADI with immaterial counterparty credit risk
exposure could apply for approval to implement the requirements by January 1, 2019.

In light of consultation feedback, as well as consideration of the timetable for adoption in other
jurisdictions, APRA has advised affected ADIs that the new requirements will not take effect until
January 1, 2019 at the earliest. Prior to finalising these requirements, APRA intends to release an
additional consultation package in 2017 on counterparty credit risk, including the associated reporting
requirements, and will give further consideration to a simple, alternative methodology for ADIs with
an immaterial level of exposure to counterparty credit risk.

e On March 21, 2017, APRA sent a letter to all authorised deposit-taking institutions (ADIs), which
advises those affected by the Basel Committee on Banking Supervision’s Fundamental Review of the
Trading Book (FRTB) that it does not envisage a new market risk standard being finalised until the
beginning of 2020 at the earliest.

Once the standard is finalised, ADIs will have 12 months before it comes into effect. APRA decided to
take this approach to allow for further consideration of the complexities associated with
implementation and the alignment between the FRTB and related reforms. APRA will continue to
discuss policy settings with ADIs and monitor international developments, and will aim to provide an
update regarding its implementation of the FRTB within 12 months.

e On March 24, 2017, APRA released a letter to authorised deposit-taking institutions (ADIs) on
proposed revisions to a reporting standard on liquidity, in order to align the reporting requirements
with the revised prudential standard on liquidity, finalised in December 2016.

APRA is proposing to introduce a new reporting form for the net stable funding ratio (NSFR)
requirement. In addition, APRA will ask all locally incorporated ADIs subject to the liquidity coverage
ratio that are subject to the NSFR to complete an Excel version of the proposed NSFR form in place of
the Basel quantitative impact study NSFR form for the end-March 2017 quarter, on a best endeavours
basis. Informal reporting of the proposed form on this basis will inform APRA’s determination of the
final reporting form and instructions.

APRA is also taking this opportunity to make amendments to the current liquidity reporting forms to
ensure they are better aligned with the prudential standard on liquidity and to streamline the current
statistical reporting. Given the materiality of liquidity risk for ADIs, APRA further proposes that data
collected under the revised reporting standard is subject to audit testing, in order to promote
appropriate discipline in the reporting of liquidity data.
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The revised reporting requirements will take effect at the same time as the revised prudential standard, on
January 1, 2018.

e On April 12, 2017, APRA released a discussion paper setting out proposed revisions to its prudential
framework on large exposures for authorised deposit-taking institutions (ADIs). The proposed
revisions are intended to strengthen the supervisory framework for large exposures, reduce system-
wide contagion risk, and maintain alignment with the Basel Committee on Banking Supervision’s
large exposures standards.

The consultation package includes a draft revised prudential standard, associated reporting standards,
reporting forms and reporting form instructions. It also proposes revisions to large exposure
requirements, including:

e The limit to an unrelated ADI and its subsidiaries be reduced from 50% of total capital to 25% of
Tier 1 capital,

o A new limit of 15% of Tier 1 capital be applied to exposures to a bank designated as a global
systemically important bank, and to exposures between banks designated by APRA as domestic
systemically important banks; and

o New criteria apply to identifying a group of connected counterparties and measuring large
exposure values.

APRA invites written submissions on the proposals by July 5. APRA expects to release a response
paper, its final revised prudential standard and the associated reporting package in the second half of
2017. APRAs intention is that the revised large exposure requirements will come into effect from
January 1, 2019, in line with the internationally agreed timetable.

e OnJune 14, 2017, APRA released a response to submissions to its February 2017 consultation on
minor amendments to the reporting framework for securitisation and the countercyclical capital buffer
(CCyB). For each proposal, APRA received one submission. Minor amendments have been made to
the reporting forms and instructions in response to the submission about the securitisation measures,
including the renumbering of the reporting standards from those issued for consultation. The
submission about the CCyB reporting requirement was fully supportive of the proposed change.

e OnJuly 19, 2017, APRA announced its assessment and released an information paper on the
additional capital required for the Australian banking sector to have capital ratios that are considered
‘unquestionably strong’. APRA has focused on the appropriate calibration of common equity Tier 1
(CET1) capital requirements, recognising that CET1 is the highest quality capital. In its analysis,
APRA has also distinguished between those authorised deposit-taking institutions (ADIs) using the
more conservative standardised approach to capital adequacy, and those banks that are accredited to
use internal models to determine their capital requirements.

In parallel with this build up in capital strength, APRA intends to release a discussion paper on
proposed revisions to the capital framework later in 2017. It will outline the direction of APRA’s
implementation of the forthcoming Basel 111 changes to risk weights as well as measures to address
Australian ADIs’ structural concentration of exposures to residential mortgages. Following the
discussion paper, APRA expects to consult on draft prudential standards giving effect to the new
framework in late 2018. Final prudential standards are to be released in 2019, and are anticipated to

ISDA Asia-Pacific Regulatory Profiles January 2018


http://isda.informz.net/z/cjUucD9taT02MDY5MTUwJnA9MSZ1PTg5MDU4MDY3OCZsaT00MjU1MDIxOQ/index.html
http://isda.informz.net/z/cjUucD9taT02MTkwMjM5JnA9MSZ1PTg5MDU4MDY3OCZsaT00MzgxNTI4OA/index.html
http://isda.informz.net/z/cjUucD9taT02MjcwMDMxJnA9MSZ1PTg5MDU4MDY3OCZsaT00NDY0NTk3OQ/index.html

15

take effect in early 2021.

APRA considers that ADIs should, where necessary, initiate strategies to increase their capital strength
to be able to meet these capital benchmarks by January 1, 2020 at the latest. APRA expects that ADIs
meet the capital benchmarks outlined in the information paper by 2020, a year ahead of the expected
effective date of the new prudential standards. APRA also encourages ADIs to consider whether they
can achieve the capital benchmarks more quickly.

The increases outlined in the information paper will complete a significant strengthening of risk-based
capital ratios within the Australian banking system in recent years.

e On August 3, 2017, APRA released a consultation package setting out APRA’s proposed
implementation of the Basel Committee on Banking Supervision’s standardised approach for
measuring counterparty credit risk exposures (SA-CCR) and capital requirements for bank exposures
to central counterparties. The package includes:

o A discussion paper setting out APRA’s response to submissions on its September 2016 discussion
paper on counterparty credit risk for authorised deposit-taking institutions (ADIs), and a number
of revised proposals for further consultation;

o Revised drafts of two prudential standards on capital adequacy, which incorporate changes to
APRA'’s proposed new counterparty credit risk requirements for ADIs; and

e Three draft reporting standards that set out proposed revisions to the corresponding reporting
requirements, as well as proposed reporting requirements on margining for non-centrally cleared
derivatives.

APRA has modified aspects of the SA-CCR proposals in response to issues raised in submissions to
the September 2016 consultation. It proposes that an ADI with approval to use an internal ratings-
based approach to credit risk must use SA-CCR to measure its counterparty credit risk exposures,
while all other ADIs may continue to use the current exposure method, subject to appropriate
recalibration.

Written submissions on its proposals were due by September 29. The new prudential and reporting
requirements for counterparty credit risk will take effect no earlier than January 1, 2019.

e OnJuly7,2017, APRA published a response to submissions on its March 2017 consultation on
amendments to its liquidity reporting standard to align with the revised prudential standard on
liquidity. The amendments relate primarily to the introduction of a new reporting form on the net
stable funding ratio (NSFR), as well as other changes to streamline the current statistical reporting.

APRA confirmed that it expects all authorised deposit-taking institutions to commence reporting under
the revised reporting standard from January 1, 2018, with the first data submission due for the quarter
ending March 31, 2018. APRA has also released the final revised standard that incorporates the
amendments.
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ISDA Submissions (in 2017)

April 21, 2017: ISDA submission to Treasury on Improving corporate insolvency law — ipso facto
reforms.

June 5, 2017: ISDA submission to APRA consultation on Substituted compliance for margin
requirements for non-centrally cleared derivatives.

July 24, 2017: ISDA submission to the Treasury consultation on reform of the regulation of financial
benchmarks.

August 21, 2017: ISDA submission to ASIC consultation on Implementing the financial benchmark
requlatory regime.

September 8, 2017: ISDA submission to Treasury consultation on APRA’s crisis management powers.

September 27, 2017: ISDA submission to APRA consultation on revisions to counterparty credit risk for
ADIs.

December 15, 2017: ISDA submission to the Senate Economics Legislation Committee on the Financial
Sector Legislation Amendment (Crisis Resolution Powers and Other Measures) Bill 2017. This
submission is not yet public.
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CHINA

AT A GLANCE

Central Bank: People’s Bank of China (PBOC) http://www.pbc.gov.cn

Bank Regulator: China Banking Regulatory Commission (CBRC) http://www.cbrc.gov.cn

Securities Regulator: China Securities Regulatory Commission (CSRC) http://www.csrc.gov.cn

Insurance Regulator: China Insurance Regulatory Commission (CIRC) http://www.circ.gov.cn

Other Regulators: State Administration of Foreign Exchange (SAFE) http://www.safe.gov.cn

State-owned Assets Supervision and Administration Commission of the State
Council (SASAC) http://www.sasac.gov.cn

Associations: National Association of Financial Market Institutional Investors (NAFMII, a self
regulatory organization on China’s interbank market supervised by PBOC)

Securities Association of China (SAC, a self-regulatory organization of securities
companies supervised by CSRC)

China Futures Association (CFA, a self-regulatory organization of futures
companies supervised by CSRC)

Asset Management Association of China (AMAC, a self-regulatory organization that
represents the mutual fund industry of China and is supervised by CSRC)

Master Agreement: Onshore transactions: NAFMII Master Agreement is mandatory for OTC derivatives
transactions linked to currency, rate, bond, credit and gold entered into between
participants of China’s interbank bond market. SAC/CFA/AMAC Master Agreement
is mandatory for certain types of domestic OTC derivatives transactions entered
into by securities companies, futures companies and asset management
companies.

Cross-border transactions: ISDA Master Agreement for cross border trades

Legal Opinions: Memorandum on enforceability of close-out netting of OTC derivatives
transactions under the ISDA Master Agreement issued by King & Wood Mallesons

Netting opinion in respect of PBOC, SAFE and MOF issued by King & Wood
Mallesons

Memorandum on enforceability of the ISDA credit support documents issued by
King &Wood Mallesons

CCP/TR Status: Shanghai Clearing House (SCH) was established in 2009 to provide clearing
services for financial market participants in China. According to the authorization
of PBOC, SCH will provide centralized and standardized clearing services for spot
and derivatives transactions in RMB and foreign currencies as well as RMB cross-
border transactions approved by PBOC. According to a circular issued by PBOC in
January 2014, mandatory central clearing (including both direct and client
clearing) of onshore RMB IRS transactions between financial institutions
commenced on July 1, 2014.
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Key Regulatory Milestones

1. Shanghai Clearing House applies for ESMA recognition and CFTC exemption

On April 18, 2017, the European Securities and Markets Authority (ESMA) updated its list of central
counterparties (CCPs) established in non-European Economic Area countries that have applied for
recognition under Article 25 of the European Market Infrastructure Regulation to include Shanghai
Clearing House.

On May 16, 2017, the Commaodity Futures Trading Commission (CFTC) extended its no-action relief
to Shanghai Clearing House allowing it to continue to clear certain swaps subject to mandatory
clearing in China for the proprietary trades of its clearing members that are US persons or affiliates of
US persons. Shanghai Clearing House had submitted a petition to the CFTC requesting an order of
exemption from registration as a derivatives clearing organization (DCQ) pursuant to Section 5b(h) of
the CEA on November 22, 2016. The relief was extended until the earlier of November 30, 2017, or
the date on which the CFTC exempts Shanghai Clearing House from the DCO registration
requirement.

On November 20, 2017, the CFTC extended its no-action relief on Shanghai Clearing House that was
due to expire on 30 November. The relief expires on February 28, 2018, or the date on which the
CFTC exempts Shanghai Clearing House from DCO registration. The CFTC also stated in the relief
that due to the time that passed since the initial submission of the petition, Shanghai Clearing House
submitted updated and revised petition documents to the CFTC on October 26, 2017.

2. China issues rules regarding China-Hong Kong Bond Connect

e OnJune 21, 2017, the People’s Bank of China (PBOC) issued interim administrative measures on the

connection cooperation for the mainland and Hong Kong bond markets, which set out the fundamental
legal structure for the bond connect programme. The measures apply to the north-bound trading link —
i.e., overseas institutional investors investing in China’s interbank bond market.

On June 22, 2017, the PBOC issued a set of Q&As to clarify certain issues in respect of these
measures. These state that:

e The scope of eligible overseas investors under the Bond Connect programme is consistent with
the scope of the investors having direct access to the China interbank bond market (CIBM) under
previous PBOC circulars — namely, foreign central banks, international financial organisations
and sovereign wealth funds under PBOC Circular [2015] No.220 and overseas institutional
investors under PBOC Announcement [2016] No.3.

 Overseas investors have access to all kinds of bonds traded in CIBM through the north-bound
trading link. At this stage, north-bound overseas investors may only trade cash bonds. Other types
of products, such as bond repo, bond lending, bond forwards, interest rate swaps and forward rate
agreements, will be made available in the future.

o Overseas investors investing in the CIBM through Bond Connect should trade through trading
platforms recognised by the PBOC and hold their bonds through a nominee account structure. For
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the time being, Tradeweb is the only recognised offshore electronic trading platform. Other
trading platforms may also get access to the north-bound trading link when they are ready. China
Foreign Exchange Trade System (CFETS) is the sole onshore electronic trading platform.

o North-bound trading will adopt a multi-tier depository system. The bond depositary and custody
institution recognised by the Hong Kong Monetary Authority (HKMA) should open nominee
account(s) with the onshore bond depositary and custody institution(s) recognised by the PBOC
to record the aggregate bond balance held under this nominee holding structure. Currently, the
Central Moneymarkets Unit of HKMA (CMU) is the offshore custody institution; the China
Central Depositary & Clearing Co., Ltd. (CCDC) and the Shanghai Clearing House (SCH) are the
onshore custody institutions. CMU will handle bond depositary and custody for the overseas bond
holders that open nominee bond account(s) and/or proprietary bond account(s) with it.

e The exercise of creditor rights by the overseas investors as beneficial owners of the bonds should
be in accordance with Hong Kong law regarding nominee holders. Beneficial owners of the
bonds purchased through the north-bound trading link should exercise their rights.

o Against the bond issuers via the nominee holder — ie, CMU — overseas investors can invest in
either RMB or foreign currencies. For investments in foreign currencies, the relevant RMB
purchase and sale activities should be handled through the Hong Kong RMB clearing bank and
Hong Kong overseas RMB business participating banks.

Subsequent to the publication of the interim rules, SCH and CCDC issued their respective bond
depository and custody rules, and CFETS issued trading rules in respect of north-bound trading under
the bond connect programme.

ISDA Submissions (in 2017)

May 10, 2017: ISDA and ASIFMA joint submission to the governor of SAFE on close-out netting
enforceability under Chinese law

May 2017: ISDA’s technical paper submitted to PBOC on close-out netting and its impact on Chinese
financial institutions (this submission is not public)
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Hong Kong Monetary Authority (HKMA) http://www.hkma.gov.hk
HKMA

Securities and Futures Commission (SFC) http://www.sfc.hk

Financial Services and Treasury Bureau (FSTB) http://www.fstb.gov.hk

Treasury Markets Association (TMA)
The Hong Kong Association of Banks (HKAB)
ISDA

Netting, collateral, client clearing (clearing members reliance, client reliance and
FCM clearing members reliance) and e-contracts opinions by Linklaters

CRR Article 305(2)(c) opinions by Allen & Overy

The mandatory reporting regime applicable to certain interest rate swaps and non-
deliverable forwards came into effect on July 10, 2015. Interim reporting
requirements for certain OTC derivatives transactions between licensed banks
became effective in August 2013, and have been in full force since February 4,
2014 after expiration of the transitional arrangements. The expanded reporting
obligations applicable to all OTC derivatives came into effect on July 1, 2017.

Mandatory clearing obligations for certain fixed-to-floating swaps, basis swaps and
overnight index swaps in G4 + HKD currencies came into effect on July 1, 2017.
Four CCPs in Hong Kong were recognized by ESMA as third country CCPs on April
27, 2015, and thus can provide clearing services to clearing members or trading
venues established in the EU.

On August 31, 2016, the SFC designated four CCPs for the purposes of the Hong
Kong mandatory clearing obligation.

The US Commodity Futures Trading Commission (CFTC) issued an order of
exemption to OTC Clearing Hong Kong Limited (OTC Clear) from registration as a
derivatives clearing organization (DCO) on December 22, 2015.

The HKMA margin and risk mitigation requirements for non-centrally cleared OTC
derivatives came into effect on March 1, 2017, with a 6-month transitional period
for variation margin.

The Financial Institutions (Resolution) Ordinance came into force on July 7, 2017.

Key Regulatory Milestones

1. Memorandum of understanding (MoU)

e OnJanuary 19, 2017, the SFC announced that it has agreed on a memorandum of understanding
(MoU) with the US Securities and Exchange Commission (SEC).

The MoU covers exchanges and other trading venues, market intermediaries, investment funds or
companies, clearing agencies and credit rating agencies. Through the MoU, the SFC and the SEC
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express their willingness to cooperate with each other in the interest of fulfilling their respective
regulatory mandates.

e OnJuly 10, 2017, the SFC and the Autorité des Marchés Financiers (AMF) announced they have
signed an MoU on France-Hong Kong mutual recognition of funds, which will allow eligible Hong
Kong public funds and French UCITS funds to be distributed to retail investors in each other’s market
through a streamlined authorisation process.

The MoU is the first agreement between Hong Kong and a member of the EU that establishes the
regulatory framework for distribution of eligible Hong Kong and French funds, which currently
include general equity funds, bond funds and mixed funds. It also stipulates a mechanism for regular
dialogue and regulatory cooperation, enabling the SFC and the AMF to fulfil their respective
supervisory and regulatory mandates.

e OnJuly 20, 2017, the SFC announced that it has entered into an MoU with the UK Financial Conduct
Authority (FCA) providing for consultation, cooperation and exchange of information in connection
with the supervision and oversight of regulated entities that operate on a cross-border basis in Hong
Kong and the United Kingdom.

The MoU, which came into effect on July 7, covers financial market participants and other entities that
are regulated by the SFC or the FCA. It enables the SFC and the FCA to cooperate with each other in
the interest of fulfilling their respective regulatory mandates.

2. Basel 11l & Capital

e OnJanuary 27, 2017, the HKMA announced that the countercyclical capital buffer for Hong Kong will
increase to 1.875% with effect from January 1, 2018, from the current 1.25%. This increase is
consistent with the Basel Il phase-in arrangements.

e On April 13, 2017, the HKMA issued a consultation outlining proposals for the leverage ratio
framework, in line with the Basel Committee on Banking Supervision (BCBS) consultative document.
The consultation outlines:

o The general approach to implementing the leverage ratio in Hong Kong with regards to the
implementation date under the Basel 11 transitional arrangement (January 1, 2018), while the
2016 proposed revisions are still being finalised for the final leverage ratio framework to be
published by the BCBS.

o Proposals for the legislative approach to implementing the leverage ratio as a statutory minimum
requirement.

o Consequential changes required by leverage ratio implementation in respect of ongoing
supervisory monitoring, regulatory reporting and disclosure.

e The proposed implementation timeline for bringing the leverage ratio into effect starts on January
1, 2018.

Comments on the consultation are due by May 15.
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e OnJune 23, 2017, the HKMA published a consultation paper on interest rate risk in the banking book
(IRRBB). IRRBB refers to the current or prospective risk to a bank’s capital and earnings arising from
adverse movements in interest rates that affect banking book positions. Excessive IRRBB can pose a
significant threat to a bank’s current capital base and/or future earnings if not managed appropriately.
The draft guidelines require the banks to compute and disclose the changes in economic value of
equity under a set of prescribed interest rate shock scenarios using the standardised framework. Banks
that have IRRBB exposures of more than 15% of their Tier 1 capital are identified as ‘outliers’ and
considered as potentially having undue IRRBB and subject to review. In addition, banks are required
to disclose their IRRBB exposures to the public on a regular basis.

These draft guidelines are based on the standards on IRRBB published by the BCBS in April 2016.
Following the close of this consultation, the HKMA will refine its proposals, taking into account the
feedback received. The HKMA intends to publish the final guidelines in the third quarter of 2017, with
the revised framework being effective from January 1, 2018. Comments on these draft guidelines are
due by August 11.

e OnJune 23, 2017, the HKMA issued a circular revising the timeline for the local implementation of
minimum capital requirements for market risk, also known as the Fundamental Review of the Trading
Book (FRTB). Given the number of practical implementation questions have arisen, the HKMA has
decided that implementation of the new standards in Hong Kong shall be no earlier than January 1,
2020.

The HKMA plans to issue consultation papers on the standardised approach later in 2017, and another
one focusing on the internal models approach in 2018. The HKMA will keep the industry updated on
further developments to the implementation timeline.

e On September 26, 2017, the HKMA issued a circular revising the timeline for the local
implementation of standards on interest rate risk in the banking book (IRRBB). Based on responses
received during the consultation period, it highlighted the concerns on the relatively tight
implementation timeline and the practical implementation challenges with the original implementation
date of January 1, 2018. The HKMA has decided that implementation of the new IRRBB standards in
Hong Kong shall be revised to January 1, 2019. Banks should be ready to measure and report their
IRRBB exposures using the proposed standardised framework in 2019, with the first report based on
data as at December 31, 2018.

e On October 20, 2017, the HKMA announced that the Banking (Capital) (Amendment) Rules 2017
(BCAR), the Banking (Liquidity) (Amendment) Rules 2017 (BLAR) and the Banking (Specification
of Multilateral Development Bank) (Amendment) Notice 2017 (Amendment Notice) were published in
the Gazette.

The amendments contained in the BCAR are to implement three Basel Ill-related capital standards.
These include the revised securitisation framework, the leverage ratio framework, and the interim
capital treatment of expected loss provisions under the new International Financial Reporting Standard
9.
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The amendments contained in the BLAR deal with implementation of the Basel |11 net stable funding
ratio and a new local core funding ratio, to ensure that the assets of authorised institutions are financed
with a sufficiently stable source of funding.

The Amendment Notice implements a decision of the of the Basel Committee on Banking Supervision
in November 2016 to allow banks to apply a 0% risk weight to claims on the International
Development Association as a multilateral development bank (MDB) under the standardised approach
for credit risk. The Chinese names of certain MDBs are also incorporated under this notice.

The three pieces of subsidiary legislation will be tabled before the Legislative Council for negative
vetting on October 25. Subject to the views of the Legislative Council, the subsidiary legislation
should come into operation on January 1, 2018. HKMA will provide a notification once the negative
vetting process has been completed.

On November 28, 2017, the HKMA announced that further to the announcement from October 20 and
the recent negative vetting process of the Legislative Council, the Banking (Capital) (Amendment)
Rules 2017 (BCAR), the Banking (Liquidity) (Amendment) Rules 2017 (BLAR), and the Banking
(Specification of Multilateral Development Bank) (Amendment) Notice 2017 (Amendment Notice)
will come into effect on January 1, 2018.

On December 14, 2017, the HKMA announced a revised timeline for the implementation of the
Fundamental Review of the Trading Book (FRTB). The HKMA has decided to align local
implementation of the FRTB with the revised BCBS timeline of January 1, 2022.

The HKMA has also indicated it is going to defer the originally intended publication of consultation
papers on the local implementation of FRTB until there is more clarity on the expected revisions to
the FRTB text later in 2018. In addition, the HKMA will consider its local implementation approach
for the other components of the Basel 111 reform package in the coming months.

On December 18, 2017, the SFC released a consultation on proposed amendments to the Code on
Unit Trusts and Mutual Funds, to update the regulatory regime for SFC-authorized funds and address
risks posed by financial innovation and fast-moving market developments.

Key proposals include strengthening requirements for key operators (management companies,
trustees and custodians), providing greater flexibility and enhanced safeguards for funds' investment
activities (particularly to derivatives, securities lending, and repo and reverse repo transactions), and
introducing new fund types (including active ETFs). The proposals are made in view of international
regulatory and local market developments. Consequential amendments are also proposed to relevant
provisions of various SFC codes.

Comments on the consultation are due by March 19, 2018.
On December 29, 2017, the HKMA announced the completion of its annual assessment of the list of

domestic systemically important authorized institutions (D-SIBs). Based on the assessment results,
Industrial and Commercial Bank of China (Asia) Limited has been added to the list, and the overall
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number of D-SIBs has increased to six. The updated list of D-SIBs, which will take effect on January
1, 2018, is shown in the annex.

Under the D-SIB framework, each of the authorized institutions designated as a D-SIB will be
required to include a higher loss absorbency (HLA) requirement in the calculation of its regulatory
capital buffer within a period of 12 months after the formal notification of its designation. In line with
the phase-in arrangements in the frameworks issued by the Basel Committee for assessing D-SIBs
and global systemically important banks (G-SIBs), the full amount of the HLA requirement will be
phased-in from 2016 to 2019, in parallel with the capital conservation buffer and countercyclical
capital buffer. Ultimately, the HLA requirement applicable to a D-SIB will range between 1% and
3.5% (depending on the assessed level of the D-SIB’s systemic importance). Under the phase-in
provisions, the levels of HLA requirement for 2019 will be increased to the range of 1% to 3.5%
(from a range of 0.75% to 2.625% in 2018).

3. Resolution regime for financial institutions

e On March 17, 2017, the HKMA announced that a resolution office will be established in the HKMA
on April 1, a major step toward the implementation of the Financial Institutions (Resolution)
Ordinance (FIRO) enacted in June 2016. The office will work to ensure the Hong Kong resolution
regime is operational for banks. Its priorities will be to establish resolution policy standards for banks,
define resolution strategies and conduct resolvability assessments of banks, work with banks to
remove impediments to their orderly resolution, and develop the operational capability necessary to
execute orderly resolution.

e On April 6, 2017, Hong Kong regulators published their conclusions to a consultation paper on
protected arrangements regulation (PAR) under the FIRO. The PAR is designed to provide certainty in
respect of the treatment of specified protected arrangements in resolution, while affording a resolution
authority a sufficient degree of flexibility to execute an orderly resolution.

Hong Kong regulators hope to submit the draft PAR to the Legislative Council in the second quarter of
2017, with a view to bringing the FIRO and the PAR into operation shortly after completion of the
negative vetting procedure within 2017.

e On May 12, 2017, the Hong Kong government published the commencement notice of the FIRO and
its subsidiary legislation, the PAR, both of which will come into effect on July 7.

The FIRO establishes a cross-sector resolution regime for financial institutions and is designed to meet
the international standards set by the Financial Stability Board. The PAR imposes constraints on
resolution authorities in dealing with certain financial arrangements (including clearing and settlement
systems arrangements, netting arrangements, secured arrangements and title transfer arrangements) to
safeguard their economic effect.

e OnJuly7,2017, the FIRO and the PAR commenced operation, and the HKMA was designated as the

lead resolution authority for 25 cross-sectoral groups. The HKMA also published three Code of
Practice chapters to provide guidance on: (i) the HKMA’s approach to resolution planning for
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authorised institutions (Als) (chapter RA-2); (ii) resolution planning core information requirements for
Als (chapter CI-1); and (iii) operational independence of the HKMA as resolution authority (chapter
RA-1).

Bond Connect

On May 16, 2017, the People’s Bank of China (PBOC) and the HKMA announced approval for China
Foreign Exchange Trade System & National Interbank Funding Centre, China Central Depository &
Clearing Co., Ltd, Shanghai Clearing House (mainland financial infrastructure institutions), together
with Hong Kong Exchanges and Clearing Limited and Central Moneymarkets Unit (Hong Kong
financial infrastructure institutions) to collaborate in establishing mutual bond market access between
Hong Kong and mainland China (Bond Connect).

Bond Connect is an arrangement that will enable mainland and overseas investors to trade bonds
available in the China and Hong Kong bond markets via a connection between the mainland and Hong
Kong financial infrastructure institutions.

Regulators of the Hong Kong and mainland bond markets will enter into a memorandum of
understanding on supervisory cooperation to establish effective supervisory cooperation arrangements
and liaison mechanisms in order to maintain financial market stability and fair trading. Bond Connect
will be formally launched after relevant rules and system development have been finalised, market
participants’ practical needs have been addressed, relevant regulatory approvals have been granted and
all other necessary preparations have been completed.

5. SFC consultation on Securities and Futures (Financial Resources) Rules

On March 21, 2017, the SFC published conclusions to a consultation to expand the scope of the
position limits regime.

After considering market feedback, the SFC has concluded that the proposals as set out in the
consultation will be implemented. These include a 300% cap on the excess position limit that may be
authorised by the SFC, a statutory position limit of 150,000 contracts for stock options, as well as
new excess position limits for index arbitrage activities, asset managers and market-makers of
exchange-traded funds. In light of market responses, the minimum assets under management
requirement applicable to asset managers will be lowered from $100 billion to $80 billion. Subject to
the legislative process, the SFC plans for the amended rules to come into effect on June 1.

On July 24, 2017, the SFC issued consultation conclusions and a further consultation on the proposed
changes to the Securities and Futures (Financial Resources) Rules (FRR).

The document also includes draft amendments to the FRR for implementing technical changes that
are not specific to over-the-counter (OTC) derivative activities. In this further consultation, the SFC
seeks view on the following new proposals:
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o Lower capital requirements for ‘OTCD central dealing desk dealer’;

o A new definition of ‘non-freely floating foreign currency’ (with a 1.5% foreign exchange risk
charge of one side of the matched positions); and

e A licensed corporation has to provide liquid capital related to market risks of proprietary
transactions of its affiliate if it has a trading loss sharing agreement with such affiliate.

The consultation closes on August 23.

6. CPMI-IOSCO releases PFMI implementation monitoring report

e On May 24, 2017, the Committee on Payments and Market Infrastructures (CPMI) and the
International Organization of Securities Commissions (IOSCQO) released a report with conclusions
drawn from a Level 2 assessment. The report assesses whether, and to what degree, the legal,
regulatory and oversight frameworks, including rules and regulations, any relevant policy statements,
or other forms of implementation applied to systemically important financial market infrastructures in
Hong Kong, are complete and consistent with the CPMI-10SCO principles for financial market
infrastructures.

The work on the Level 2 assessment was carried out as a peer review from August 2016 to March
2017, and reflects the status of Hong Kong's legal, regulatory and oversight framework as of July 15,
2016. The assessment concluded that the legal, regulatory and oversight frameworks in Hong Kong
are complete and consistent with the principles.

7. Trade reporting

e OnJanuary 16, 2017, HKMA announced that, in order to improve the transparency of the OTC
derivatives market, the Hong Kong Trade Repository (HKTR) has prepared for public disclosure two
sets of monthly reports: the outstanding positions report and the turnover report. Reports have been
published on a monthly basis from July 2015, and the HKTR will publish these reports on a regular
interval, on the 16th of every month, for data from the previous month.

These reports will cover certain interest rate and foreign exchange derivatives products, mandated for
reporting under the Securities and Futures (OTC Derivative Transactions - Reporting and Record
Keeping Obligations) Rules.

e OnJune 27, 2017, the HKMA and the SFC published conclusions on a joint consultation paper that
proposed adjusting the scope of ‘OTC derivative product’ under the OTC derivatives regulatory
regime.

The proposed adjustments proscribe certain additional markets and clearing houses so that products
traded and cleared through them will not be regarded as OTC derivative products, and exclude delta-
one warrants from the definition.

After taking market feedback into account, the HKMA and SFC have concluded that the proposed

adjustments should be implemented. The conclusions paper also provides further clarification as to
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how delta-one warrants will be defined. The HKMA and SFC will work with the Department of
Justice on drafting the necessary legislative amendments to implement these changes.

e OnJanuary 27, 2017, the HKMA and the SFC released a set of updates and clarifications on the
Supplementary Reporting Instructions (SRI) for OTC derivative transactions published on November
25, 2016.

The document provides updates and clarifications, following an industry meeting on December 8 and
a technical briefing on December 13, 2016, to address the questions and issues raised by reporting
entities subsequent to the publication of the SRI 1 and SRI 2 on November 25, 2016.

e In February 2017, the HKMA and the SFC released a set of further updates and clarifications on the
SRI for OTC derivative transactions published on November 25, 2016, providing further clarification
on reporting of novation dates and backloading of FRASs.

e On April 27, 2017, the HKMA and the SFC issued a joint consultation on the prescription of
additional markets and clearing houses, and the prescription of Delta One Warrants, for the purpose
of the OTC derivatives regulatory regime. This consultation is in response to a recent request from
market participants that certain products be excluded from the upcoming second phase of mandatory
reporting.

The proposed prescriptions seek to address the concerns raised by excluding the following products
from the definition of “OTC derivative product”, and consequently from the mandatory reporting
obligation:

e products traded on, and cleared through, the additional markets and clearing houses proposed to
be prescribed; and
o Delta One Warrants, a certain type of warrant with a strike price set at zero or near zero.

Interested parties are invited to submit comments to the HKMA or the SFC by 26 May 2017.

e OnJune 27, 2017, the HKMA and the SFC published conclusions on the joint consultation paper that
proposed adjusting the scope of ‘OTC derivative product’ under the OTC derivatives regulatory
regime.

The proposed adjustments proscribe certain additional markets and clearing houses so that products
traded and cleared through them will not be regarded as OTC derivative products, and exclude delta-
one warrants from the definition.

After taking market feedback into account, the HKMA and SFC have concluded that the proposed
adjustments should be implemented. The conclusions paper also provides further clarification as to
how delta-one warrants will be defined. The HKMA and SFC will work with the Department of
Justice on drafting the necessary legislative amendments to implement these changes.
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e OnJune 30, 2017, the HKMA and the SFC published further updates and clarification on the SRI
(SRI 1 and SRI 2 were published on November 25, 2016) for OTC derivatives transactions. These
provide further updates to previously issued instructions for reporting transactions to the Hong Kong
Trade Repository, taking into account comments received from the industry and latest international
developments.

e On October 6, 2017, the HKMA and the SFC published an updated version of the frequently asked
guestions on the mandatory reporting regime, which are intended to help market participants better
understand their obligations and responsibilities under the OTC derivatives regime so they are able to
prepare for implementation and ensure compliance.

8. HKMA welcomes expansion of RQFII quota

e OnJuly 4, 2017, the HKMA welcomed an announcement by the PBoC that the State Council has
approved an increase of Hong Kong’s renminbi qualified foreign institutional investor (RQFII) quota
from RMB270 billion to RMB500 billion.

Hong Kong is the first place for a pilot implementation of the RQFII scheme. The RQFII quota for
Hong Kong had been expanded twice to RMB270 billion in 2014, and has already been fully
allocated.

9. Fintech

e On May 9, 2017, the SFC launched a two-month consultation on proposals to reduce and mitigate
hacking risks associated with internet trading. The proposals incorporate new guidelines that set out
baseline cybersecurity requirements for internet brokers to address hacking risks and vulnerabilities,
and to clarify expected standards of cybersecurity controls. Some of these requirements already
feature in the Code of Conduct or SFC circulars and are being elaborated and consolidated into the
proposed guidelines. The SFC also proposes to expand the scope of cybersecurity-related regulatory
principles and requirements that now apply to electronic trading of securities and futures on
exchanges to cover the internet trading of securities that are not listed or traded on an exchange,
including authorised unit trusts and mutual funds.

The consultation follows the SFC’s recent thematic review of Hong Kong’s broker resilience to
hacking risks. In formulating its proposals, the SFC considered local and overseas market practices
and regulatory requirements, the effectiveness and relevance of a variety of controls, implementation
costs and potential implications for the user experience. Submissions to the consultation are due by
July 7, 2017.

e On September 29, 2017, the SFC issued a circular announcing the launch of a SFC regulatory
sandbox to provide a confined regulatory environment for qualified firms to conduct regulated

activities utilising financial technologies.

The sandbox aims to enable qualified firms, through close dialogue with and supervision by the SFC,
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to identify and address any risks or concerns associated with their regulated activities before their
services can be provided to the wider public in Hong Kong. To minimise risk exposure to investors,
the SFC may impose licensing conditions, such as limiting the types of clients these firms serve or
each client’s maximum exposure. In addition, they are expected to have adequate investor protection
measures in place.

The circular emphasises that the sandbox should not be viewed as a means to circumvent legal and
regulatory requirements. If the SFC considers that a firm operating in the sandbox is not fit and
proper to remain licensed, its licence may be revoked.

The SFC also issued a separate circular to clarify its approach in assessing the relevant industry
experience requirement for individuals including those with technology expertise applying to be
responsible officers.

On October 25, 2017, the HKMA announced a number of new developments on its Smart Banking
initiatives to foster the healthy development of fintech ecosystem in Hong Kong. In his welcoming
remarks at the HKMA Fintech Day, Mr Norman Chan, Chief Executive of the HKMA, announced the
progress made in two important areas: cross-border collaboration and enhanced research.

SFC consultation on OCT derivatives and conduct risks

On December 20, the Hong Kong SFC launched a consultation on OTC derivatives and conduct risks.
The consultation includes the following proposals:

o Refinement of the scope of regulated activities to provide more clarity about the OTC
derivatives licensing regime;

o Proposals related to risk mitigation, client clearing and record-keeping requirements for
OTC derivatives transactions; and

e Proposals related to conduct requirements for OTC derivatives transactions (ie,
requirements for licensed corporations to properly manage their financial exposures to
group affiliates and other connected persons according to the same risk management
standards they would apply to independent third parties).

Comments on the consultation are due by February 20, 2018.
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ISDA Submissions (in 2017)

January 20, 2017: ISDA submission to HKMA Consultation on an Effective Resolution Regime for
Financial Institutions in Hong Kong: Regulations on Protected Arrangements

March 31, 2017: ISDA submission to HKMA and SFC requesting relief in relation to OTC derivative
reporting obligations in respect of Delta One Warrants, and additional entries in the Securities and Futures
(Stock Markets, Futures Markets and Clearing Houses) Notice.

May 15, 2017: ISDA submission to Hong Kong Monetary Authority in relation to Consultation Paper on
Implementation of Basel 11l Leverage Ratio Framework

May 26, 2017: ISDA response to HKMA and SFC consultation on the Prescription of Additional Markets
and Clearing Houses and Prescription of Delta One Warrants under the OTC Derivatives Regulatory

Regime.

July 3, 2017: ISDA response to SFC Soft Consultation on Proposed Requirements on Risk Mitigation,
Client Clearing and Record Keeping. This submission is not yet public.

August 24, 2017: ISDA submission to SFC Further consultation on Proposed Changes to the Securities
and Futures (Financial Resources) Rules

August 30, 2017: ISDA submission to Australian Securities and Investments Commission / Hong Kong
Monetary Authority in relation to Implementation of an APAC Unigue Transaction Identifier (UTI)

October 13, 2017: ISDA response to SFC Soft Consultation on Proposed Margin Requirements on Non-
Centrally Cleared OTC Derivative Transactions. This submission is not yet public.
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Reserve Bank of India (RBI) http://www.rbi.org.in
RBI

Securities and Exchange Board of India (SEBI) http://www.sebi.gov.in
Fixed Income Money Market and Derivatives Association (FIMMDA)
Foreign Exchange Dealers' Association of India (FEDAI)

Primary Dealers Association of India (PDAI)

ISDA

Netting and collateral (including collateral taker and collateral provider), client
clearing (clearing members reliance) and e-contracts opinions by Juris Corp

Opinion on transactions entered into electronically and electronic records by Juris
Corp

The Clearing Corporation of India Ltd (CCIL) clears inter-dealer USD-INR FX spots
and forwards, INR interest rate swaps (IRS), and forward rate agreements (FRA).
FX forwards mandatory clearing began in June 2014.

Reporting to CCIL of inter-dealer INR IRS, FRA and credit default swap (CDS) trades
and INR and foreign currency FX forwards, swaps and currency options is required.
Reporting of client trades in FX forward and options above a reporting threshold is
also required.

Key Regulatory Milestones

1. CCIL Developments

e OnJanuary 2, 2017, the Clearing Corporation of India Limited (CCIL) issued a consultation paper to
discuss risk containment measures related to settlement bank default risks, and proposals for how the
residual settlement risks, if any, will be mutualised among members and CCIL for the USD-INR
segment. This development is in line with the Principles for Financial Market Infrastructures
requirement for central counterparties to monitor and manage the concentration of credit and liquidity
exposures to their commercial settlement banks.

CCIL had proposed the following risk management measures for the USD-INR segment:

o Use multiple settlement banks simultaneously;
o Explore the option of insurance cover to meet losses on account of settlement bank failures; and
e Use a portion of CCIL’s “skin in the game’ to meet losses on account of settlement bank failures.

CCIL had also proposed the methodology for allocation of losses on account of settlement bank
failure under the following scenarios:
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o Settlement bank fails before the net obligations for the settlement day are computed,;

e Settlement bank fails after the net obligations for the settlement day are computed and advised to
members, and before INR settlements are completed;

o Settlement bank fails after the net obligations for the settlement day are computed and advised to
members, INR settlements are completed and USD pay-outs have not commenced yet; an

o Settlement bank fails after the net obligations for the settlement day are computed and advised to
members and after INR settlements are completed and USD pay-outs have commenced.

e OnJanuary 6, 2017, the Clearing Corporation of India Limited (CCIL) issued a consultation paper on
optimising segmental default fund contributions.

The consultation paper proposes to create a structure where member default fund shortfalls are covered
by CCIL by optimising the movement of cash or securities from members to CCIL for meeting their
default fund obligations. There will be no change in the existing model of segregated default funds in
different segments. However, the structure will provide for the deficit in the default fund for a segment
to be met using the surplus in the default fund from any other segments.

For segments other than the collateralised borrowing and lending obligation (CBLO) segment, it also
provides for meeting such shortfall using the surplus balance, if any, in the securities segment
settlement guarantee fund (SGF). If the shortfall is observed in the default fund for the CBLO
segment, it may also be adjusted by accessing the surplus unencumbered collateral deposited by such
member towards the initial margin or borrowing limit.

In case of a shortfall in the default funds of more than one segment, this will be replenished from the
surplus balances in the default funds of other segments. However, depending on market contingencies,
such surplus balance may also be utilised to meet the shortfall in the default fund of specific segments
only. This allotment will be done as soon as a shortfall is encountered in the default fund, and the
utilisation of excess balance from the other default fund will be released if additional securities or cash
is made available over and above the actual requirement in the default fund that had the shortfall.

e On February 14, 2017, the Clearing Corporation of India Limited (CCIL) issued a consultation paper
on recovery tools at the end of the prefunded default waterfall. It proposes recovery tools to replenish
the default fund when default fund resources are exhausted. These recovery tools include:

o Auction (first round) with prefunded resources;

e Cash call in proportion to default fund contributions;

 Auction (second round) with contributed resources;

o Forced allocation of residual positions of the defaulter to non-defaulters; and

o Tear up of all positions of members who failed to honor the margin obligations on account of
forced allocation.

Comments on these proposals were due by March 15.

e On August 22, 2017, the Clearing Corporation of India Limited (CCIL) announced that, effective from
September 25, it will allow USD settlement through multiple settlement banks simultaneously for the
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foreign exchange (FX) settlement segment. This approach reduces the exposure on a single settlement
bank and will allow members to settle in the settlement bank of their preference.

CCIL will use the two existing settlement banks and members will be advised as and when new
settlement banks are added. The revised settlement process under the multiple settlement bank model
is as follows:

o Members should identify one settlement bank for the purpose of USD settlement in the specified
format by September 20;

e Members having USD pay-in obligations with CCIL should remit their USD funds to the
settlement account identified once the net obligations are calculated; and

e Members having USD pay-out obligations with CCIL will also receive their USD funds in their
nostro account from CCIL’s settlement account. CCIL will initiate the USD payouts on receipt of
INR settlement confirmation from the Reserve Bank of India.

o The FX settlement segment regulations have been changed to reflect this multiple settlement bank
model.

2. RBI Developments

e OnJanuary 17, 2017, the RBI issued the Master Directions on Access Criteria for Payment Systems,
which update all the instructions issued before December 31, 2016.

e On February 2, 2017, the Reserve Bank of India (RBI) published revised draft directions on
commercial papers (CPs). The revised guidelines broaden access to CPs, strengthen disclosure
requirements by issuers of CPs, review the role of issuing and paying agents (IPAs), and put in place
an information dissemination mechanism. Comments on these revised guidelines were due by
February 24, and the final guidelines will be issued after taking into account the feedback received.

e On February 2, 2017, the RBI issued a circular permitting non-resident Indians (NRIs) access to the
exchange-traded currency derivatives (ETCD) market. At present, NRIs are permitted to hedge their
Indian rupee currency risk through OTC transactions with authorised dealer banks. The amendments to
the applicable regulations have been notified in the Official Gazette, and are effective on February 2.

e On February 16, 2017, the RBI issued a circular withdrawing the requirement for banks to submit the
fortnightly return on forward rate agreements (FRA) and interest rate swaps (IRS). Banks are no
longer required to send a hardcopy of this return to the RBI. However, the existing procedure for
reporting OTC foreign exchange and interest rate derivative transactions to the trade repository hosted
by the CCIL will continue.

e On March 21, 2017, the RBI issued final guidelines to provide greater flexibility for hedging the
currency risk arising from current account transactions of Indian subsidiaries of multinational
companies. The final guidelines apply to all over-the-counter or exchange-traded currency derivatives
that the Indian subsidiary is eligible to undertake under the Foreign Exchange Management Act, 1999
(FEMA 1999).
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These final guidelines are further to the draft guidelines issued on November 4, 2016. The relevant
schedules of FEMA 1999 have been amended to reflect these hedging guidelines, effective
immediately.

e On April 6, 2017, the Reserve Bank of India (RBI) released a statement on the progress of various
developmental and regulatory policy measures announced by the RBI, and set out new measures for
further refining the liquidity management framework, strengthening banking regulation and
supervision, broadening and deepening financial markets, and extending the reach of financial services
by enhancing the efficacy of the payment and settlement systems. The measures include:

o Countercyclical capital buffer: this was put in place by the RBI under guidelines issued in
February 2015, where it was advised it would be activated as and when the circumstances
warranted it. Based on the review, it is not necessary to activate the buffer at this point in time.

o Simplified hedging facility for forex exposure: draft guidelines were published on August 25,
2016. The RBI announced a scheme to permit resident and non-resident entities exposed to
exchange rate risk to undertake hedging transactions with simplified procedures up to a limit of
$30 million at any given time.

o Draft guidelines on the proposed scheme are to be issued by mid-April 2017 for public feedback.

e On April 7, 2017, the RBI released a discussion paper on wholesale and long-term finance banks. The
discussion paper explores the scope for setting up such banks in the context of having issued in-
principle approvals and licences to set up differentiated banks, such as payments banks and small
finance banks.

These banks will focus primarily on lending to the infrastructure sector and small, medium and
corporate businesses. They will also mobilise liquidity for banks and financial institutions directly,
through securitisation of priority sector assets and actively dealing in them as market-makers. They
may also act as market-makers in securities, such as corporate bonds, credit derivatives, warehouse
receipts and take-out financing. Comments on the discussion paper were due by May 19.

e On April 11, 2017, the RBI released a draft framework for the introduction of tri-party repo. Tri-party
repo will enable market participants to use underlying collateral more efficiently, and will facilitate
development of the term repo market in India. The draft framework allows the introduction of tri-party
repo on both government securities and corporate bonds.

e On April 12, 2017, the Reserve Bank of India (RBI) released draft guidelines for a simplified hedging
facility for residents and non-residents. The facility permits dynamic hedging of currency risk and
streamlines the procedure for booking hedge contracts. Under the draft guidelines, the facility will be
available to resident entities with foreign currency exposures and non-resident entities with Indian
rupee exposures, other than individuals, arising out of transactions permitted under the Foreign
Exchange Management Act, 1999 (FEMA, 1999), of up to US$30 million or the equivalent, in order to
hedge underlying exchange rate risk. Comments on the draft guidelines were due by May 5.

e On August 2, 2017, the Reserve Bank of India (RBI) released a statement on developmental and
regulatory policies. It reviewed the progress of various developmental and regulatory policy measures
and also sets out new measures. These included:

ISDA Asia-Pacific Regulatory Profiles January 2018


http://isda.informz.net/z/cjUucD9taT02MDAyMDg0JnA9MSZ1PTg5MDU4MDY3OCZsaT00MTg5ODgzOQ/index.html
http://isda.informz.net/z/cjUucD9taT02MDUzODkzJnA9MSZ1PTg5MDU4MDY3OCZsaT00MjQwMTM5NQ/index.html
http://isda.informz.net/z/cjUucD9taT02MDUzODkzJnA9MSZ1PTg5MDU4MDY3OCZsaT00MjQwMTM5Ng/index.html
http://isda.informz.net/z/cjUucD9taT02MDUzODkzJnA9MSZ1PTg5MDU4MDY3OCZsaT00MjQwMTM5OA/index.html
http://isda.informz.net/z/cjUucD9taT02Mjk5MTA1JnA9MSZ1PTg5MDU4MDY3OCZsaT00NDk2MDM3Mg/index.html

35

o Amendment to liquidity coverage ratio (LCR) guidelines: The LCR guidelines have been
amended to recognise cash reserves, in excess of the reserve requirement, held by banks
incorporated in India with a foreign central bank as a level one high-quality liquid asset (HQLA).

o Simplified hedging facility: The simplified hedging facility was first announced by the RBI in
August 2016, and the draft guidelines were released in April 2017. This facility aims to simplify
the process for hedging exchange rate risk by reducing the documentation requirements and
avoiding prescriptive stipulations regarding products, purpose and hedging flexibility. The
circular to operationalise the facility will be released after the relevant foreign exchange
regulations are amended.

o Separate limit on interest rate futures (IRFs) for foreign portfolio investors (FPIs): RBI proposes
to allocate FPIs a separate limit of INR 5,000 crore for long positions in IRFs. The limits
prescribed for investment by FPIs in government securities will then be exclusive of IRFs. FPI
access to IRFs for hedging purposes will continue as before. The circular for these changes will
be issued after consultation.

e Tri-party repo: Tri-party repo will likely contribute to better liquidity in the corporate bond repo
market, thereby providing markets an alternate repo instrument to government securities repo.
The draft guidelines on the introduction of tri-party repo were released in April 2017, and the
feedback has been reviewed. The final circular on tri-party repo is expected to be issued in mid-
August 2017.

e On August 10, 2017, the Reserve Bank of India (RBI) issued final guidelines for the use of tri-party
repos by eligible participants. Tri-party repo may be traded over-the-counter (OTC), including on
electronic platforms or on stock exchanges, using any trading process authorised by the RBI. All tri-
party repos should be reported within 15 minutes of the trade for public dissemination to the Clearing
Corporation of India Limited (CCIL), or to exchanges or any other reporting platform authorised by
the RBI.

All tri-party agents need prior authorisation from the RBI. Commercial banks, recognised stock
exchanges and clearing corporations of stock exchanges, or clearing corporations authorised under the
Payment and Settlement Systems Act (PSS Act) are eligible to be tri-party agents. Other entities
regulated by the RBI or the Securities and Exchange Board of India (SEBI) are eligible, subject to
meeting certain criteria. Participants should enter into standard bilateral master repo agreements unless
the agent provides a multilateral trading platform. Separate agreements between a participant and a tri-
party agent will be required, to be prescribed by the tri-party agent. These guidelines are effective
immediately.

e On October 12, 2017, the RBI announced that it has decided to permit non-resident importers and
exporters entering into Indian rupee (INR) invoiced trade transactions with residents to hedge their
INR exposures through their centralised treasury or group entities with authorised banks in India. The
authorised banks can opt for either the existing model | or model Il outlined by the RBI. This initiative
broadens the scope of the previous initiative announced in March 2017, which permitted non-resident
centralised treasuries of multinational companies to hedge the INR risk on current account transactions
of their Indian subsidiaries.

e On October 12, 2017, the RBI released a discussion paper on a proposed foreign exchange trading

platform for retail participants. The discussion paper proposes developing a foreign exchange platform
for retail participants, along the lines of the FX-Clear platform of Clearing Corporation of India
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Limited (CCIL), in order to encourage transparent and fair pricing in the retail foreign exchange
market.

The proposed platform would provide retail market participants access to an electronic trading
platform where bids and offers from customers and banks can be matched anonymously and
automatically. This is likely to provide transparency while enhancing competition, leading to better
pricing for all types of customers without differentiating them on the basis of order size. Direct
execution by the customer is also likely to bring down the cost of transactions, as there is no market
risk to the customer’s bank apart from settling the interbank trade through the settlement system.
Banks may charge their customers a fee towards processing expenses, which should be public.
Comments on the discussion paper are due by January 1, 2018.

e On October 12, 2017, the RBI released draft directions for a framework for authorising electronic
trading platforms (ETPs) for financial market instruments regulated by the RBI. These directions are
intended to have the following broad objectives:

Development of the market through transparent trading, safe settlement systems and
standardisation of instruments;

Promoting fair, equitable, orderly and non-discriminatory access to markets;

Preventing market abuse and ensuring financial integrity through effective monitoring and
surveillance; and

Improving dissemination of trading information and thereby reducing information asymmetry.

The draft directions cover the following areas:

o Definitions of an ETP, ETP operator, eligible instruments and approval;

e Eligibility criteria for entities owning and operating ETPs, including general and financial
criteria, experience and technological criteria;

e Systems, controls and risk management;

o Authorisation for clearing and settlement services;

e Information technology and information security requirements;

o Data reporting, usage and preservation;

e Termination of operation; and

o Application procedure for authorisation.

The draft directions also indicate that an ETP operator authorised under these directions may be granted
exemption, for a period as decided by the RBI, from any one or more of the provisions of these directions
if the RBI is satisfied that the need for such exemption is justified from the point of view of market
development. Comments on these draft directions were due by November 10.

e On November 9, 2017, the Reserve Bank of India (RBI) issued final guidelines on the simplified
hedging facility. This follows the draft guidelines that were issued in April 2017 for public
consultation, and are being introduced to simplify the process for hedging exchange rate risk by
reducing documentation requirements and avoiding prescriptive stipulations regarding products,
purpose and hedging flexibility. Under the final guidelines, the facility will be available to resident and
non-resident entities, other than individuals, wishing to hedge exchange rate risk on contracted or
anticipated transactions permitted under the Foreign Exchange Management Act, 1999, of up to $30
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million or its equivalent. Hedging is permitted through any over-the-counter derivatives or exchange-
traded currency derivative permitted under the act. These guidelines are effective January 1, 2018.

e On November 16, 2017, the Reserve Bank of India (RBI) released the working group report on
hedging of commodity price risk. The report reviews the existing guidelines for hedging commodity
price risk by residents in overseas markets, and suggests broad principles and a modified framework
for overseas hedging of commodity risks. The recommendations include:

o Removing differentiated access based on whether an entity is engaged in domestic or
international trade and move to a risk-based framework;

o A ‘positive list” of commaodities that can be hedged in the overseas markets by all residents, with
the eventual aim of letting any resident entity hedge the price risk of any commaodity to which it is
exposed;

« Inventory hedging be permitted to all entities exposed to price risk for any commodity on the
‘positive list’ if they meet the following conditions: both the cost of the input and the price of the
output are variable, and the output price is linked to international prices;

« Price fix hedging be permitted in addition to offset hedging to entities that are faced with a
variable price on either input or output, but not both;

o Allow hedging in overseas commodity exchanges due to transparency in pricing. However, if the
risk profile so warrants, hedging in the over-the-counter overseas market may be allowed, but
only with regulated entities, preferably banks, as counterparties operating in acceptable
jurisdictions specified by RBI;

e In view of the complexity involved in assessing the indirect commodity risk of the user, hedging
of only direct commaodity price risk may be allowed for now;

e Hedging by domestic buyers/sellers of the currency risk resulting from their overseas commodity
hedging may be permitted as it will enable effective and complete hedging of international
commodity price risk;

o Residents who hedge their commaodity price risk in overseas market should be encouraged to
partly and progressively hedge their risks on domestic exchanges; and

o With respect to the domestic sale or purchase of commaodities in the “positive list’, unlisted
entities may be permitted to hedge commaodity risk overseas with the approval of their bank.
Subsequently, if and when banks are permitted by RBI to deal in commodity derivatives, unlisted
entities may hedge with the banks as the counterparty.

The report also discusses the role of banks in commodity hedging, and recommends that domestic
banks and/or their subsidiaries active in capital markets be allowed to offer commodity hedging,
initially on a back-to-back basis. Eventually, banks may be allowed to run a book in commodity
derivatives within the umbrella limit of 20% of net owned funds applicable for investment in equities,
venture capital funds and equity linked mutual funds. Comments on the report were due by December
15.

3. SEBI Developments

e OnJanuary 20, 2017, the Securities and Exchange Board of India (SEBI) issued a proposal to revise
the relevant stock exchanges and clearing corporations’ regulations to facilitate the launch of
commodity derivatives, including options.

One of the main proposals being considered is options with commodity futures contracts as underlying
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and the option to settle by devolving into the commodity futures contracts on expiry. This form of a
“derivative of a derivative” has not been tried in the Indian derivatives market so far, however, it is
most prevalent and accepted with commodity derivatives exchanges globally. While this proposal
seems to be most suitable for agricultural commaodities in India, where cash settlement is not
appropriate due to the lack of availability of robust spot market prices of the underlying commaodity,
there is a need to assess whether the Indian commaodity derivatives markets are ready for such complex
products.

e OnJanuary 20, 2017, the SEBI issued a circular outlining the framework for the eligibility, retention
and re-introduction of derivative contracts on commodities. This framework has been developed based
on the recommendation of the Commodity Derivatives Advisory Committee (CDAC) and in
consultation with stakeholders, and is summarised below:

« Eligibility criteria for allowing derivative contracts on commaodities: This includes basic
parameters such as commodity fundamentals, trade factors, ease of doing business and risk
management.

o Applicability of the template on the commodities presently being traded: The eligibility criteria
above should be applied to all commaodities that are currently being traded on exchanges, and the
results submitted to SEBI within three months.

« Criteria for retention and reintroduction of derivative contracts on commodities: For any
commodity to continue to be eligible for futures trading on an exchange, it should have an annual
turnover of more than INR 500 crore across all national commodity derivatives exchanges in at
least one of the last three financial years. Once a commodity becomes ineligible for derivatives
trading due to not satisfying the retention criteria, the exchanges shall not reconsider such a
commodity for re-launching contracts for a minimum period of one year. In addition, a
commodity which is discontinued or suspended by an exchange from derivatives trading shall not
be reconsidered by the exchange for re-launching contracts for a minimum period of one year.

These provisions became effective on January 20, except for the third provision above, which came
into effect on April 1, 2017.

e On February 20, 2017, the SEBI issued a circular permitting mutual funds to access the derivatives
market.

For mutual funds whose scheme information documents do not currently envisage investments in
derivatives, the requirement of obtaining positive consent from majority of unit holders shall no longer
be applicable based on the recommendations of the Mutual Fund Advisory Committee. However, prior
to the mutual fund scheme commencing participation in derivatives, all investors of such schemes shall
be given exit option with no exit load for 30 days. This circular is applicable immediately.

e On February 28, 2017, the SEBI issued a circular announcing that foreign portfolio investors (FPIs)
are now permitted to invest in unlisted corporate debt securities and securitised debt instruments
meeting certain criteria. Investment by FPIs in these unlisted corporate debt securities and securitised
debt instruments should not exceed INR 35,000 within the corporate debt limit. Furthermore,
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investment by FPIs in securitised debt instruments shall not be subject to the minimum three-year
residual maturity requirement.

All other existing terms and conditions for FPI investments in corporate debt securities shall continue
to apply. This circular is effective immediately.

e On April 18, 2017, SEBI issued a circular reviewing the framework of position limits for interest rate
futures contracts. The circular clarifies that the position limit linked to open interest for interest rate
futures shall be applicable at the time of opening a position. Such positions will not be required to be
unwound immediately by the market participant in the event of a drop in total open interest in interest
rate futures contracts within the respective maturity bucket. However, market participants will not be
allowed to increase their existing positions or create new positions in the interest rate futures contracts
of the respective maturity bucket until they comply with the applicable position limits.

Notwithstanding the above, stock exchanges may direct market participants to bring down their
positions to comply with the applicable position limits, in view of risk management or
surveillance concerns.

e On April 26, 2017, the Securities and Exchange Board of India (SEBI) held a board meeting, and
announced the following amendments to regulations:

e In order to enable commodity derivatives exchanges to allow the trading of options, SEBI has
approved a proposal to amend the relevant provisions of Securities Contracts (Regulation) (Stock
Exchanges and Clearing Corporations) Regulations, 2012. Detailed guidelines for trading in
options on commodity derivatives exchanges will be issued by SEBI in due course. In order to
enable commodity derivatives exchanges to allow the trading of options, SEBI has approved a
proposal to amend the relevant provisions of Securities Contracts (Regulation) (Stock Exchanges
and Clearing Corporations) Regulations, 2012. Detailed guidelines for trading in options on
commodity derivatives exchanges will be issued by SEBI in due course.

o SEBI has amended the SEBI (Foreign Portfolio Investor) Regulations, 2014, to include a
provision that prevents resident Indians and non-resident Indians, or the entities that are
beneficially owned by resident Indians or non-resident Indians, from subscribing to offshore
derivatives instruments.

o Under the existing Securities Contracts (Regulation) Rules, 1957 (SCR Rules) and SEBI (Stock
Brokers and Sub-brokers) Regulations, 1992 (Stock Brokers Regulations), a stock broker or
clearing member dealing in commodity derivatives cannot deal in other securities or vice versa,
except by setting up of a separate entity. SEBI has approved the proposal to remove this
restriction by amending stock-broker regulations, and to also recommend to the government to
amend these rules accordingly.

o On May 31, 2017, the Securities and Exchanges Board of India (SEBI) issued a discussion paper on
the draft code of conduct for index providers. The draft code of conduct has been prepared by a SEBI
working group comprising market participants, and is broadly based on the International Organization
of Securities Commissions (I0SCO) framework for adoption in India. The draft code prescribes a
framework of standards that index providers should follow to promote the reliability of the index
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administration process, and to address governance, quality, transparency and accountability
issues. Comments on the draft code of conduct are due by June 20.

e OnJune 13, 2017, the Securities and Exchanges Board of India (SEBI) announced guidelines with
regard to the product design and risk management framework to be adopted for trading in options on
commodity futures. These guidelines cover:

e Product design — underlying, settlement methods, exercise style, minimum strikes, exercise
mechanism, trading hours and position limits.

 Risk management framework — exchanges should adopt risk management frameworks consistent
with the Committee on Payments and Market Infrastructures and the IOSCO Principles for
Financial Market Infrastructures, including margining models and initial margin, margining for
clients, computation of margin and mark to market.

SEBI also highlighted the criteria for the selection of underlying commodity futures for options, which
are:

o The underlying futures contract on the corresponding commaodity should be among the top five
futures contracts in terms of total trading turnover value of the previous 12 months; and

o The average daily turnover of underlying futures contracts of the corresponding commaodity
during the previous 12 months shall be at least INR 200 crore for agricultural and agri-processed
commodities, and INR 1000 crore for other commodities.

In addition, on a pilot basis, each exchange shall be allowed to launch options on futures of only one
commodity that meets the criteria prescribed above. Commaodity derivatives exchanges should take
prior approval from SEBI prior to launching these contracts. These guidelines are effective
immediately.

e OnJune 21, 2017, the Securities and Exchanges Board of India (SEBI) held a board meeting, and
announced the following proposed changes to the foreign portfolio investors (FPI) regulations:

o Expansion of eligible jurisdictions for grant of FPI registration by including countries having
diplomatic tie-ups with India;

« Simplification of broad-based requirements;

o Rationalisation of fit and proper criteria; and

o Permitting FPIs operating under the multiple investment managers structure and holding foreign
venture capital investor registration to appoint multiple custodians.

There will be a public consultation process before finalising these proposals.

SEBI has also decided to levy a regulatory fee of $1000 on each offshore derivative instruments (ODI)
subscriber. The regulatory fee is to be collected and deposited by the FPI issuing the ODI for each ODI
subscriber once every three years, starting from April 1, 2017. The relevant FPI regulations will be
amended to reflect this fee. SEBI has also decided to prohibit ODIs from being issued against
derivatives, except on those that are used for hedging purposes.

e OnJune 21, 2017, SEBI announced that category Il alternative investment funds (AIFs) will be
allowed to participate in the commodity derivatives market, subject to the following conditions:
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o AlFs may participate in all commodity derivatives products that are being traded on the
commodity derivatives exchanges as clients, and will be subject to all the rules, regulations and
position limit norms applicable to clients issued by SEBI and the exchanges;

o AIFs can invest not more than 10% of the investable funds in one underlying commaodity;

o AlFs may engage in leverage or borrow subject to consent from the investors in the fund and
subject to a maximum limit;

o AIFs should disclose their investment in commodity derivatives
in private placement memorandum issued to investors. The consent of existing investors should
be taken if the AIF intends to invest in commodity derivatives, and an exit opportunity should be
provided to dissenting investors;

o AlFs should also comply with the relevant Reserve Bank of India (RBI) guidelines under the
Foreign Exchange Management Act, 1999;

o AlFs will be subject to reporting requirements specified by SEBI; and

e Participation of AlFs in the commodity derivatives market will be subject to their compliance
with the relevant SEBI regulations.

These changes are effective immediately.

e OnJune 28, 2017, the Securities and Exchange Board of India (SEBI) issued a circular permitting non-
resident Indians (NRIs) to participate in the exchange-traded currency derivatives (ETCD) market in
order to hedge currency risk arising from investments in India under the Foreign Exchange
Management Act (FEMA). This circular is in line with the Reserve Bank of India’s (RBI) circular on
the same topic issued on February 2, 2017.

NRIs are permitted to participate in the ETCD market subject to the following conditions:

o NRIs shall designate an authorised bank that is also a clearing member of the stock exchange or
clearing corporation for the purpose of monitoring and reporting their combined positions in the
OTC and ETCD segments;

o NRIs may take positions in the ETCD market to hedge the currency risk on the market value of
their permissible INR investments (under FEMA) in debt and equity, and dividend due and
balances held in NRI accounts; and

e The onus of complying with the relevant provisions of the RBI circular shall rest with the NRI.
The NRI is liable to any action that may be warranted by RBI as per the provisions of FEMA
1999.

The position limits for NRIs in the permitted currency pairs are as follows:

o USD/INR: Gross open position across all contracts shall not exceed 6% of the total open interest
or $10 million, whichever is higher.

o EUR/INR: Gross open position across all contracts shall not exceed 6% of the total open interest
or €5 million, whichever is higher.

o GBP/INR: Gross open position across all contracts shall not exceed 6% of the total open interest
or £5 million, whichever is higher.

» JPY/INR: Gross open position across all contracts shall not exceed 6% of the total open interest
or ¥200 million, whichever is higher.

This circular is effective immediately.
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e OnJune 28, 2017, the SEBI issued a consultation paper proposing amendments to the relevant SEBI
regulations to ease access norms for investment by foreign portfolio investors (FPIs). The proposals
include:

o Expansion of eligible jurisdictions to grant FPI registration by including countries that have
diplomatic relations with India and are Foreign Exchange Management Act compliant;

o Simplifying the “broad based” requirements and “fit and proper” criteria;

e Discontinuing requirements to seek prior approval from SEBI in case of a change in local
custodian or designated depository participant (DDP), and relying on the due diligence of the
previous DDP in case of a change of custodian or DDP by FPIs;

o Exempting FPIs that have a multiple investment managers (MIM) structure from seeking prior
approval from SEBI in case of a free-of-cost transfer of assets;

o Simplifying the process for addition of share class;

o Permitting FPIs operating under the MIM structure or as foreign venture capital investors to
appoint multiple custodians; and

o Expanding the eligible entities that are considered

e OnJuly 7, 2017, the Securities and Exchange Board of India (SEBI) issued a circular outlining
guidelines for the issuance of offshore derivative instruments (ODIs) with derivatives as underlying.
Effective from July 7, ODI-issuing foreign portfolio investors (FPIs) will have to comply with the
following conditions:

e FPIs cannot issue ODIs with derivatives as underlying, with the exception of those derivatives
positions entered into for hedging the equity shares held, on a one-to-one basis. In the case of the
existing ODIs that have been issued with derivatives as underlying, if the underlying derivatives
positions are not hedging the equity shares held by it, the ODI-issuing FPI has to liquidate such
ODls by the date of maturity of the ODI instrument or by December 31, 2020, whichever is
earlier. However, ODI-issuing FPIs should endeavour to liquidate such ODI instruments prior to
this timeline.

o If the FPI is issuing fresh ODIs with derivatives as underlying, a certificate has to be issued by
the compliance officer (or equivalent) of the issuing FPI, certifying that the derivatives position
on which the ODI is being issued is only for hedging the equity shares held by it on a one-to-one
basis. This certificate should be submitted along with the monthly ODI reports.

o SEBI has also clarified that the term “hedging of equity shares’ means taking a one-to-one
position in only those derivatives that have the same underlying as the equity share.

e OnJuly 25, 2017, SEBI announced that it is revising the framework for the determination of the
numerical value of overall client level open position limits for agricultural commaodity derivatives. The
framework is as follows:

o Categorisation of commodities: Agricultural commodities will be classified into three categories
(sensitive, broad, and narrow) based on production data, import data, and other factors that
influence the trading in derivatives.

o Deliverable supply: The deliverable supply for an agricultural commodity will be defined as the
production plus imports.

e Client level numeric position limits: The numerical value of the overall client level open position
limits for each commaodity will be calculated from the deliverable supply available in a particular
year, and will range from 0.25% of the deliverable supply to 1% of the deliverable supply
depending on the category of commodity.
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o Annual categorization of commodities and computation of position limits: All the national
commodity derivatives exchanges will jointly classify agricultural commaodities into the three
categories defined above on an annual basis. There are also certain conditions for the re-
categorisation of commodities. The market should be notified of these changes by July 31 of
every year, and the revised limits will become applicable with effect from September 1 of every
year.

e There is no change to the existing member level position limits or exchange wide position limits
for agricultural commaodities. There is also no change to the near month position limits,
computation of open positions, monitoring of position limits, or any other guidelines that have
been notified by SEBI for position limits. These changes are effective immediately.

e On August 31, 2017, the Securities and Exchange Board of India (SEBI) issued a circular modifying
the dynamic price bands for the EUR-INR, GBP-INR and JPY-INR cross-currency options contracts,
in order to bring uniformity to the computation. The modifications are:

o Stock exchanges should implement a dynamic price band mechanism based on the theoretical
price of contracts to determine price bands for currency options;

o Stock exchanges should implement a uniform mechanism for the computation and relaxation of
dynamic price bands for currency options contracts;

o Stock exchanges should take into consideration factors such as movement in the underlying price,
volatility in the price of the underlying, any news on the concerned currency and its likely impact,
movement of the price of the underlying at other stock exchanges, etc., while relaxing such price
bands; and

o Stock exchanges should ensure that the mechanism for relaxation of dynamic price bands are not
misused by market participant for manipulation in options.

« Stock exchanges and clearing corporations should submit a proposal to SEBI for approval for the
launch of currency options on the EUR-INR, GBP-INR and JPY-INR cross-currency pairs. The
proposal should include the details of contract specifications, risk management framework,
surveillance systems, and other requirements specified in this circular and earlier related SEBI
circulars.

e On September 7, 2017, the Securities and Exchange Board of India (SEBI) issued an addendum to the
discussion paper on the growth and development of the equity derivatives market in India, which was
originally issued on July 12. The addendum discusses the need for physical settlement of stock
derivatives contracts and whether physical settlement should be carried out in a phased manner. The
deadline for comments on the discussion paper was extended to September 25.

e On September 21, 2017, the Securities and Exchange Board of India (SEBI) announced that the
relevant securities contract and stock broker regulations have been amended to allow the integration of
broking activities in equity and commaodity derivative markets under a single entity. As per the
existing procedure under the single registration mechanism, a one-time certificate of registration as
stock broker or clearing member will be granted by SEBI, and subsequent permissions to act as a
stock broker or clearing member of other stock exchanges or clearing corporations shall be granted by
the respective stock exchange or clearing corporation, after due diligence.

In addition, to facilitate integration between stock brokers, SEBI has clarified that client accounts may
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be transferred between stock brokers with the express consent of the client, and continuing with the
existing set of broker-client documentation.

e On September 27, 2017, the Securities and Exchange Board of India (SEBI) issued a circular
reviewing requirements for the participation of mutual funds in the derivatives market.

To reduce interest rate risk in a debt portfolio, mutual funds may hedge the portfolio or a part of the
portfolio on a weighted average modified duration basis by using interest rate futures (IRFs). The
maximum short position that may be taken to hedge the portfolio is defined by a formula specified by
SEBI. If the IRF is used for hedging the interest rate risk that has different underlying securities than
the position being hedged, it would result in imperfect hedging.

Imperfect hedging using IRFs may be considered to be exempted from the gross exposure, up to a
maximum of 20% of the net assets of the scheme, subject to certain conditions. In addition, the basic
characteristics of the scheme should not be affected by hedging the portfolio based on the weighted
average modified duration, and the interest rate hedging of the portfolio should be in the interest of the
investors. Mutual funds will also be subject to certain disclosure requirements.

e On October 16, 2017, the Securities and Exchange Board of India (SEBI) announced, in consultation
with the Commodity Derivatives Advisory Committee (CDAC), the following broad guidelines for
deciding the settlement mode for commaodity derivative contracts:

e The first preference of settlement type shall always be physical delivery;

o Cash settlement of commaodity derivatives contracts may be considered only in certain scenarios,
with a proper justification. These scenarios include difficulty in implementing physical delivery
due to the nature of the commaodity, lack of storage infrastructure, a lack of transport and logistics
infrastructure, or there is a reliable benchmark price of the commaodity that can be used as
reference for settlement price; and

e Subject to the above conditions, both cash settled and physically settled derivative contracts on
the same commodity may also be considered for trading, in case the basis of price discovery of
the proposed contracts is different.

o These guidelines are effective immediately.

e On December 7, the Securities and Exchange Board of India (SEBI) released a consultation paper
proposing to permit mutual funds (MFs) and portfolio managers (PMs) to participate in the exchange-
traded commaodity derivatives market, as well as to determine the appropriate regulatory framework.

In addition to seeking feedback on participation in the commaodity derivatives market, the consultation
paper also highlights certain matters for consideration. These include:

e The appropriate route for MF participation;

e The extent to which the existing assets under management can be invested in commodity
derivatives;

e Whether investment restrictions should be placed on MF schemes that invest only in commaodity
futures;

o Whether PMs should be permitted to leverage the portfolio of their clients for investing in
commodity derivatives;
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e Whether PMs can be permitted to pool investments in commodity derivatives; and

e In case portfolio leveraging and pooling of commodity derivatives is permitted, should the
participation in commodity derivatives be restricted only to the clients beyond a certain
threshold?

Comments on the consultation paper are due by December 31.

4. Basel Il & Capital

e On February 2, 2017, the RBI published draft guidelines on interest rate risk in banking book
(IRRBB). IRRBB refers to the current or prospective risk to a bank’s capital and earnings arising from
adverse movements in interest rates that affect banking book positions. Excessive IRRBB can pose a
significant threat to a bank’s current capital base and/or future earnings if not managed appropriately.

These draft guidelines are based on the standards on IRRBB published by the Basel Committee on
Banking Supervision in April 2016. Comments on these draft guidelines are due by March 3.

e On February 2, 2017, the RBI amended the criteria for inclusion of perpetual debt instruments (PDIs)
in additional Tier 1 capital, under Basel 11l. The amendments allow banks to use profits brought
forward from previous years and/or their reserves representing appropriation of net profits, including
statutory reserves, to pay out coupons on PDls if their current-year profit, balances and revenue
reserves are insufficient. The accumulated losses and deferred revenue expenditure, if any, shall be
netted off to arrive at the available balances for the payment of coupon.

Statutory reserves may be used only if the aggregate of profits in the current year, profits brought
forward from the previous years and permissible reserves are less than the amount of the coupon. In
such cases, banks are required to report to the RBI within 21 days from the date of such appropriation,
in compliance with the Banking Regulation Act, 1949.

Payment of coupons on PDIs from the reserves is subject to the issuing bank meeting minimum
regulatory requirements for core equity Tier 1, Tier 1 and total capital ratios (including the additional
capital requirements for domestic systemically important banks) at all times, and subject to the
restrictions under the capital buffer frameworks. These amendments are effective from February 2.

e OnJune 7, 2017, the Reserve Bank of India (RBI) announced that it has decided to reduce the
statutory liquidity ratio (SLR) from 20.5% to 20% of net demand and time liabilities with effect from
the fortnight beginning June 24, 2017. This is in order to give banks greater flexibility in complying
with the liquidity coverage ratio (LCR) requirement of 100% by January 1, 2019. Notwithstanding the
reduction in the SLR, the ceiling on the amount of SLR securities that can be held under the held-to-
maturity category remains unchanged.

e On September 4, 2017, the Reserve Bank of India (RBI) released a list of domestic systemically
important banks (D-SIBs) for 2017. In addition to the State Bank of India (SBI) and ICICI Bank, the
RBI has also identified HDFC Bank as a D-SIB under the same bucketing structure as last year. The
additional common equity Tier 1 (CETL) capital requirement for D-SIBs has already been phased-in
from April 1, 2016 and will become fully effective from April 1, 2019. The additional CET1 capital
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requirement will be in addition to the capital conservation buffer.

e On October 4, 2017, the Reserve Bank of India (RBI) announced a reduction in the statutory liquidity
ratio (SLR) from 20% to 19.5% of net demand and time liabilities with effect from the fortnight
beginning October 14, 2017. This is in order to give banks greater flexibility in complying with the
liquidity coverage ratio requirement of 100% by January 1, 2019. In order to align the ceiling on SLR
holdings under the held-to-maturity category with the mandatory SLR, the RBI has also decided to
reduce the ceiling from 20.5% to 19.5% in a phased manner by March 31, 2018.

5. Trade Reporting

e OnJune 23, 2017, the Clearing Corporation of India Limited (CCIL) issued trade repository rules for
over-the-counter (OTC) derivatives. CCIL is a designated trade repository for OTC derivatives,
authorised by the RBI under the Payment and Settlement Systems Act, 2007. These trade repository
rules are directed towards regulating and governing the trade reporting requirements under the relevant
RBI regulations, directives, and international standards. These rules are effective from July 24.

e On September 21, 2017, the Reserve Bank of India (RBI) announced that, with effect from October 3,
the present threshold of US $1 million for reporting foreign exchange forwards trades between
authorised banks and their clients to the trade repository hosted by the Clearing Corporation of India
Limited (CCIL) will be removed. As a one-time measure, in order to update the outstanding balances
in the trade repository, authorised banks are advised to report the relevant historical over-the-counter
currency forwards and options transactions to CCIL by October 6. They are also required to ensure
that outstanding balances between their books and the trade repository are reconciled on an ongoing
basis.

6. Fintech

e On August 3, 2017, SEBI announced the formation of the Committee on Financial and Regulatory
Technologies (CFRT). The members of the CFRT are experts from areas such as digital payments, e-
brokerages, financing and investment platforms, data analytics, and e-commerce. The CFRT will
examine and advise SEBI on an ongoing basis on the following:

e Trends in fintech developments in securities markets globally;

o Opportunities and challenges from new fintech solutions, and the impact on the Indian securities
market;

e Fintech solutions for widening and deepening of the Indian securities market;

e The approach and framework for a regulatory sandbox to facilitate the adoption of fintech and
promote financial innovations;

e Preparing the regulatory framework to adopt to new fintech solutions while promoting market
integrity, market development, consumer protection and managing change, business models and
market disruptions;

o Assessing technological solutions for the regulatory functions of SEBI in information
management and data mining, risk management including cyber security, intermediary
supervision, and consumer protection through the application of new technological solutions; and
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e Technology capacity building by the Indian securities market in general, and SEBI in particular.

7. Legal Entity Identifier

e OnJune 1, 2017, the Reserve Bank of India (RBI) announced the implementation of legal entity
identifiers (LEI) for all participants in the over-the-counter (OTC) markets for Indian rupee interest
rate derivatives, foreign currency derivatives and credit derivatives. Implementation will be in a
phased manner, based on the following timelines:

Phase 1: Entities regulated by Indian supervisory agencies and corporates with a net worth above
INR 10000 million — August 1, 2017

Phase 2: Corporates with a net worth between INR 2000 and 10000 million — October 1, 2017
Phase 3: Corporates with a net worth between INR 700 and 2000 million — December 1, 2017
Phase 4. Corporates with a net worth of INR 700 million and below — March 31, 2018

The LEI may be obtained from Legal Entity Identifier India Limited (LEIL). LEIL has been
recognised by the RBI as the issuer of LEIs under the Payment and Settlement Systems Act, 2007, and
is accredited by the Global Legal Entity Identifier Foundation (GLEIF) as the local operating unit in
India for the issuance and management of LEIs. Entities should ensure that the LEI is renewed as per
GLEIF guidelines, as lapsed LEIs will not be valid for trade reporting.

e On November 2, 2017, the Reserve Bank of India (RBI) issued a circular introducing legal entity
identifier (LEI) requirements for large corporate borrowers. The circular requires that banks advise
their existing large corporate borrowers who have total exposures of INR 50 crore and above to obtain
an LEI as per the schedule below:

Total Exposure LEI to be obtained by
INR 1000 crore and above Mar 31, 2018
Between INR 500 crore and INR 1000 crore Jun 30, 2018
Between INR 100 crore and INR 500 crore Mar 31, 2019
Between INR 50 crore and INR 100 crore Dec 31, 2019

Corporate borrowers who do not obtain an LEI as per the schedule above will not have their credit
facilities granted or renewed. A separate schedule for corporate borrowers having exposures between
INR 5 crore and up to INR 50 crore will be issued in due course. Banks should also encourage large
corporate borrowers to obtain an LEI for their parent entity as well as all subsidiaries and associates.

Entities can obtain an LEI from any of the local operating units (LOUSs) accredited by the Global Legal
Entity Identifier Foundation (GLEIF). In India, the LEI code may be obtained from Legal Entity
Identifier India Ltd, a subsidiary of the Clearing Corporation of India Limited, which has been
recognised by the RBI as the issuer of LEI under the Payment and Settlement Systems Act, 2007 and
is accredited by the GLEIF as the LOU in India for the issuance and management of LEIls. After
obtaining an LEI, banks should also ensure that borrowers renew the LEI as per GLEIF guidelines.
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8. Resolution Powers and the Financial Resolution and Deposit Insurance Bill

e On May 22, 2017, the Reserve Bank of India (RBI) outlined enhancements to the Banking Regulation
(Amendment) Ordinance, 2017. The amendments introduced through the ordinance empower the RBI
to issue directions to banking companies to initiate insolvency resolution processes in respect of a
default, under the provisions of the Insolvency and Bankruptcy Code, 2016.

The Oversight Committee (OC) will be reconstituted under the RBI, and will be expanded from the
existing two members. The scope of cases referred to the OC will also be expanded. The RBI is also
working on a framework to facilitate an objective and consistent decision-making process for cases
that may be determined for resolution. The current guidelines on restructuring are being reviewed for
modifications that may be needed to resolve large stressed assets in the banking system. With a view
to prevent rating shopping or any conflict of interest, the RBI is exploring the feasibility of rating
assignments being determined by the RBI itself, to be paid for from a fund to be created out of
contributions from banks and the RBI. The RBI will consult with the relevant stakeholders on
coordination for these enhanced measures.

e On August 10, 2017, the Financial Resolution and Deposit Insurance Bill, 2017 (FRDI Bill, 2017) was
introduced in parliament. The bill provides for the resolution of certain categories of financial service
providers in distress, deposit insurance to consumers of such financial service providers, designation of
systemically important financial institutions, and the establishment of a resolution corporation for
protection of consumers and of public funds of such financial service providers, for ensuring the
stability and resilience of the financial system. The bill has been referred to a joint committee of both
the houses of parliament, consisting of 30 members. The joint committee will make a report in the first
week of the next session of parliament.

o On December 15, 2017, the joint committee requested an extension of time until the last day of the
2018 Budget Session of Parliament to present their report on the bill. The speaker granted the
extension required.

9. International Financial Service Centres

e On April 10, 2017, the RBI amended existing circulars related to the permissible activities of
international financial services centres banking units (IBUs). These amendments include:

o With the prior approval of their board of directors, IBUs may undertake derivatives transactions,
including structured products that the banks operating in India have been allowed to undertake as
per existing RBI directions. However, IBUs shall obtain the RBI’s prior approval for offering any
other derivatives products. Prior to seeking the RBI’s approval, banks should ensure that their
IBUs have the necessary expertise to price, value and compute the capital charge and manage the
risks associated with the products or transactions intended to be offered, and should also obtain
their board of directors’ approval for undertaking such transactions.

e An IBU can be a trading member of an exchange in the IFSC for trading in interest rate and
currency derivatives segments that the banks operating in India have been allowed to undertake as
per the extant RBI directions. An IBU can also become a professional clearing member (PCM) of
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the exchange in the IFSC for clearing and settlements in any derivatives segments, subject to
certain conditions.

These amendments are effective immediately.

e On April 13, 2017, SEBI issued a circular permitting stock exchanges operating in international
financial services centres (IFSCs) to list equity derivatives, subject to the prior approval of SEBI.
SEBI-registered foreign portfolio investors (FPIs) and eligible entities operating in IFSCs will be
eligible to trade in equity derivatives. Trading will be subject to a market-wide position limit (MWPL)
equal to 10% of the number of shares held by non-promoters in the relevant underlying security (ie,
free-float holding). This will be separate from the MWPL in domestic markets, but the MWPL at
IFSCs will not be allowed to exceed 50% of the MWPL (in value terms) in the domestic market.

e On May 17, 2017, the Securities and Exchange Board of India (SEBI) issued guidelines on cross-
currency futures and options contracts (not involving the Indian rupee) on exchanges in
international financial services centres (IFSC). The position limits for eligible market participants, per
currency pair per stock exchange, will be:

o Trading members (for proprietary and client positions): Gross open position across all contracts
not to exceed 15% of the total open interest or $1 billion equivalent, whichever is higher.
Institutional investors: Gross open position across all contracts not to exceed 15% of the total
open interest or $1 billion equivalent, whichever is higher.

Eligible foreign investors: Gross open position across all contracts not to exceed 15% of the total
open interest or $1 billion equivalent, whichever is higher.

Other clients: Gross open position across all contracts not to exceed 6% of the total open interest
or $100 million equivalent, whichever is higher.

Exchanges will impose penalties for violation of these position limits.

e On August 3, 2017, the Securities and Exchange Board of India (SEBI) announced that the two
exchanges that have been set up in the International Financial Service Centre (IFSC) will now be
allowed to start trading in additional derivatives contracts on Indian stocks.

India INX will be permitted to offer derivatives contracts on 33 stocks, while NSE IFSC can launch
derivatives contracts on 52 additional stocks. With this change, exchanges in the IFSC have been
permitted to offer trading in a diversified range of products spanning various asset classes, including
Indian index derivatives, derivatives on Indian stocks, derivatives on foreign stocks, currency
derivatives, and commodity futures on gold, silver and base metals.

e On September 26, 2017, SEBI announced that in consultation with the Government of India and RBI,
foreign portfolio investors (FPIs) will be permitted to participate in commodity derivative contracts
traded on exchanges in international financial service centres (IFSCs), subject to the following
conditions:

e Participation will be limited to derivatives contracts in non-agricultural commodities only;

o Contracts will be cash settled on the settlement price determined on overseas exchanges; and
e All transactions should be denominated in currencies other than the Indian rupee.

e These changes are effective immediately.
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10. CCP recognition

e On March 20, the European Securities and Markets Authority (ESMA) updated its list of recognised
central counterparties (CCPs) based in third countries. The following six non-EU central
counterparties were recognized:

e Clearing Corporation of India Ltd (CCIL);

e Dubai Commodities Clearing Corporation (DCCC);
Nasdaqg Dubai Ltd;

Japan Commodity Clearing House Co., Ltd (JCCH);
BM&FBovespa S.A., Brazil; and

Nodal Clearing LLC, USA.

e OnJuly 20, 2017, the Securities and Exchange Board of India (SEBI) announced that it has established
a MoU with the European Securities and Markets Authority under the European Markets Infrastructure
Regulation (EMIR). The MoU establishes cooperation arrangements, including the exchange of
information regarding central counterparties that are regulated by SEBI and that have applied for
recognition under EMIR. The MoU is effective as of June 21.

e On October 9, 2017, the European Securities and Markets Authority (ESMA) updated its list of
recognised CCPs based in third countries. The following three non-EU central counterparties were
recognised:

e Indian Clearing Corporation Limited;
o National Securities Clearing Corporation Limited; and
e MCX-SX Clearing Corporation.

ISDA Submissions (in 2017)

January 31, 2017: 1SDA submission to Clearing Corporation of India Limited in relation to Consultation
Paper on Optimizing Segmental Default Fund Contributions

January 31, 2017: ISDA submission to Clearing Corporation of India Limited in relation to Consultation
Paper on Loss Mutualisation on Settlement Bank Default (USD-INR Segment)

March 15, 2017: ISDA and FIA joint submission to Clearing Corporation of India Limited in relation to
Consultation Paper on Recovery tools at the end of the prefunded default waterfall
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Bank Indonesia (Bl) http://www.bi.go.id
BI

Otoritas Jasa Keuangan (0JK) http://www.ojk.go.id

Indonesia Foreign Exchange Markets Committee (IFEMC) http://www.ifemc.org

Persatuan Bank-Bank Umum Nasional (Perbanas) http://www.perbanas,or

Foreign Banks Association of Indonesia (FBAI) http://www.fbai.or.id

Netting and collateral opinions by Ali Budiardjo,Nugroho,Reksodiputro (ABNR)
ISDA with local language translation appended

Looking to set up a CCP. No announced plans for TR.

Key Regulatory Milestones

1. Enforceability of close-out netting & financial market development

¢ On31January 2018, Bl issued a press release to reiterate their support for strengthening the legal basis
for financial market development, including providing legal certainty for close-out netting for
derivative transactions.

2. Resolution

e On April 5, 2017, the Otoritas Jasa Keuangan (OJK) issued three regulations covering the application
of policies on crisis management in the financial sector. These regulations are a follow-up to Law No.
9 of 2016 on Prevention and Management of Financial System Crisis (PPKSK law). These regulations

comprise:

¢ Rules on how to manage issues faced by systemic banks or other types of banks. The regulation
establishes that bank supervision status consists of three stages — namely: normal, intensive, and
special supervision. This regulation is related to the PPKSK law, as this revamped regulation
focuses on management of solvency issues for systemic banks. This includes the activation of
recovery plan implementation, the Deposit Insurance Corporation’s (LPS) early entry into the
management of bank solvency issues, and handover mechanisms of banks that the LPS is not able

to restructure.

e Rules on the procedures for establishing, operating and liquidating bridge banks. The LPS is the
only institution authorised to establish and own bridge banks.

e Rules on banks’ obligations to make preparations for preventing and dealing with possible
financial problems by designing recovery plans. This regulation includes the rule that recovery
plans have to include a requirement for the controlling shareholder and/or other parties to increase
the bank’s capital and convert specific types of debt into equity. With this rule, systemic banks
are required to resort to bail-in to solve their financial problems, in accordance with the recovery

ISDA Asia-Pacific Regulatory Profiles January 2018


http://www.bi.go.id/en/ruang-media/info-terbaru/Pages/BI-Dukung-Penguatan-Landasan-Hukum-terkait-Pendalaman-Pasar-Keuangan.aspx
http://isda.informz.net/z/cjUucD9taT02MDUzODkzJnA9MSZ1PTg5MDU4MDY3OCZsaT00MjQwMTM5OQ/index.html
http://www.bi.go.id/
http://www.ifemc.org/
http://www.perbanas,org/
http://www.fbai.or.id/

52

plans that they have devised.

3. Basel 11l & Capital

e On May 19, 2017, Bank Indonesia (BI) announced its decision to hold the countercyclical capital
buffer (CCB) unchanged at 0%. BI performs an assessment of the CCB at least once every six months.
The credit-to-GDP gap, as the main CCB indicator, has not shown any signs of excessive credit
growth that could prompt systemic risk, the central bank said.

e On August 18, 2017, the Otoritas Jasa Keuangan (OJK) announced a survey and quantitative impact
study (QIS) on standards for Interest Rate Risk in the Banking Book (IRRBB). The objective of this
survey and QIS is to undertake early analysis on IRRBB management practices in the Indonesian
banking sector. They also intend to identify gaps between the IRRBB measurement practices of banks
with the Basel Committee on Banking Supervision IRRBB standards, as stated in OJK’s consultative
paper on the IRRBB issued on June 22 (Bahasa Indonesia only). The survey and data are to be
provided in the specified format (Bahasa Indonesia only).

4. Fintech

e OnJune 16, 2017, the Otoritas Jasa Keuangan (OJK) announced the inauguration of a fintech advisory
forum, which is expected to facilitate and ensure coordination between various agencies, ministries,
and fintech start-up players. Duties of the fintech advisory forum include:

e Discussing the latest issues related to fintech and the future direction for the industry's
development;

o Facilitating coordination between agencies, ministries, and other related parties to ensure that the
fintech potential is optimised; and

 Ensuring that the participation and communication between relevant ministries, agencies, and
fintech start-ups take place in a regular, consistent, and constructive manner.
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KOREA
AT A GLANCE
Central Bank: Bank of Korea (BOK) http://www.bok.or.kr
Bank Regulator: Financial Services Commission (FSC) (policy-making) http://www.fsc.go.kr

Financial Supervisory Service (FSS) (execution of financial market supervision)

http://english.fss.or.kr

Securities Regulators: Financial Services Commission (FSC)
Financial Supervisory Service (FSS)

Other Regulators: Ministry of Strategy and Finance (MOSF) http://english.mosf.go.kr

Associations: Korean Financial Industry Association (KOFIA)
Korean Federation of Banks (KFB)

Foreign Banks Association

Master Agreement: ISDA (an “ISDA Lite” Korean version is commonly used between Korean banks and
domestic corporate for documenting FX transactions but is not mandated)

Legal Opinions: Netting, collateral, client clearing (clearing members reliance) opinions by Kim &

Chang

E-contracts opinion by Lee & Ko

CCP/TR Status: On March 5, 2013, the Revision Bill of the Financial Investment Services and
Capital Markets Act (FSCMA) passed the plenary session of the National Assembly,
following approval by the Legislation and Judicial Committee of the National
Assembly the previous day. The legislation creates central counterparty
clearinghouses (CCPs), to deal with clearing for OTC transactions in financial
investment products. On September 11, 2013, KRX was authorized as a CCP in
Korea for OTC clearing services by the FSC. Mandatory clearing of Korean Won
interest rate swap commenced on June 30, 2014.

The US Commodity Futures Trading Commission (CFTC) issued an order of
exemption from registration as a derivatives clearing organization (DCO) to KRX on
October 26, 2015. The European Securities and Markets Authority (ESMA) granted
KRX the third-country (non-EU) CCP recognition on April 22, 2016.

On August 17, 2015, the FSC announced that KRX had been designated as a TR.

Margin requirements: The FSS margin guidelines for non-centrally cleared OTC derivatives came into
effect on March 1, 2017, with a 6-month transitional period for variation margin.

Key Regulatory Milestones
1. FSC regulations

e On March 23, 2017, the FSC issued final amendments on securities lending for collateral posting
purposes, allowing rehypothecation of securities posted as collateral under this framework. The
amended Financial Investment Business Regulation prescribes the following conditions:

o Securities lending must be for the purposes for posting collateral for transactions under a Master
Agreement;
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e Eligible securities: Korean Treasury bonds and monetary stabilization bonds;

e Re-use is permitted only for the purpose of repurchase agreements or for posting margin;

o Counterparties must consent to the re-use of posted collateral,

o Collateral must be returned to the provider except for an occurrence of event of default under the
Master Agreement; and

e Securities lending for the purposes of posting initial margin for an over-the-counter derivatives
transaction is prohibited.

e The new rules take effect on March 31.

On November 13, 2017, the FSC finalized the amendments to its regulations on outsourcing from
financial institutions by the approval of the Commission. The draft amendments were announced in
May for public comments until June 17, 2017. The amendments exempt reporting requirements on
outsourcing of purely business support operations such as HR, administrative functions, legal and IT
support, that are irrelevant to the principal financial business or are simple carry-outs of already
approved policies. They also expand the conditions where reporting after-the-fact is allowed: if the
operation is outsourced to the same entity for an extended amount of time, it may be reported after-
the-fact. The amendments also included provisions to allow regulatory sandbox for fintech. It allows
financial companies to delegate its authorized operations to designated fintech companies for testing.

FSS regulations

On July 9, 2017, the Financial Supervisory Service (FSS) extended the administrative guidance on
intragroup transactions of global financial companies to July 8, 2018. The FSS initially issued the
guidance on September 17, 2007, and the existing guidance was due to expire on July 8, 2017. The
administrative guidance aims to set out the best practice principles a Korean entity of a global financial
company should comply with when transacting with other entities in its financial group.

KRX developments

On February 8, 2017, Korea Exchange (KRX) announced rules to designate overheated securities
short-selling and requiring pre-delivery of securities if in violation of short-selling rules. Stocks
showing extraordinary increases in short selling with sharp falls in prices will be designated as
overheated short-selling stocks after the market close and prohibited from short-selling the following
day. The new rules are planned to go into effect on March 27, 2017, after its subordinate enforcements
rules are amended.

On March 3, 2017, KRX announced amended enforcement rules detailing the criteria to designate
overheated short-selling securities in KOSPI, KOSDAQ and KONEX markets. The rules will take
effect on March 27, 2017. KRX also announced detailed rules to implement 30-minute periodic call
auctions on issues with abnormally soaring prices in KOSPI, KOSDAQ and KONEX markets,
effective March 13, 2017.

On September 20, 2017, KRX announced the implementation of clearing member margin
requirements in its securities and revised collateral management criteria for all clearing services from
September 25, 2017. Clearing member margin requirements will be introduced on securities with a
T+2 settlement cycle and exchange-traded products listed on KOSPI, KOSDAQ and KONEX markets.
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Repo and bonds will be excluded from this requirement. It will also implement new eligibility criteria,
haircut ratios and concentration limits on securities collateral in securities and derivatives clearing.

Margin requirements for non-centrally cleared derivatives

On February 27, 2017, the South Korean Financial Supervisory Service (FSS) issued its final
guidelines on margin requirements for non-centrally cleared OTC derivatives. Variation margin
requirements for financial companies with an aggregate month-end average notional amount equal to
or above KRW 10 trillion come into effect on March 1, with a six-month transitional period.

Basel 111 & Capital

On October 13, 2017, the FSC proposed amendments to the Regulation on Supervision of Banking
Business to implement the net stable funding ratio (NSFR) and leverage ratio set out in Basel 11l
reforms by the Basel Committee on Banking Supervision. These rules will not apply to branches of
foreign banks.

The minimum NSFR for banks will be set at 100%, and the minimum leverage ratio is to be set at 3%.

Public comments on the proposed rule changes were due by November 19, 2017. The FSC indicates
plans to implement the revised rules as of January 31, 2018.

On October 26, 2017, the FSS published draft amendments to the Detailed Regulation on Supervision
of Banking Business to adopt Basel 111 standards and to clarify the calculation of market risk under the
adoption of IFRS 9.

The draft rules apply the current exposure method for derivatives transactions in the leverage ratio
framework and specify the conditions for bilateral netting to be applied. The rules also specify the
calculation methodology for available stable funding and required stable funding ratios in the net
stable funding ratio (NSFR). These rules will not apply to branches of foreign banks.

In addition, the draft rules propose revisions to the calculation of risk-weighted assets in securitization
exposures framework. The revisions aim to move away from the standardized external ratings based
approach to the internal ratings based approach. Comments on the draft rules were due by December 4.
The final rules are to be implemented on January 31, 2018.

ISDA Submissions (in 2017)

January 2, 2017: ISDA submission to the draft FSS guidelines on margin requirements for non-centrally
cleared derivatives (English, Korean)
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MALAYSIA

AT A GLANCE

Central Bank: Bank Negara Malaysia (BNM) http://www.bnm.gov.my

Bank Regulator: BNM

Fin. Mkts Regulator: Securities Commission, Malaysia (SC) http://www.sc.com.my

Associations: Association of Banks in Malaysia (ABM)
Malaysian Investment Banking Association (MIBA)
Association of Islamic Banking Institutions Malaysia (AIBIM)

Master Agreement: ISDA

Legal Opinions: Netting, collateral, client clearing (clearing members reliance) and e-contracts
opinions by Shearn Delamore & Co
Netting on the ISDA/IIFM Tahawwut Master Agreement opinion by Zaid Ibrahim &
Co.

CCP/TR Status: The Capital Markets and Services (Amendment) Act 2011 provides the legislative

framework for trade reporting but this will come into force at earliest in October
2013. The SC, Perbadanan Insurans Deposit Malaysia (PIDM) and BNM issued a
joint consultation paper on trade reporting requirements in November 2013. As
of 2018, TR has not come into force.

Key Regulatory Milestones
1. BNM Developments

e OnJanuary 20, 2017, Bank Negara Malaysia (BNM) published an exposure draft outlining the
proposed regulatory requirements on credit risk management for licensed persons, prescribed
development financial institutions and financial holding companies. The proposals seek to ensure that
BNM’s key expectations and requirements on credit risk management remain effective moving
forward. The proposals:

« Clarify and reinforce expectations and requirements on board-level governance arrangements and
the risk management function, particularly within the context of credit decision-making;

e Introduce requirements to strengthen the management of exceptional credits;

e Prescribe a minimum standard for credit loss estimation; and

» Enhance expectations on the management of concentration risk, country and transfer risk, as well
as group-wide credit risk oversight.

This policy document came into effect on July 1, 2017 and has transitional arrangements for certain
types of institutions until July 1, 2018. Comments on these proposals were due by March 31.

e On March 14, 2017, BNM announced that it held a roundtable discussion on domestic bond market

developments on March 10. The key highlights of the roundtable discussion were on bond market
liquidity, participation of non-resident holdings in Malaysian bonds, the introduction of new initiatives
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for the bond market, and enhancing transparency and surveillance of the bond market.

2. 10SCO launches Asia Pacific hub

e On March 14, 2017, the International Organization of Securities Commissions (I0SCO) launched its
first regional hub in Malaysia, hosted by the Malaysian Securities Commission. At the request of
I0OSCO Growth and Emerging Markets Committee members, representing 75% of IOSCQO’s
membership, IOSCO launched this hub in Asia-Pacific under the supervision of the IOSCO secretary
general. The hub will deliver capacity building activities to its members within the Asia-Pacific region.

3. NDF market developments & initiatives to develop the onshore hedging market

e On February 27, 2017, BNM announced that it conducted a workshop on onshore foreign exchange
hedging for non-resident investors. The workshop focused on onshore hedging, liquidity in the FX
market, and operational arrangements for investments by fund managers. BNM clarified the
differences between passive hedging and the newly introduced dynamic hedging frameworks during
the workshop. For further information, please view the presentations and FAQs.

e On March 1, 2017, BNM released the list of financial institutions under the Appointed Overseas Office
(AOO) framework. The list is available by banking group and by country.

e On April 13, 2017, the Financial Markets Committee (FMC), in collaboration with Bank Negara
Malaysia (BNM), announced a number of initiatives to promote a fair and effective financial market,
improve bond market liquidity, ease hedging activities, and enhance transparency and market
information. These measures are designed to promote a fair and effective financial market, greater
liquidity in the bond market, additional hedging flexibility for market participants, and a stronger
financial infrastructure.

e On May 2, 2017, BNM issued a supplementary notice to promote the development of Malaysian
financial markets that sets out the following:

» Dynamic hedging framework for institutional investors. A non-resident institutional investor
registered with BNM is allowed to enter into forward contracts to sell ringgit up to 100% of its
invested underlying ringgit-denominated asset, enter into forward contracts to buy ringgit up to
25% of its invested underlying ringgit-denominated asset, or unwind the forward contracts
described above without documentary evidence with a licensed onshore bank or an appointed
overseas office, for the purpose of managing its ringgit exposure.

A resident institutional investor registered with BNM is allowed to enter into forward contracts to buy
ringgit up to 100% of its invested underlying foreign currency denominated asset, or unwind the
forward contracts described above without documentary evidence with a licensed onshore bank, for
the purpose of managing its foreign currency exposure.

o Hedging framework for corporate entities. A non-resident entity registered with BNM is allowed
to unwind up to 100% of its forward contracts entered with a licensed onshore bank or an
appointed overseas office for underlying ringgit-denominated asset, ringgit-denominated
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borrowing, or current account transactions in ringgit with a resident for the purpose of managing
its ringgit exposure.

A resident entity registered with BNM is allowed to unwind up to 100% of its forward contracts

entered with a licensed onshore bank for underlying foreign currency denominated asset, foreign
currency denominated borrowing, or current account transactions in foreign currency with a non-
resident for the purpose of managing its foreign currency exposure.

 Hedging without documentary evidence. A resident is allowed to hedge its foreign currency
exposure and cancel its hedging position for USD/MYR, CNH/MYR, GBP/MYR, EUR/MYR
and JPY/MYR currency pairs with a licensed onshore bank without documentary evidence up to
an aggregate net open position limit of MYR6 million per licensed onshore bank.

A resident is only allowed to sell ringgit on spot or a forward basis with a licensed onshore bank up to
its six-month foreign currency obligations. This supplementary notice takes effect immediately.

» On August 9, 2017, BNM issued a press release indicating that the recent introduction of Malaysia
ringgit (MYR) futures on offshore markets is inconsistent with Malaysia’s foreign exchange
administration (FEA) policy and rules. The MYR is a non-internationalised currency, and therefore
offshore trading of MYR in any form outside of Malaysia is against Malaysia’s policy. BNM reminded all
market participants to observe the existing FEA rules, and that contravention of the FEA is an offence
under the Financial Services Act 2013 and Islamic Financial Services Act 2013. BNM stated that
appropriate action under the law will be taken if the prevailing rules and regulations are not complied
with. Foreign participants should access the onshore ringgit foreign exchange market to meet their
financial needs, either directly with onshore licensed financial institutions or through their appointed
overseas office, BNM added.

e On September 8, 2017, BNM released the list of financial institutions under the Appointed Overseas
Office (AOO) framework. The list is available by banking group and by country.

» On September 11, 2017, BNM issued a supplementary notice on foreign exchange administration (FEA)
rules to promote the development of the Malaysian financial markets. The supplementary notice provides
measures to further facilitate foreign exchange risk management for forward hedges of crude palm oil
futures (FCPO) and options on crude palm oil futures (OCPO) contracts.

A non-bank, non-resident market participant registered with BNM is allowed to enter into forward
contracts with a licensed onshore bank or an appointed overseas office up to the net open position of its
Malaysian ringgit-denominated FCPO or OCPO contracts undertaken on Bursa Malaysia Derivatives, for
the purpose of managing its Malaysian ringgit exposure arising from the FCPO or OCPO contracts. The
market participant should unwind the excess forward contracts with the same licensed onshore bank or
appointed overseas office in the event the notional value of such forward contracts exceeds the net open
position of the underlying FCPO or OCPO contracts. This supplementary notice is effective September
11.
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4. Basel 111 & Capital

e On March 2, 2017, BNM announced that it had reissued the Capital Adequacy Framework and the
Capital Adequacy Framework for Islamic banks. Both policy documents have been reissued to include
revised requirements on the use of internal estimates for effective maturity under the foundation
internal rating based approach.

e On May 3, 2017, BNM announced that banking institutions are no longer required to maintain a
reserve fund. The policy document on capital funds has been updated to reflect this revised
requirement. Since 2016, Malaysian banks have begun a four-year phase-in to maintain a capital
conservation buffer based on the Basel standards. With the phasing in of the Basel capital conservation
buffer, the need for banks to maintain the reserve fund is no longer necessary given that both
requirements are intended for the same purpose.

The reserve fund requirement is different from the statutory reserve requirement, which still remains in
place. This change is effective immediately.

e On August 16, 2017, BNM issued an exposure draft that outlines BNM’s proposals for the leverage
ratio framework as part of the Basel 111 regulatory reforms. The exposure draft proposes a minimum
leverage ratio of 3%, and outlines the proposals for the calculation methodology for total leverage ratio
exposure, derivative exposures, securities financing transaction exposures, off-balance-sheet
exposures, and the reporting requirements.

These proposals are to take effect from January 1, 2018. Comments on these proposals were due by
September 16.

e On September 6, 2017, BNM announced that the Capital Adequacy Framework and the Capital
Adequacy Framework for Islamic banks policy documents were reissued effective August 4.

Both policy documents have been reissued to incorporate the loss absorption mechanism via write-off
for additional Tier 1 and Tier 2 Islamic capital instruments that are structured using equity-based
shariah contracts such as Wakalah, Musyarakah or Mudarabah.

e On September 27, 2017, BNM issued an exposure draft that outlines BNM’s proposals for the net
stable funding ratio (NSFR) framework as part of the Basel Il regulatory reforms. The NSFR requires
banking institutions to maintain a stable funding profile in relation to the composition of their assets
and off-balance sheet activities. This standard complements the liquidity coverage ratio, which has
been phased in since 2015.

The exposure draft proposes a minimum NSFR of 100% and outlines the proposed calculation
methodology for available stable funding and required stable funding ratios. It also outlines the criteria

for interdependent assets and liabilities, off-balance sheet exposures and derivative liabilities.

BNM intends to implement the NSFR no earlier than January 1, 2019, acknowledging that there is
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considerable uncertainty in the implementation schedule and divergence from the internationally
agreed timeline of January 1, 2018. Comments on these proposals were due by November 27.

On December 8, 2017, BNM issued a policy document outlining the leverage ratio framework for
banking institutions. Banking institutions are required to comply with a minimum leverage ratio of
3% beginning January 1, 2018. BNM also released the reporting template, response to feedback
received and FAQs.

SC Developments

On April 13, 2017, Securities Commission Malaysia (SC) announced new guidelines to allow the
regulated short selling of corporate bonds in the Malaysian capital market. Under the revised
guidelines, principal dealers are now permitted to conduct regulated short selling of corporate bonds,
expanding the range of bonds that can be short sold. The guidelines aim to provide certainty as to the
parties that would be permitted to conduct short selling of corporate bonds, as well as the requirements
involved. These guidelines were effective from April 13.

On June 23, 2017, the Securities Commission (SC) introduced amendments to its regulatory
framework to include clearing for securities and derivatives as a new regulated activity.

This framework will decouple clearing and trading functions into two distinct regulated activities,
allowing intermediaries to specialise their services. The entrance of new standalone execution and
clearing intermediaries, including foreign-owned entities, will transform the competitive dynamics of
the capital market, and enhance cost efficiency for trading and clearing activities.

The operationalisation of the new framework will take a phased approach, and will start with the
derivatives market. These changes are outlined in the updated licensing handbook.

Fintech

On November 6, 2017, the SC announced, at its flagship fintech event, SCxSC Digital Finance
Conference 2017, that it is embarking on a pilot project to explore the usage of Digital Ledger
Technology in the unlisted and OTC markets space. The findings from the pilot will form the basis of
an industry blueprint. At the same time, SC is reviewing relevant regulations and guidelines to
facilitate functional and effective use cases of digital assets in the capital market, including secondary
market trading of established crypto currency and digital assets.

ISDA Submissions (in 2017)

September 15, 2017: ISDA submission to Bank Negara Malaysia in relation to Exposure Draft on Leverage
Ratio

November 24, 2017: ISDA submission to Bank Negara Malaysia in relation to Exposure Draft on Net Stable
Funding Ratio. This submission is not yet public.
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NEW ZEALAND

AT A GLANCE
Central Bank:

Bank Regulator:
Fin. Mkts Regulator:

Bank Associations:

Master Agreement:

Legal Opinions:

CCP/TR Status:
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Reserve Bank of New Zealand (RBNZ) http://www.rbnz.govt.nz
RBNZ
Financial Markets Authority (FMA) http://www.fma.govt.nz

New Zealand Bankers Association (NZBA)
New Zealand Financial Markets Association (NZFMA)
ISDA

Netting,
collateral and client clearing (clearing members reliance and FCM clearing
members reliance) opinions by Bell Gully

No announced plans.

Key Regulatory Milestones

1. New Zealand’s response to foreign margin requirements

On July 13, 2017, the Reserve Bank of New Zealand (RBNZ) and the Ministry of Business,
Innovation and Employment (MBIE) released a public consultation which among others,
identifies specific potential impediments under New Zealand law to compliance with foreign
requirements on margin for uncleared derivatives. The consultation proposed a number of
targeted legislative amendments to address these impediments and sought views on the scope of
the issues identified and the adequacy and the effect of the amendments proposed. Issues
identified in the consultation include, among others, whether current New Zealand law is a
significant potential barrier to the ability of New Zealand entities to effectively and efficiently
provide margin and whether on balance, a targeted approach to amending existing legislation
would be preferable to a standalone Netting Act in New Zealand in addressing these potential

impediments.

At that stage, RBNZ, as New Zealand’s prudential regulator, did not yet intend to impose margin
requirements on its regulated entities. The consultation closed on August 24, 2017.

1. RBNZ Developments

e On March 7, 2017, the RBNZ announced that it will review the framework for bank capital
requirements over the coming year, with the aim of enhancing the soundness and efficiency of the
New Zealand banking system. The review will cover banks’ definition of capital, risk measurement
and minimum capital requirements. The RBNZ will outline specific areas to be addressed in an issue
paper to be released in April 2017, and detailed policy positions and options for changes to the capital
framework will be outlined in consultation papers during the year. The RBNZ aims to conclude the
review by the first quarter of 2018.
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e On April 3, 2017, the FMA confirmed that businesses selling short-duration derivatives need to be
licensed. The Financial Markets Conduct Act had introduced licensing for derivatives issuers in
December 2014.

The FMA has been reviewing how it regulates short-duration derivatives products, such as binary
options and contracts-for-difference (CFDs), including through discussions with the sector. From
December 2017 onwards, any company making regulated offers of short-duration derivatives products
to New Zealanders that settle within three days, whether they are based here or abroad, will require a
licence. The FMA expects all currently unlicensed providers to apply for a licence by August 1, 2017.

The FMA sought feedback on whether to use its designation power to declare that spot FX contracts
physically settled by delivery of an amount of currency within three working days are not derivatives
for the purposes of the Financial Markets Conduct Act, to ensure that actual exchanges of foreign
currency, settled within three working days, are not classified as derivatives.

e On May 4, 2017, the RBNZ announced that cabinet had agreed to a new legislative framework to
improve regulation of payment systems and other financial market infrastructures (FMIs). The new
framework comes after a detailed review by the Reserve Bank of FMI regulation, which included three
public consultations in the past four years.

The new framework builds upon the existing regulation of payment and settlement systems, and will
be jointly administered by the RBNZ and Financial Markets Authority in most respects. It also aims to
ensure that regulation of FMIs is proportionate to the risks they pose. An exposure draft of proposed
legislation will be open for public consultation before it is introduced into parliament.

e On May 9, 2017, the RBNZ announced that the International Monetary Fund (IMF) has declared New
Zealand’s banking system to be resilient, but nevertheless recommended ways to improve the strength
of the country’s financial sector and the regulatory framework.

In releasing the findings from its Financial Sector Assessment Programme (FSAP), the IMF said that
the banking system is well placed to manage risks and vulnerabilities associated with current
developments in the housing sector, the high level of household debt, and low dairy prices. The FSAP
included a range of stress tests of the large New Zealand banks. The report states that New Zealand has
a good institutional framework for macro-prudential policy and that loan-to-value ratio restrictions
have generated financial stability benefits, although it could be strengthened further.

Recommendations for improvements include increasing the intensity of supervision for both the
banking and insurance sectors, within the RBNZ’s three-pillar approach to prudential regulation that is
based on self, market and regulatory discipline. The IMF has endorsed the RBNZ’s current legislative
proposal to improve the regulation and oversight of financial market infrastructures, as well as the
importance of reviewing the bank capital framework.

e OnJune 28, 2017, the RBNZ published its Statement of Intent for 2017-20.

The RBNZ’s nine strategic priorities are framed around three themes: enhancing the Bank’s policy
frameworks; continuing to strengthen the Bank’s internal and external engagement; and improving
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infrastructure and reducing enterprise risk. The Bank will also review the macro-prudential policy
framework in line with the five-year requirement set out in the Memorandum of Understanding
between the Bank and the Minister of Finance. As well as working to complete the implementation of
replacements for the Exchange Settlement Account System (ESAS) and the securities settlement and
depository system (NZ Clear) — both enhancements to the payments system — the Bank will also be
implementing the roadmap for best-practice management of its balance sheet and finances.

The SOI outlines other key projects, including improving the resilience of the Bank’s operations and
developing a plan for the future custody and distribution of currency.

e On November 17, 2017, the RBNZ published a consultation paper proposing an enhanced mortgage
bond standard aimed at supporting confidence and liquidity in the financial system. This paper follows
a review of domestic and international mortgage bond collateral standards. The proposed standard is
consistent with international policy guidelines aimed at promoting simpler and safer secured bonds.

Mortgage bonds are not generally traded in New Zealand. The RBNZ believes that a more
standardized and transparent framework for mortgage bonds would improve their quality and make
them more marketable. It has developed a proposed new format for mortgage bonds, called residential
mortgage obligations (RMO). The RBNZ believes the standard would improve the risk position of the
Reserve Bank by promoting the use of higher quality and potentially more liquid, mortgage bonds as
collateral in the Bank’s lending operations, support New Zealand market lenders by creating an
additional funding instrument for residential mortgages, and promote a deeper capital market. The
RBNZ is seeking feedback on the terms under which it should accept mortgage bonds as collateral and
the proposed new RMO standard. Submissions to the consultation are due by February 16, 2018.

2. Margin requirements

e OnJuly 13, 2017, the RBNZ and the Ministry of Business, Innovation and Employment (MBIE)
released a public consultation (Consultation) which, among others, identifies specific potential
impediments under New Zealand law to compliance with foreign margin for uncleared derivatives
requirements. The Consultation proposes a number of targeted legislative amendments to address
these impediments and seeks views on the scope of the issues identified and the adequacy and the
effect of the amendments proposed.

At this stage, RBNZ, as New Zealand’s prudential regulator, does not intend to impose margin
requirements on its regulated entities at this stage. The Consultation closes on August 24.

3. Basel Il & Capital

e On May 1, 2017, the RBNZ published an issues paper that seeks views about the regulation of capital
adequacy for banks. The RBNZ is conducting a broad ranging capital review, as foreshadowed in a
speech by Deputy Governor Grant Spencer in March. The review aims to identify the most appropriate
capital adequacy framework, taking into account experience with the current framework and
international developments.
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The review will consider the definition of regulatory capital, the measurement of risk-weighted
exposures, and the minimum capital ratios that apply to locally incorporated banks. The issues paper
marks the first public consultation as part of the review. The RBNZ is seeking feedback about the
topics covered by the issues paper. Responses for the consultation close on 9 June 2017.

e OnJuly 14, 2017, the RBNZ opened a public consultation about what type of financial instruments
should qualify as bank capital.

Important considerations for regulations about bank capital include: the Reserve Bank’s regulatory
approach; the resolution regime in the event of a bank facing difficulties; international standards issued
by the Basel Committee on Banking Supervision; the Reserve Bank’s experience with the current
capital regime; and the fact that dominant participants in the New Zealand banking market are
subsidiaries of overseas banks. The consultation paper discusses these issues and outlines five options
for reforming existing regulations.

The Bank’s proposed reforms to capital regulations aim to reduce the complexity of the regulatory
regime; provide greater certainty about the quality of capital that banks hold; and reduce the scope for
regulatory arbitrage.

The consultation closes on Friday 8 September.
4. International Organizations

e On May 9, 2017, the Reserve Bank of New Zealand (RBNZ) announced that the International
Monetary Fund (IMF) had declared New Zealand’s banking system to be resilient, but nevertheless
recommended ways to improve the strength of the country’s financial sector and the regulatory
framework.

In releasing the findings from its Financial Sector Assessment Programme (FSAP), the IMF said that
the banking system is well placed to manage risks and vulnerabilities associated with current
developments in the housing sector, the high level of household debt, and low dairy prices. The FSAP
included a range of stress tests of the large New Zealand banks. The report states that New Zealand has
a good institutional framework for macro-prudential policy and that loan-to-value ratio restrictions
have generated financial stability benefits, although it could be strengthened further.

Recommendations for improvements include increasing the intensity of supervision for both the
banking and insurance sectors, within the RBNZ’s three-pillar approach to prudential regulation that is
based on self, market and regulatory discipline. The IMF had endorsed the RBNZ’s current legislative
proposal to improve the regulation and oversight of financial market infrastructures, as well as the
importance of reviewing the bank capital framework.

5. Cabinet agrees to enhanced oversight framework for FMIs

e On May 4, 2017, the RBNZ announced that the New Zealand Cabinet had agreed to a new legislative
framework to improve regulation of payment systems and other financial market infrastructures
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(FMIs). The new framework comes after a detailed review by the Reserve Bank of FMI regulation,
which included three public consultations in the past four years.

The new framework builds upon the existing regulation of payment and settlement systems, and will
be jointly administered by the RBNZ and Financial Markets Authority in most respects. It also aims to
ensure that regulation of FMIs is proportionate to the risks they pose. An exposure draft of proposed
legislation will be open for public consultation before it is introduced into parliament.

6. Benchmarks

e OnJune 16, 2017, the RBNZ published an article in the Reserve Bank Bulletin providing an overview
of the importance of benchmarks.

The article noted the need for financial market benchmarks to be reliably measured, transparent and
supported by strong governance arrangements. It explores the way that regulators worldwide are
implementing reforms for interest rate benchmarking systems and processes. It also noted that
significant work has been undertaken in recent years to improve the reliability, transparency and
governance in New Zealand’s key short-term interest rate benchmark, BKBM.

The article noted that significant declines in volumes traded during the BKBM rate set in recent years
have raised concerns about the reliability of the BKBM as a benchmark rate. The Bulletin article
discussed this trend as well as potential solutions for a recovery in the efficiency and liquidity of the
New Zealand bank bill market.

e On October 11, 2017, the FMA published guidance on conduct and an overview of bank bill
benchmark rate (BKBM) and closing rates. The FMA had also published an overview of BKBM and
benchmarks, their purpose and how they are regulated.

The guidance sets out what the FMA is looking for when assessing trading conduct, its expectations
and further sources of guidance. It also makes clear that should the FMA see evidence of trading that
has been undertaken for the purpose of moving the BKBM or another rate, the FMA will take
appropriate and proportionate action.

The FMA also advised that it has not found evidence of systemic trading in bank bills that was not for
legitimate purposes. However, it will continue to engage with banks and overseas regulators on this
topic.

ISDA Submissions (in 2017)

August 24, 2017: ISDA submission to the RBNZ consultation on a New Zealand Response to Foreign
Margin Requirements for OTC Derivatives.
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PHILIPPINES
AT A GLANCE
Central Bank: Bangko Sentral Ng Philipinas (BSP) http://www.bsp.gov.ph
Bank Regulator: BSP
Securities Regulator: Securities and Exchange Commission (SEC) http://www.sec.gov.ph
Associations: Bankers Association of the Philippines
Legal Opinions: Netting, collateral and client clearing (clearing members reliance) opinions by
SyCip Salazr Hernandex & Gatmaitan
Master Agreement: ISDA
CCP/TR Status: No announced plans

Key Regulatory Milestones

1

. Basel Il & Capital

On December 29, 2016, the Monetary Board of BSP deferred by one year the full adoption of the
Basel 11 leverage ratio in view of recent revisions by the Basel Committee on Banking Supervision
(BCBS). Universal and commercial banks and their subsidiaries had been scheduled to wind-up the
monitoring period and begin adhering to the 5% minimum leverage ratio by January 1, 2017.

In relation to this, the Monetary Board also extended the monitoring period for the leverage ratio until
December 31, 2017.

On January 26, 2017, BSP issued the circular extending the Basel |11 leverage ratio monitoring period,
following the Monetary Board resolution on December 29, 2016. Covered banks shall be required to
submit the Basel 111 leverage ratio reporting template semi-annually until December 31, 2017.

During the monitoring period, the BSP shall continue to assess the calibration as well as the treatment
of the components of the leverage ratio. Final guidelines shall be issued in view of the changes to the
framework as well as migration from monitoring of the leverage ratio to a Pillar 1 requirement starting
from January 2018.

On February 2, 2017, the Monetary Board of BSP approved the amendments to the Manual of
Regulations for Banks and the Manual of Regulations on Foreign Exchange Transactions (FX
Manual) to liberalize certain liquidity metrics in view of the improvements in banks' risk management
systems, including the adoption of the Liquidity Coverage Ratio for universal and commercial banks
beginning January 1, 2018.

Authorized government depository banks other than the BSP, and authorized private banks shall,
inclusive of the required reserves against deposits and/or deposit substitutes, maintain a 50% liquidity
floor with respect to deposits of, borrowings from, and all other liabilities to, the Government and
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government entities, until December 31, 2017, in the form of transferable government securities
which represent direct obligations of the National Government. Effective January 1, 2018, universal
and commercial banks shall be subject to 0% liquidity floor.

e On October 30, 2017, BSP announced that the Monetary Board approved the revisions to the
guidelines on liquidity risk management for banks and quasi-banks.

The BSP states that the revisions of the guidelines, which would largely impact complex and quasi-
banks, are those on:

e Foreign currency management, which requires banks to identify and monitor positions in
significant currencies;

e Intraday liquidity management, which emphasizes the need for banks to measure and anticipate
the timing of intraday inflows and outflows so that they may contribute to the smooth functioning
of payments and settlements systems;

e Intragroup liquidity management, which sets out the expectation for supervised institutions that
belong to a financial group to manage and control exposures across legal entities within the group
and assess the possibility that a problem in one entity may spread to other entities because of
market perception;

e Collateral management, which recognizes the growing utilization of repo markets as a source of
funds and the requirement for financial institutions to post margins for their derivatives
transactions; and

o Stress testing and contingency funding plans, which relate the design of stress tests to banks’
specific circumstances and activities and require greater consistency between the scenarios
assumed in stress tests and the sources of funding identified in the contingency plan.

The implementing circular will give covered supervised institutions until September 2018 to develop
or revise their policies and procedures and ensure that these are in accordance with the requirements of
the revised guidelines. The BSP also stated that issuances on the implementation of the NSFR and
intraday liquidity reporting requirements will follow.

2. BSP regulations

e On February 8, 2017, Bangko Sentral Ng Pilipinas (BSP) issued a memorandum on cross-border
derivatives transactions subject to margin requirements, advising Philippine banks and quasi-banks to
assess the potential impact of the margin requirements and their readiness to comply. BSP advised that
Philippine banks' derivatives transactions with foreign counterparties are most likely to be subject to
variation margin requirements by March 1, 2017 and initial margin requirements by September 1,
2020.

Banks and quasi-banks must inform the BSP of any significant concerns arising from the
implementation of the margin requirements.

e On February 24, 2017, BSP announced that its Monetary Board approved the enhanced Supervisory

Policy on Granting of a Licence/Authority (Licensing Policy) to provide more consistency in how risk-
focused supervision is applied to the licensing process. The enhanced policy sets out BSP’s
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expectations and criteria in granting licences and/or authorities, as well as the right to reject
applications that do not meet the criteria and/or deploy appropriate enforcement actions against
financial institutions supervised by the BSP that no longer meet the criteria or standards.

On March 20, 2017, BSP issued its guidelines on business continuity management for BSP-
supervised financial institutions (BSFIs) and amendments in the Manual of Regulations for Banks and
Manual of Regulations for Non-Bank Financial Institutions. The guidelines aim to promote sound
management of business continuity risks, and shall apply to BSFIs which include banks, non-banks
with gquasibanking function (NBQB), non-bank electronic money issuers and other non-bank
institutions which under existing Bangko Sentral rules and regulations and special laws are subject to
Bangko Sentral supervision and/or regulation. Moreover, subject guidelines shall also apply to BSFIs
with offshore data processing as may be appropriate to their situation.

e OnJune 28, 2017, BSP issued a circular setting out its expectations on banks to establish an effective

reporting system that will enable them to comply with the BSP’s reporting standards.

Under the circular, banks are expected to ensure that reports submitted to the BSP are complete,
accurate, consistent, reliable and timely. This should be done independent of any validation process
that the BSP may conduct prior to accepting a report as compliant with the standards. As such, an
effective governance process over the bank’s reporting system must be established by the bank’s board
of directors. These include written policies and procedures, as well as defined processes for periodic
review, enhancements and reporting to its board and senior management. This should be supported by
a management information system and technology infrastructure that is commensurate to the bank’s
level of activity and complexity.

In cases of non-compliance with the reporting standards, the circular introduces a combination of
enforcement actions that are intended to bring about an improvement in behaviour. In addition to
rationalising the monetary penalties currently being imposed on banks, non-monetary sanctions for
habitual incurrence of reporting violations as determined through a demerit system are also
introduced. Formal corrective measures may also be required to be undertaken by the bank should
there be significant deficiencies noted during the assessment of its reporting system.

Full implementation of the circular will take effect beginning January 1, 2018. For the remaining
months of 2017, banks are expected to make the necessary changes to their systems and processes to
comply with the requirements of the circular.

On July 7, 2017, BSP announced the exclusion from the single borrower’s limit the short-term
exposures of banks and quasi-banks to clearing and settlement banks arising from payment
transactions pertaining to fund transfer services, check clearing, foreign exchange trades, security
trades, security custody services, and other short-term payment transactions. To be eligible for
exclusion, a clearing and settlement account shall be maintained with a designated local settlement
bank, or a foreign settlement bank. Banks and quasi-banks shall enter into a formal agreement with
the settlement bank, stipulating that the account is opened and maintained exclusively for short-term
payment transactions, and shall adopt internal control mechanism appropriate to these transactions,
including proper segregation of accounts.
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SEC regulations

On January 16, 2017, the Securities and Exchange Commission (SEC) of the Philippines posted the
proposed rules and regulations governing the registration and trading of structured warrants. It
includes, among others, capitalisation requirements for the issuer, risk management practices, sales
and marketing practices and registration requirements. Comments are due by February 10, 2017.

Repo Reporting

On June 28, 2017, BSP issued a memo setting out reporting guidelines for repo agreements of banks
and quasi banks. This template and guidelines are pursuant to BSP Circular No. 923 dated August 31,
2016, which requires a monthly report on repo agreements to be filed, commencing with the period
ending June 30, 2017. A pilot run was conducted on November 30, 2016.

Cyber Security

On November 3, 2017, BSP announced that its monetary board has approved the guidelines on
information security management. The amendments highlight the role of the board and senior
management of Bangko Sentral supervised financial institutions (BSFIs), and mandate BSFIs to
manage information security risks and exposures within acceptable levels.

BSFIs are given one year from the effectivity date of the circular to fully comply with the provisions
therewith. Further, plan of actions with specific timelines, as well as the status of initiatives being
undertaken to achieve full compliance, should be readily available upon request starting December
2017.

Fintech

On January 19, 2017, the Monetary Board of BSP approved the rules and regulations governing
operations of virtual currency exchanges in the Philippines as part of its Manual of Regulations for
Non-Bank Financial Institutions (MORNBFI). The BSP states that it aims to regulate virtual
currencies when used for delivery of financial services, particularly, for payments and remittances,
which have material impact on anti-money laundering (AML) and combating the financing of
terrorism (CFT), consumer protection and financial stability. The regulations shall govern the
operations and reporting obligations of virtual currency exchanges in the Philippines.

On November 16, 2017, BSP and the Monetary Authority of Singapore (MAS) signed a FinTech Co-
operation Agreement (CA) to promote innovation in financial services in their respective markets.
The CA provides a framework for co-operation and collaboration between the two authorities relating
to FinTech. The authorities will be able to refer promising FinTech firms to each other, share
emerging FinTech trends and developments, and facilitate work on FinTech projects together. These
projects could involve tapping on new financial technologies, like distributed ledgers, to provide
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innovative solutions to industry problems, such as facilitating faster cross-border payments and
streamlining “know-your-client” (KYC) processes.
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Legal Opinions:
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Margin requirements:
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Monetary Authority of Singapore (MAS) http://www.mas.gov.sg
MAS

MAS

Singapore Foreign Exchange Markets Committee (SFEMC)
Association of Banks in Singapore (ABS)
Singapore Investment Banking Association (SIBA)

ISDA

Netting (including netting on the ISDA/IIFM Tahawwut Master Agreement),
collateral (including collateral taker and collateral provider), client clearing
(clearing members reliance, client reliance and FCM clearing members reliance)
and e-contracts opinions by Allen & Gledhill

SGX launched the first platform in Asia for central clearing of OTC derivatives in
November 2010. The first products to be cleared were USD and SGD interest rate
swaps. This was extended to non-deliverable Asian FX forwards in October 2011.
The currencies cleared are CNY, IDR, INR, KRW, MYR, PHP and TWD. Clearing for
USD interest rate swaps was discontinued in 2015.

LCH.Clearnet currently clears Singapore Dollar-denominated interest rate swaps
as well as commodity futures, including freight, iron ore, and steel, executed on
Cleartrade Exchange (CLTX), the MAS-regulated trading venue. LCH.Clearnet also
has a number of Singapore-based clients clearing interest rate derivatives and
commodities via clearing brokers.

DTCC Data Repository (Singapore) Pte Ltd (DDRS) is a Licensed Foreign Trade
Repository (LFTR) that supports reporting of OTC derivatives trades under the
jurisdiction of MAS.

The Securities and Futures Act (SFA) was amended in November 2012 to introduce
the legislative framework for the regulation of OTC derivatives trade repositories
and clearing facilities and to empower MAS to implement mandatory reporting and
clearing of OTC derivatives.

The MAS margin requirements for non-centrally cleared OTC derivatives came into
effect on March 1, 2017, with a 6-month transitional period for variation margin.

Key Regulatory Milestones

1. G20 OTC derivatives commitments

e OnJanuary 9, 2017, Parliament passed the Securities and Futures (Amendment) Act 2017. The Act
introduces provisions intended to enhance regulatory safeguards for retail investors, strengthen the
enforcement regime against market misconduct and enhance credibility and transparency of the capital
markets. The Act also introduces a new regulatory framework for financial benchmarks.

The Act provides amendments relating to over-the-counter (OTC) derivatives reforms, including:
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o Operators of organised trading facilities for OTC derivatives products are to be authorised by the
Monetary Authority of Singapore (MAS);

e OTC intermediaries are to be regulated by MAS; and

o Commodity derivatives market operators under the SFA are to be regulated by MAS (previously
administered by IE Singapore under the Commaodity Trading Act).

e MAS conducted two public consultations on draft regulations supporting the implementation of
legislative amendments introduced by the Securities and Futures (Amendment) Act 2017:

a. MAS issued the first consultation paper on April 28, 2017. The draft regulations are intended
to provide details on the extension of the markets regime to over-the-counter (OTC)
derivatives, the regulation of financial benchmarks and the changes to the collective
investment scheme regime, in particular, on funds, including real estate investment trusts.

b. On May 26, 2017, MAS issued the second consultation paper. The paper proposes draft
regulations to introduce certain licensing exemptions and business conduct requirements for
dealing in over-the-counter (OTC) derivatives contracts, the enhanced requirements on
protection of customers” moneys and assets as well as consequential amendments to support
the changes to product and regulated activities definitions under the Act. MAS also intends to
introduce a new regulation on offer of investments which is intended to consolidate previous
regulations relating to shares and debentures and business trusts separately.

MAS intends to operationalise these amendments by 2018.

e On May 8, 2017, the Monetary Authority of Singapore (Amendment) Bill 2017 was tabled for first
reading in Parliament. MAS had previously consulted on significant policy changes and proposed
legislative amendments between 2015 and 2016 to strengthen MAS’s powers to resolve distressed
financial institutions, among other things. The key provisions in the bill include a framework for and
key provisions relating to recovery and resolution planning, a temporary stay on termination rights, a
statutory bail-in regime, cross-border recognition of resolution actions, creditor compensation and
resolution funding arrangements. In addition to the bill, MAS also released its response to feedback
received on its previous consultation on proposed legislative amendments to enhance the resolution
regime for financial institutions in Singapore.

e On November 20, 2017, MAS released a consultation paper proposing to formalise expectations for
certain market participants that fall under the Securities and Futures Act (SFA) to have written policies
and procedures in place to ensure that customer orders are executed on the best available terms (also
known as best execution). This follows MAS’ earlier proposal for a market operator to have measures
in place to facilitate its members’ execution of customers’ orders in the customers’ interests, and to
ensure that its handling and execution of bids and offers is conducted on a fair and objective basis.
MAS also proposes an enhancement to the existing business conduct requirements, applicable to
licensees, banks, merchant banks and finance companies, relating to handling of customers’ orders.

2. Basel 11l & Capital

e OnJanuary 10, 2017, the MAS published a consultation paper on proposed amendments to the capital
framework for securitisation exposures and interest rate risk in the banking book (IRRBB) in MAS
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Notice 637.

The proposed amendments to the securitisation framework will take effect from January 1, 2018. It
will strengthen capital standards for securitisation exposures while providing a preferential capital
treatment for simple, transparent and comparable securitisations. The proposed amendments suggest
criteria on what constitutes significant credit risk transfer.

The proposed framework for IRRBB will take effect from December 31, 2017. It sets out Pillar 2
requirements for the identification, measurement, monitoring and control of IRRBB, as well as
disclosure requirements under prescribed interest rate shock scenarios. In accordance with Basel
Committee guidelines, the proposed amendments also include the International Development
Association in the list of multilateral development banks. Comments on these proposals are due by
February 10.

On July 10, 2017, MAS issued MAS Notice 652, which incorporates the NSFR standard for domestic
systemically important banks (D-SIBs). The notice outlines the calculation methodology for available
stable funding (ASF) and required stable funding (RSF), and the criteria for interdependent assets and
liabilities and off-balance sheet exposures. D-SIBs are required to calculate the NSFR returns at the
last calendar day of each quarter, and submit the NSFR returns to MAS no later than 30 calendar days
immediately after the last day of each quarter. These standards are applicable from January 1, 2018.

On July 25, 2017, MAS issued a consultation paper proposing amendments to risk-based capital
requirements for Singapore-incorporated banks in MAS Notice 637. It proposes introducing a
minimum leverage ratio of 3%, as well as enhancements on the capital treatment of equity investments
and the definition of default under the internal ratings based approach for credit risk.

Consistent with the Basel Committee standard published in 2016, MAS proposes to implement a
minimum leverage ratio requirement of 3% for Singapore-incorporated banks, to be met with Tier 1
capital.

MAS also proposes amendments to enhance clarity on the treatment of equity investments in funds
held in the banking book, and to make technical adjustments to the capital requirements for private
equity and venture capital investments, and investments in unconsolidated major stake companies that
are not financial institutions. These amendments are proposed to take effect from January 1, 2018.
Comments on these proposals are due by August 25.

On December 20, 2017, MAS announced amendments to MAS Notice 652 to delay implementation
of the required stable funding (RSF) add-on for derivative liabilities until further notice. These
amendments take into account the Basel Committee on Banking Supervision’s announcement on
October 6, 2017 to allow national discretion on the RSF add-on for derivative liabilities. Accordingly,
MAS will review the requirement and delay its implementation until a date to be specified by MAS.
The effective date for the rest of the MAS Notice 652 remains January 1, 2018.
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On December 20, 2017, MAS issued a consultation proposing amendments to MAS Notice 637 on
risk-based capital adequacy requirements for banks incorporated in Singapore, to revise the list of
eligible collateral that may be recognized for credit risk mitigation purposes. MAS proposes to:

o Recognize commodities as eligible physical collateral for banks using the foundation internal
ratings-based approach for credit risk;

o Widen the scope of eligible equity securities to those listed on any regulated exchange; and,

« In relation to eligible equity securities included in a main index that qualify for a 15% haircut,
clarify the definition of main index as one that is referenced by futures or options traded on a
regulated exchange.

Comments on the consultation are due by January 19, 2018.

On December 28, 2017, MAS announced amendments to MAS Notice 637 on risk-based capital
adequacy requirements for banks incorporated in Singapore to introduce a minimum leverage ratio
requirement of 3%, effective January 1, 2018.

Other amendments include revisions to disclosure requirements, clarification on the capital treatment
of equity investments, the definition of default under the internal ratings-based approach for credit
risk, and the scope of insurance subsidiaries that are not consolidated for capital requirements at the
group level. Technical amendments are also made in consideration of the new accounting treatment of
provisions.

Review on bankruptcy, insolvency regimes

On February 27, 2017, the Ministry of Law issued its response to feedback received on its public
consultation on the draft Companies (Amendment) Bill 2017 to strengthen Singapore as an
international centre for debt restructuring.

The revised bill will:

o Empower the Minister of Law to exclude companies or classes of companies (for example,
financial institutions, from the new scheme of arrangement provisions and judicial management);

o Allow the minister to prescribe certain types of arrangements, including set-off or netting
arrangements, to be excluded from the scheme and judicial management moratoriums. The list of
excluded entities and excluded transactions will be provided in subsidiary legislation.

On March 10, 2017, the amended Companies Bill 2017 was passed in Parliament. This follows the
response issued by the Ministry of Law on February 27, which contained feedback received after its
public consultation on the bill to strengthen Singapore as an international centre for debt restructuring.
The bill was tabled in Parliament for a first reading on February 28. The bill allows for:

e A new set of provisions to support creditor schemes of arrangement that implement debt
restructuring proposals;
o Companies to apply for a judicial management order with greater ease; and

Resolution of cross-border insolvencies
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On May 23, 2017, Sections 22 to 34, 40, 41, 43, 45, 49, 50, 53(3) and (6) and 54 of the Companies
(Amendment) Act 2017 came into operation. These provisions cover amendments to judicial
management, schemes of arrangement and cross-border insolvency, and are intended to position
Singapore as an international centre for debt restructuring. The amendments also cover existing
insolvency and pre-insolvency procedures, and have been constructed taking into account features
from other insolvency regimes including the US Title 11 regime. The Companies (Prescribed
Arrangements) Regulations 2017 and the Companies (Prescribed Companies and Entities) Order 2017
also came into effect on May 23.

On October 31, 2017, the Ministry of Finance issued the Companies (Prescribed Arrangements)
(Amendment) Regulations 2017 expanding the scope of the protected financial transactions. The
regulations were initially issued in May 2017 to carve-out security arrangements in respect of certain
securities contracts, derivatives contracts, master netting agreement and securities lending and
repurchase agreements from the judicial management moratorium and new creditor scheme
moratorium under the Companies Act. The Amendment Regulations now extend the protection to
cover derivative contracts referencing weather, economic performance or conditions, emission and real
property. The regulations came into effect on November 1.

Fintech

On February 13, 2017, MAS announced the formation of a new Data Analytics Group (DAG) with
effect from 15 March 2017. The move is part of MAS’ broader efforts to help position itself and the
financial sector for the digital economy of the future. DAG will lead MAS’ efforts to harness the
power of data analytics to unlock insights, enhance the supervision of financial institutions, make
regulatory compliance more efficient for financial institutions, and improve work efficiency across
the organisation.

DAG will comprise three units: the Data Governance & Architecture Office (“DGA?), the Specialist
Analytics & Visualisation Office (“SAV”) and the Supervisory Technology Office.

On March 9, 2017, MAS announced the successful conclusion of the proof-of-concept project to
conduct domestic inter-bank payments using distributed ledger technology (DLT). The project, in
partnership with R3 and a consortium of financial institutions, was first announced on 16 November
2016.

The project has achieved the objectives of producing a digital representation of the Singapore dollar
for interbank settlement, testing methods of connecting bank systems to a DLT, and making the MAS
Electronic Payment System (MEPS+) interoperate with the DLT for automated collateral
management.

MAS has plans for two spin-off projects that will leverage the lessons of the inter-bank payments
project. The first project, driven by the Singapore Exchange (SGX), focuses on making the fixed
income securities trading and settlement cycle more efficient through DLT. The second project
focuses on new methods to conduct cross border payments using central bank digital currency.
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MAS is in the early stages of discussions to develop links from Singapore to other countries using
DLT to allow cross-border payments to settle directly using central bank accounts.

e On May 23, 2017, MAS announced that it has signed a memorandum of cooperation with the
International Finance Corporation, agreeing to work together to establish and develop the ASEAN
Financial Innovation Network (AFIN). The network aims to facilitate broader adoption of fintech
innovation and development, and enhance economic integration within the Association of South East
Asian Nations region. Through AFIN, IFC and MAS plan to establish a regional network to help
financial institutions, fintech firms and regulators address issues of connectivity, local compliance
and cross-border compatibility. AFIN will also evaluate options to create an industry ‘sandbox’ to
provide a cloud-based testing environment through which banks and fintech players can develop, test
and refine digital finance and inclusion solutions.

On June 7, 2017, MAS released a consultation paper on proposals to facilitate the provision of digital
advisory servicesl (also known as robo-advisory services) in Singapore. The proposals seek to
support innovation in financial services by recognising the unique characteristics of digital platforms.
To make it easier for entities offering digital advisory services to operate in Singapore, MAS intends
to refine the licensing and business conduct requirements.

First, digital advisers that operate as fund managers under the SFA will be allowed to offer their
services to retail investors even if they do not meet the track record requirement, provided they meet
certain safeguards. Second, digital advisers that operate as financial advisers under the FAA will be
allowed to assist their clients to execute their investment transactions (e.g. passing their trade orders
to brokerage firms) and re-balance their clients’ investment portfolios in collective investment
schemes without the need for an additional licence under the SFA. This licensing exemption will also
be made available to non-digital advisers. Third, digital advisers can seek exemption from the FAA
requirement to collect the full suite of information on the financial circumstances of a client, such as
income level and financial commitments, if they can satisfactorily mitigate the risks of providing
inadequate advice based on limited client information. While facilitating new business models, MAS
will require providers of digital advisory services to manage the new technology risks associated with
these activities.

MAS has set out expectations on the governance and management oversight to be adopted by digital
advisers, including the need to put in place a robust framework governing the design, monitoring and
testing of algorithms. This includes having adequate board and senior management oversight and
compliance arrangements to monitor the quality of advice provided.

The public consultation will end on 7 July 2017.

e On October 5, 2017, and The Association of Banks in Singapore (ABS) announced that the
consortium which they are leading has successfully developed software prototypes of three different
models for decentralised inter-bank payment and settlements with liquidity savings mechanisms.
The project, conducted together with 11 financial institutions and five technology companiesl, is the

Phase 2 of Project Ubin, which explores the use of Distributed Ledger Technology (DLT), for
clearing and settlement of payments and securities. The three software models developed are amongst
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the first in the world to implement decentralised netting of payments in a manner that preserves
transactional privacy.

e On November 14, 2017, the industry consortium led by the MAS and The Association of Banks in
Singapore (ABS) released the report and source-codes on distributed ledger prototypes for inter-bank
payments. The report describes the prototypes developed on three DLTplatforms and shares the
findings and observations from the project.

The source-codes and technical documentation of the three successful DLT based prototypes
developed in Project Ubin Phase 22 have also been released for public access. Central banks,
financial institutions, as well as academic and research institutions can now tap on the open source-
codes to facilitate their experiments, research and innovation. Academics can use the available
resources to perform additional research on areas relating to DLT. Financial Institutions can reference
the privacy-preservation models for internal projects. In addition, the resources enable central banks
to reuse the prototypes to conduct internal trials on domestic inter-bank payments.

e On November 15, 2017, the Hong Kong Monetary Authority (HKMA) and the MAS exchanged a
Memorandum of Understanding (MoU) in Singapore to jointly develop the Global Trade
Connectivity Network (GTCN), a cross-border infrastructure based on DLT, to digitalise trade and
trade finance between the two cities and potentially with an aim to expanding the network in the
region and globally.

The GTCN is the first strategic joint innovation project arising from the Co-operation Agreement
signed by the two authorities. The goal of the project is to build an information highway using DLT
between the Hong Kong Trade Finance Platform and the National Trade Platform in Singapore,
which will make cross-border trade and financing cheaper, safer, and more efficient.

A Joint Working Committee comprising the HKMA, MAS, Hong Kong Interbank Clearing Limited
and the National Trade Platform Programme Office (Singapore) will lead the project at the start. The
Joint Working Committee will invite other markets to participate after finalising the governance
structure and implementation plan. The two authorities also commenced a joint discussion with major
DLT solution providers to develop business and technical models for the GTCN, which is expected to
conclude in Q1 2018. The GTCN is expected to go live by early 2019, to tie in with the targeted go-
live dates of the Hong Kong Trade Finance Platform and the Trade Finance Modules on the National
Trade Platform in Singapore.

e On November 16, 2017, the MAS, International Finance Corporation (IFC) and ASEAN Bankers
Association (ABA) introduced an industry fintech sandbox for financial institutions and fintech firms
as part of the ASEAN Financial Innovation Network (AFIN). AFIN aims to support financial services
innovation and inclusion in less developed markets within the ASEAN region and to provide a
platform for collaboration and innovation for financial institutions and fintech firms.

AFIN will provide an integrated platform for collaboration between ASEAN banks, microfinance

institutions, non-banking financial institutions (NBFI) and regional fintechs. The platform will
facilitate development and experimentation of innovative digital financial products and services. It
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will support an array of financial service functions and solutions such as customer onboarding, credit
scoring, merchant payments and compliance solutions amongst others.

5. MAS Developments

e On August 4, 2017, the Monetary Authority of Singapore (MAS) released its consultation paper on
proposed amendments to the Payment and Settlement Systems (Finality and Netting) Act (FNA). It
aims to improve protection by extending insolvency protection to transfer orders, netting and
settlement in a designated system, insolvency protection to collateral security and clarifying key legal
terms to allow for a more comprehensive insolvency protection and payment finality. These also seek
to set out clear designated criteria for payment and settlement systems, as well as strengthen the
administrative powers of MAS. The deadline for submissions was August 31.

ISDA Submissions (in 2017)

May 29, 2017: ISDA submission to The Monetary Authority of Singapore in relation to request for
Amendment of Masking Relief under Requlation 11 of the Securities and Futures (Reporting of Derivatives
Contracts) Requlations 2013 (“Reporting Requlations™)

June 5, 2017: ISDA, FIA and ASIFMA joint submission to The Monetary Authority of Singapore in relation
to Consultation Paper | on Draft Requlations Pursuant to the Securities and Futures Act

June 30, 2017: ISDA, FIA and ASIFMA joint submission to The Monetary Authority of Singapore in
relation to Consultation Paper Il on Draft Requlations Pursuant to the Securities and Futures Act

August 24, 2017: Joint ASIFMA-FIA-ISDA submission to the Ministry of Communications and
Information (MCI) and the Cyber Security Agency of Singapore (CSA) on the Consultation Paper on the
draft Singapore Cybersecurity Bill

August 25, 2017: ISDA and ASIFMA joint submission to The Monetary Authority of Singapore in
relation to Consultation Paper on Proposed Amendments to Capital Requirements for Singapore-
Incorporated Banks in MAS Notice 637
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TAIWAN

AT A GLANCE
Central Bank:

Bank Regulator:

Securities Regulator:

Other Regulators:

Associations:

Legal Opinions:

Master Agreement:
CCP/TR Status:

ISDA Asia-Pacific Regulatory Profiles

Central Bank of China (CBC) http://www.cbc.gov.tw

Banking Bureau of the Financial Supervisory Commission (FSC)

http://www.banking.gov.tw

Securities and Futures Bureau of the FSC http://www.sfb.gov.tw

Insurance Bureau of the FSC http://www.ib.gov.tw

GreTai Securities is a GSE that monitors trading volumes and advises Taiwan’s
authorities http://www.otc.org.tw

Trust Association of the Republic of Taiwan (TAROC)
Taiwan Financial Services Roundtable (TFSR)

Netting, Collateral and Principal-to-Principal Clearing Members Reliance opinions
by Russin & Vecchi

ISDA

FSC mandated Gretai Securities Market to establish a local trade repository.
Taiwan has not proposed any mandatory clearing requirement in respect of OTC
derivatives.
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THAILAND

AT A GLANCE

Central Bank: Bank of Thailand (BOT) http://www.bot.or.th/english/Pages/BOTDefault.aspx

Bank Regulator: BOT

Securities Regulator: Securities and Exchange Commission
http://www.sec.or.th/view/view.jsp?lang=en

Associations: The Thai Bankers’ Association
Foreign Banks’ Association

Legal Opinions: Netting, collateral and client clearing (clearing members reliance) and e-contract
opinions by Baker & McKenzie

Master Agreement: ISDA

CCP/TR Status: No announced plans

Key Regulatory Milestones
1. Memorandum of Understanding (MoU)

e On March 20, 2017, the BoT announced that it has signed a memorandum of understanding (MoU) on
the exchange of banking supervision information with the Reserve Bank of India (RBI). The MoU
provides a formal basis for banking supervisory cooperation between the two authorities. It allows for
supervisory cooperation between the BoT and RBI in the areas of information sharing and
communication, from the licensing process to ongoing supervision of banks operating under their
respective supervisory responsibilities.

e OnlJuly 11, 2017, the BOT and the Monetary Authority of Singapore (MAS) announced they have
signed a fintech cooperation agreement (CA) and updated an existing MoU on banking supervision.

The CA enables the BOT and MAS to share information on emerging market trends and their impact
on regulations, as well as refer fintech companies to their counterparts. The updated MoU serves to
strengthen bilateral collaboration in safeguarding the resilience of the two countries’ banking systems,
and had been in place since 2006. It sets out in greater detail the two central banks’ commitment to
fostering greater information exchange and cooperation in the areas of licensing, on-site examinations,
supervisory colleges and crisis management.

e OnJuly 25, 2017, the BOT and the China Banking Regulatory Commission signed an MOU on
Banking Supervision. The MOU serves as a solid foundation for effective supervision of banking
institutions operating in both countries in accordance with the principles set out in the Basel Core
Principles for Effective Banking Supervision.

The MOU sets out in greater detail the two authorities’ commitment to fostering greater information

exchange and cooperation in the areas of licensing, on-site examinations, supervisory colleges, and
crisis management.
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On August 17, 2017, the BOT and the State Bank of Vietnam signed an MOU on Cooperation
between the two central banks. The MoU aims to strengthen bilateral ties and cooperation between
the two central banks which would contribute to greater economic relations between the two
countries.

The MoU sets out in greater detail the areas of technical cooperation, including human resources
development, banking and financial cooperation and other areas of mutual interests of both central
banks.

2. BOT introduces FX regulatory reform

On June 5, 2017, the BOT announced it has started a regulatory reform programme for foreign
exchange regulations, which will be a starting point for further reforms of other regulations to enhance
ease of doing business.

Under this reform programme, the regulations will be revised for greater clarity and transparency with
less redundancy. The BOT has changed its paradigm in revising certain regulations to allow the private
sector to conduct foreign exchange transactions and hedging based on their own internal risk
management and control policies within the framework set by the BOT. In addition, this reform
includes streamlining procedures, reducing documents, removing requirements for the BOT’s prior
approval for certain foreign exchange transactions, allowing new players in the markets, facilitating
the use of local currencies for regional connectivity and promoting transactions in electronic form for
enhanced efficiency and flexibility.

The BOT has started the relaxations, some of which will be effective this month. Most of the
relaxations will be completed in 2017.

SEC consults on relaxing paid-up capital rules for intermediaries

On August 31, 2017, the Thailand Securities and Exchange Commission (SEC) announced that it is
seeking public comments on draft rules concerning the determination of paid-up registered capital of
securities and derivatives intermediaries to better suit their respective types of risks and facilitate
development of different types of securities businesses.

Pursuant to the current rules, the paid-up registered capital of securities companies and derivatives
business operators is determined by the types of license packages, each permitting a scope of various
business undertakings. As a result, any intermediary wishing to only operate a brokerage business, for
example, would have to meet the high minimum paid-up capital rule, despite its own low risk
exposure. In addition, such requirement may be inconsistent with the business types or the business
risks of intermediaries, and may not support the development of new businesses that make use of
financial innovations.

Therefore, the SEC has proposed amendments to the paid-up capital rules to be issued in three

ISDA Asia-Pacific Regulatory Profiles January 2018


http://isda.informz.net/z/cjUucD9taT02MTc1OTk5JnA9MSZ1PTg5MDU4MDY3OCZsaT00MzY2OTA3OA/index.html
http://isda.informz.net/z/cjUucD9taT02MzU0MDc3JnA9MSZ1PTg5MDU4MDY3OCZsaT00NTU0MDIwMQ/index.html

82

notifications, taking into consideration stakeholders’ comments and recommendations gathered from
previous hearings on the governing principles in May and June 2017. Responses to the consultation are
due by September 19.

4. Basel Il & Capital

e In September 2017, the BoT announced that it has adopted a supervisory framework for domestic
systemically important banks (D-SIBs) by requiring them to maintain higher capital to better absorb
losses from their operations.

The BoT uses four main indicators to identify D-SIBs, including the size of the financial institution,
the interconnectedness between financial institutions as measured by interbank transactions, its role as
provider of financial infrastructure, and the complexity of financial products or business/operational
structure. Based on these indicators, five commercial banks are identified as D-SIBs.

D-SIBs are required to maintain additional 1% of common equity Tier 1 from the current minimum
requirement. This new requirement will be phased in, at 0.5% in 2019 and 1% in 2020. Additionally,
D-SIBs are subject to more rigorous supervisory measures, such as additional reporting requirements.
The BoT also advised that all D-SIBs are currently robust, maintaining capital ratios significantly
above the level prescribed by BoT.

e On October 30, 2017, the SEC released a consultation on amendments to the ongoing capital
requirement rules which are imposed on asset management companies, and operational procedures
rules in case of failure to meet the requirement.

The amendments would allow intermediaries undertaking asset management business and investment
unit brokerage to maintain ongoing capital at a ratio appropriate for their business and in line with
international standards. In addition, the new rules would enhance business continuity while addressing
potential damage from operational risks.

The SEC has taken into account feedback from its consultation on the governing principles conducted
last August. Changes were made to the level of ongoing capital requirements by taking into account
types of business models as well as the existence of lead regulator (if any). Also, certain conditions
and periods of protection have been adjusted in this proposal to better manage business risks. The
closing date for submissions is November 17.
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VIETNAM
AT A GLANCE
Central Bank: The State Bank of Vietnam (SBV) http://www.sbv.gov.vn
Bank Regulator: The State Bank of Vietnam
Securities Regulator: State Securities Commission http://www.ssc.gov.vn
Association: Viethamese Bond Market Association (VBMA)

Legal Opinions:
Master Agreement: ISDA
CCP/TR Status:
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AUSTRALIA

Key Regulatory Milestones

1. G20 OTC derivatives commitments

e On April 18, 2012, the Treasury published a Consultation Paper on ‘Implementation of a framework
for Australia’s G20 over-the-counter derivatives commitments’. It was proposed that the Minister for
Financial Services and Superannuation (Minister) will prescribe a certain class of derivatives as being
subject to one or more mandatory obligations for trade reporting, central clearing and trade execution.
ASIC would make derivative transaction rules (DTRs), which would require the Minister’s consent.
ASIC would be required to undertake a minimum period of consultation with other regulatory agencies
(as well as stakeholders) in developing DTRs and to ensure sufficient notice or a transition period is
provided prior to the commencement of any mandate. A new trade repository licensing regime would
also be introduced.

e On October 12, 2012, the Corporations Legislation Amendment (Derivative Transactions) Bill 2012
(2012 Bill) was introduced into Parliament. The 2012 Bill would amend the Corporations Act 2001
and introduce a legislative framework to carry out the proposals set out in the Treasury’s April 18,
2012 Consultation Paper. The Bill subsequently passed Parliament and received royal assent on
December 6, 2012.

2. Central clearing

e On February 27, 2014, the Treasury issued a proposals paper on the G4 IRD central clearing mandate,
using information from previous reports on the Australian OTC derivatives market. This proposals
paper was the first step in the mandating of central clearing for US Dollars, Euro, British Pound and
Japanese Yen interest rate derivatives (G4 IRD). The central clearing mandate would apply to large
financial institutions with significant cross-border activity in these products (G4 dealers). The proposed
implementation timeline was: 2nd quarter 2014 for the Ministerial determination and for ASIC to
consult on rules relating to the details of the central clearing obligation; late 2014 for central clearing
rules to be completed and early 2015 for central clearing obligations to commence.

For trading platforms, no decision would be taken until subsequent reviews by the regulators. However,
the Government would also be reviewing the licensing arrangement for financial markets. The review
would consider whether the framework is adequate to deal with derivatives trading platforms that would
be suitable for mandatory trade execution. This review is ongoing.

e OnApril 3,2014, the RBA, APRA and ASIC (the Regulators) released a Report on the Australian OTC
Derivatives Market — April 2014. The Regulators recommended the government consider a central
clearing mandate for trades between internationally-active dealers for Australian dollar-denominated
interest rate derivatives. The Regulators did not see a case for implementing a central clearing mandate
for North American, European and Japanese referenced credit index derivatives at this time, and also
did not believe it was appropriate to mandate central clearing for non-dealers. There was no specific
recommendation regarding a mandatory platform trading obligation at that time.

e OnJuly 8, 2014, the Treasury issued a proposals paper on the AUD-IRD central clearing mandate. The

Paper built on the version published in February which proposed the mandating of central clearing for
US Dollars, Euro, British Pound and Japanese Yen interest rate derivatives (G4 IRD). The Paper
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proposed to extend the mandatory requirement for central clearing to include interest rate derivatives
in Australian dollars as part of the global reforms on OTC derivatives markets in Australia.

The Paper proposed that the clearing requirement would only apply to large financial institutions and
provided two options for defining the class of entities that would be captured:

Option A:

1. any domestic financial entity with $100 billion or more gross notional OTC derivatives
outstanding;

2. any foreign financial entity with $100 billion or more gross notional OTC derivatives
outstanding booked or entered into in Australia;

3. any foreign financial institution with $100 billion or more of gross notional OTC derivatives
outstanding with domestic and foreign financial entities subject to the clearing mandate in
Australia under the first two rules above; or

4, any entity that opts in to a mandatory clearing obligation in G4-IRD or AUD-IRD.
Option B:
1. any domestic financial entity with $100 billion or more gross notional OTC derivatives

outstanding;

2. any foreign financial entity with $100 billion or more gross notional OTC derivatives
outstanding booked or entered into in Australia;

3. any entity regulated as a swap dealer in the US; or

4, any entity that opts in to a mandatory clearing obligation in G4-IRD or AUD-IRD.

The threshold would be calculated on a legal entity basis, hence, only outstanding OTC derivatives
entered into by the legal entity would be counted. Public entities such as central banks etc., would be
out of scope of the central clearing rules.

The Paper also proposed to combine the central clearing mandates for G4 and AUD-IRD in one
Ministerial determination with the proposed timetable for implementation: draft Ministerial
determination to be released for comments in third quarter 2014; determination and regulations to be
made in late 2014; and early 2015 for the clearing mandate to come into force.

e On May 28, 2015, announcements were made by the Treasury and ASIC about the release of exposure
drafts of legislative documents, an explanatory guide and a consultation paper to give effect to two
proposals, including to introduce mandatory central clearing for certain interest rate derivatives in
certain currencies from April 2016 (through the release of a draft Ministerial determination, proposed
Treasury amendments to the Corporations Regulations and an ASIC consultation paper).

The proposals would require certain interest rate derivatives traded between internationally-active
dealers in Australian dollars and four global currencies (US dollars, euro, Japanese yen and British
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pounds) to be cleared through a licensed or prescribed clearing and settlement facility. ASIC
consultation paper CP 231 Mandatory central clearing of OTC interest rate derivative transactions (CP
231) set out issues such as the entities which would be subject to the clearing requirements, the cross-
border application of the draft DTRs (clearing) and the transactions and asset classes subject to the
clearing requirements.

e On September 8, 2015, the Treasury announced that the Corporations Amendment (Central Clearing
and Single-Sided Reporting) Regulation 2015 and the Corporations (Derivatives) Amendment
Determination 2015 (No. 1) had been finalised. The Determination formally specifies that clearing
requirements may be imposed on interest rate derivatives denominated in Australian dollars, US dollars,
euro, sterling and Japanese yen.

The Regulation covers aspects relevant to central clearing obligations and single-sided reporting for
Phase 3 reporting entities when certain conditions are met. For central clearing, the regulation sets out
definitions of various types of clearing entities, the list of overseas clearing houses that can be used to
meet the central clearing obligation, and the circumstances under which, and persons for whom,
clearing requirements can and cannot be imposed.

e On October 28, 2015, the RBA released its conclusions paper on potentially requiring the central
clearing of repos in Australia, following an industry consultation. A number of themes emerged from
the consultation, including:

- The commercial viability of a repo CCP, given the small size of the Australian repo market;

- Currently well-managed credit risk within the repo market, given the directional nature of
participants that may limit netting benefits;

- Potential operational benefits of a repo CCP, particularly through straight-through processing,
although it was acknowledged this could also be achieved through increased use of centralised
collateral management services;

- The significant effort undertaken by participants to ensure settlement fails are relatively rare; and

- The need for any repo CCP to have access to a large reserve of securities and liquidity to ensure
smooth default management.

In light of the significant share of repo market transactions that involves the RBA as counterparty, and
the relatively small interdealer market, the RBA noted that the financial stability case for central
clearing of repos in Australia is not likely to be as strong as in some other jurisdictions. While repo
clearing could be a catalyst for other beneficial changes in market infrastructure, some of these benefits
could potentially be pursued by enhancing the existing market infrastructure, even without CCP
clearing. However, should the industry proceed with a proposal for the introduction of such a CCP, the
RBA would stand ready to engage in the debate and consider participation, subject to pre-conditions
around continuity, location and design and terms of access.

e On November 4, 2015, the Regulators released a Report on the Australian OTC Derivatives Market —
November 2015. Based on an assessment of activity and practices in the Australian OTC derivatives
market and overseas developments, the Regulators did not see a case for extending the product scope
of the Australian central clearing mandate at that time. The Regulators noted that they see in-principle
benefits from increased use of trading platforms and will continue to consider the case for promoting
the use of trading platforms, including by introducing a trading mandate. While the Regulators did not
make specific recommendations on a mandatory trading obligation, the Report sets out the details of
how the Regulators will assess the case for introducing trading mandates in the future.
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The Report also noted that Australia intends to implement internationally-agreed margin requirements
and other risk mitigation requirements for non-centrally cleared derivatives in its regulatory regime. In
the first instance, this will be through APRA's prudential standards, given the prominent role of APRA-
regulated institutions in the Australian OTC derivatives market. The Regulators will consider their
approach for non-APRA regulated institutions in 2016.

e On December 14, 2015, ASIC released rules implementing Australia's mandatory central clearing
regime, the ASIC Derivative Transaction Rules (Clearing) 2015. The regime applies to G4 and AUD
OTC interest rate derivatives transacted between dealers and provides the basis for substituted
compliance or sufficient equivalence determinations by foreign regulators. The clearing obligations
commenced in April 2016.

e On March 21, 2016, ISDA and AFMA jointly submitted a request to ASIC for relief from the central
clearing requirement for Pre-Mandate Swaptions.

e On April 5, 2016, ASIC made the ASIC Corporations (Derivative Transaction Clearing Exemption)
Instrument 2016/258, granting relief from the central clearing requirement for Pre-Mandate Swaptions.

3. Trade reporting

e On March 15, 2013, ASIC released Consultation Paper 201 ‘Derivative trade repositories’ (CP 201).
CP 201 set out proposed guidance on the process of applying for an Australian derivative trade
repository (ADTR) license and the information required; the conditions that ASIC may consider
imposing on ADTR licensees; and ASIC’s approach for granting exemptions from all or specified
provisions of the Corporations Act 2001.

e On March 28, 2013, ASIC released Consultation Paper 205 on ‘Derivative transaction reporting’ (CP
205) which in summary proposed the following:

- All Australian entities and foreign subsidiaries (if specified) of an Australian entity would be
subject to the reporting requirements.

- All foreign authorized deposit-taking institutions (ADIs) with a branch located in Australia or a
foreign company registered under Division 2 of Pt. 5B.2 of the Corporations Act 2001 would be
subject to the reporting requirements, but only in respect of transactions booked to the ADI’s
Australian branch or entered into by the Australian office.

- The derivative contracts that would need to be reported are identified by asset classes (credit
derivatives, interest rate derivatives, foreign exchange derivatives, equity derivatives, and
commodity derivatives excluding electricity derivatives). Reporting would apply to futures and
options as well as cleared and uncleared OTC derivatives.

- Reporting would be phased-in by asset class and reporting entity type. Interest rate derivatives and
credit derivatives transactions would be first, followed by foreign exchange derivatives, equity
derivatives and commodity derivatives 6 months later. Phase 1 would consist of major financial
institutions above the threshold (AUD50 billion notional outstanding in OTC derivatives across all
asset classes per legal entity as measured as at September 30, 2013), Phase 2 would consist of major
financial institutions below the threshold and Phase 3 would consist of end users. Phase 1 would
start on December 31, 2013, Phase 2 would start on June 30, 2014 and Phase 3 would start on
December 31, 2014.

- “Two-sided reporting” would apply.
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On June 5, 2013, the Treasury released the Regulation to Facilitate the Operation of Australia’s
Derivatives Trade Reporting Regime. The purpose of the Corporations Amendment (Derivatives
Transactions) Regulation 2013 was to implement measures that temporarily restricted ASIC’s
rulemaking power in relation to end users, and operational measures to ensure the derivatives trade
reporting regime has appropriate regulations governing the enforcement of trade reporting rules and
Regulations for confidential information. An end user is defined as a person who is not an authorized
deposit taking institution, an Australian financial services licensee (and certain foreign person
exempted from requiring a license), and a clearing and settlement facility licensee. The regulation
commenced the day after it was registered. This regulation ceased to have effect on July 28, 2013.

On July 10, 2013, ASIC published its final rules, the ASIC Derivative Transaction Rules (Reporting)
2013. An Australian entity is required to report all OTC derivatives contracts to which it is a party,
regardless of where the contract is entered into. A foreign ADI that has a branch in Australia will need
to report all OTC derivatives contracts that are booked to the profit and loss account of that branch; or
entered into by that branch.

Australian entities registered as a swap dealer (SD) with the CFTC began reporting all asset classes
from October 1, 2013. Australian ADIs, Australian financial services (AFS) licensees, clearing and
settlement (CS) facility licensees, exempt foreign licensees and foreign ADIs, which had a total gross
notional outstanding position of AUD $50 billion as at December 31, 2013, and were not required to
report under Phase 1, began reporting interest rate and credit derivative transactions from April 1, 2014,
with transactions in other asset classes to follow 6 months later. Following the granting of relief by
ASIC, the commencement of phase 3 was split into 2 sub-phases, with phase 3A (for entities holding
AUD 5 billion or more total gross notional outstanding in reportable OTC positions at at June 30, 2014)
commencing on April 13, 2015, with transactions in other asset classes to follow as well as phase 3B
reporting entities (in all asset classes) commencing on October 12, 2015. Position reporting in each
phase commenced 6 months after the date of the commencement of the relevant reporting obligation in
the relevant asset class.

On September 15, 2014, ASIC granted an ADTR licence to DTCC Data Repository (Singapore) Pte
Ltd (DDRS). Phase 1, 2 and 3 reporting entities that are incorporated or formed in Australia were
required to report to a licensed trade repository from October 1, 2014. Foreign reporting entities may
report to trade repositories prescribed under ASIC Prescribed Trade Repositories Determination [15-
0591].

On February 2, 2015, ASIC published a class order setting out an alternative definition of the ‘nexus’
concept (referring to a requirement to report trades ‘entered into in Australia’), which can be used by
phase 2 and 3 reporting entities when reporting. The alternative definition allows reporting entities to
utilize a definition more broadly aligned with other Asia-Pacific jurisdictions, and requires these entities
to ‘tag’ their trades as ASIC-reportable from February 25, with an earliest reporting start date of May
25, depending on the phase and asset class. The class order further requires reporting entities to opt in
to the relief by asset class, and allows for reporting entities to report under the alternative reporting
regime.

On February 9, 2015, ASIC amended its trade reporting rules following industry consultation and
feedback on its consultation paper 221 (CP 221).

The changes include:

- introducing ‘snapshot’ reporting instead of ‘lifecycle’ reporting as a permanent option (but also
allowing for ASIC to determine otherwise in the future),

ISDA Asia-Pacific Regulatory Profiles January 2018


http://isda.informz.net/z/cjUucD9taT0yNDg5Mjc5JnA9MSZ1PTc1NjY0ODI5OCZsaT0xMjk4MjUxOQ/index.html
http://isda.informz.net/z/cjUucD9taT0yNDg5Mjc5JnA9MSZ1PTc1NjY0ODI5OCZsaT0xMjk4MjUxOQ/index.html
http://asic.gov.au/about-asic/media-centre/find-a-media-release/2015-releases/15-023mr-asic-amends-rules-on-trade-reporting-obligations-for-otc-derivatives-following-industry-consultation/

90

- introducing a ‘safe harbour’ from liability for reporting entities using delegated reporting, if certain
conditions are met,

- expanding the abilities of foreign firms to rely on alternative reporting, while also introducing a
requirement for firms to ‘tag’ these trades, and

- making a number of technical changes to the reporting rules, reflecting the proposals in CP 221
and/or feedback received.

ASIC further decided not to proceed with the proposal to require the larger subsidiaries of Australian
ADIs and AFS licensees to report OTC trades, after concluding that the regulatory benefit would not
outweigh the additional compliance cost.

e On May 28, 2015, announcements were made by the Australian Treasury and ASIC about the release
of exposure drafts of legislative documents, an explanatory guide and a consultation paper to give effect
to two proposals, including a proposal to enable single-sided reporting by Phase 3B reporting entities
under the Australian trade reporting regime from October 2015 (through the release of proposed
Treasury amendments to the Corporations Regulations).

The proposals relating to single-sided reporting related to the Australian Government’s announcement
in December 2014 that it would provide relief from the trade reporting requirements by allowing
‘single-sided reporting’ for entities with low levels of OTC derivatives transactions, provided they
conclude the transactions with counterparties that are already required or have agreed to report the trade.
The relief would be implemented by introducing single-sided reporting for Phase 3B entities as defined
in the trade reporting derivative transaction rules made by ASIC. Phase 3B entities as defined in those
rules have less than $5 billion gross notional OTC derivatives positions outstanding, calculated on a
rolling basis.

e On September 8, 2015, the Australian Treasury announced that the Corporations Amendment (Central
Clearing and Single-Sided Reporting) Regulation 2015 and the Corporations (Derivatives) Amendment
Determination 2015 (No. 1) had been finalised. The Regulation covers aspects relevant to central
clearing obligations and single-sided reporting for Phase 3 reporting entities when certain conditions
are met. For single-sided reporting for Phase 3B entities, the regulation sets out the definitions of the
various types of reporting entities, the circumstances under which an exemption from double-sided
reporting is able to be used, the conditions of single-sided reporting, the dates for determining whether
the exemption can continue to be relied upon, and various other provisions in relation to the regime.

e On September 21, 2015, ASIC made the ASIC Corporations (Derivative Transaction Reporting
Exemption) Instrument 2015/844. The Instrument extends relief that already existed under ASIC
Instrument 14/0952.

The changes include:
- Not requiring transactions entered into on certain listed markets to be reported,
- Exempting reporting entities from having to report entity and/or name information,

- Extending relief from reporting identifying information of counterparties, where the counterparty
has not provided express consent or if the reporting entity is prohibited from reporting the
identifying information by foreign privacy restrictions in certain listed jurisdictions,

- Creating new relief from having to report identifying information of certain government entities,
- Extending the relief from being required to provide a universal trade identifier,
- Extending the relief from being required to report collateral information, and
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- Extending the relief from being required to report FX securities conversion transactions.

On October 9, 2015, ASIC announced that it had made an amendment to the existing ASIC Class Order
14/0633, embodied in ASIC Corporations (Derivative Transaction Reporting) Amendment 2015/0925,
which delays the commencement of Phase 3B transaction reporting until 4 December. This would not
prevent Phase 3B reporting entities that were ready for reporting from commencing from an earlier date.

On October 23, 2015, ASIC granted an Australian derivative trade repository licence to Chicago
Mercantile Exchange Inc. (CME) setting out the terms of the ADTR licence and the conditions in which
it is granted. On December 8, 2015, the Australian Derivative Trade Repository Licence (Chicago
Mercantile Exchange Inc.) Variation Notice 2015 No. 1 [15/1131] was published in the Gazette, adding
equity derivatives to the classes of derivatives that CME may provide services for under its ADTR
licence.

On January 29, 2016, ASIC made an amendment to the ASIC Corporations (Derivative Transaction
Reporting Exemption) Instrument 2015/844 to extend the trade identifier reporting relief until 31
January 2017 and to repeal the ASIC Corporations (Amendment) Instrument 2016/0030.

CFR developments and financial market infrastructure

On October 21, 2011, the CFR released a Consultation Paper on ‘Review of Financial Market
Infrastructure Regulation’ that sets out proposals to enhance the supervision of Australia’s critical
financial market infrastructure (FMI).

On March 30, 2012, the Deputy Prime Minister and Treasurer released the CFR Working Group’s letter
of advice on financial market regulation. Key recommendations included: (i) ensuring ASIC and RBA
have appropriate powers to ensure FMIs manage their risk effectively; (iii) ASIC and RBA having
explicit powers to impose location requirements in key areas; and (iii) Australian regulators having the
power to establish oversight arrangements for overseas-based FMIs.

On July 27, 2012, the CFR issued a consultation paper on ‘Ensuring Appropriate Influence for
Australian Regulators over Cross-border Clearing and Settlement Facilities’. This is a supplementary
paper to the October 21, 2011 consultation paper. This provides further clarity on the measures that
could be applied to cross-border CS facilities and how they may be implemented in practice under
current legislative arrangements. The framework will apply to overseas facilities operating in Australia
and to domestic facilities looking to move some of their operations offshore.

The Payments System Board of RBA updated its eligibility requirements for Exchange Settlement
Accounts (ESA) on July 31, 2012. The Board created a specific category of ESA for CCPs and has
developed a policy for use of these accounts that recognizes the important role that access to an ESA
can play in assisting a CCP to manage its liquidity and settlement risks. The policy applies to any CCP
that holds an Australian CS Facility license.

On August 29, 2012, RBA released a Consultation Paper on ‘New Financial Stability Standards’. The
consultation seeks views on a proposal to revoke existing financial stability standards (FSSs) for CCPs
and securities settlement facilities (SSFs) and to determine new FSSs for both CCPs and SSFs. The
proposed FSSs will also implement key elements of the CFR’s framework for ensuring Australian
regulators have appropriate influence over cross-border CS facilities. FSSs will only apply to licensed
CS facilities and only in matters concerning the stability of the Australian financial system.
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e On December 18, 2012, ASIC published its amended regulatory guidance for CS facilities, which takes
into account CPSS-I0SCQO’s “Principles for financial market infrastructures’ (FMI Principles) and the
CFR’s policy. These changes ensure continuing access to Australian-based CS facilities by overseas
participants and also provide an appropriate degree of Australian regulatory influence over foreign-
based CS facilities that wish to offer services in Australia. It clarifies the circumstances under which a
systemically important overseas CS facility with a strong domestic connection may need to hold a
domestic license.

e On February 15, 2013, ASIC and RBA issued a joint statement on implementing the FMI Principles in
Australia.

¢ On May 8, 2013, the Regulators published information on how they will assess the case for a clearing
mandate under the new regulatory framework for the OTC derivatives markets. By mandating central
clearing of products that have been mandated in other jurisdictions, this would increase the likelihood
that the Australian regime will be considered equivalent to relevant overseas jurisdictions.

e OnJuly 17, 2013, the same 3 regulators issued a Report on the Australian OTC Derivatives Market —
July 2013. The regulators recommended that the Government consider a central clearing mandate for
USD, EUR, GBP and JPY denominated interest rate derivatives. The initial focus of such a mandate
should be dealers with significant cross-border activity in these products. At this time, the regulators
do not see a need for mandating North American and European referenced credit derivatives. Before
recommending mandatory central clearing, the regulators will monitor for a further period the
Australian banks’ progress in implementing the appropriate arrangements for Australian dollar
denominated interest rate derivatives. The regulators have not made a specific recommendation
regarding mandatory platform trading obligation at this time.

o The CFR released a consultation paper on February 11, 2015, as part of its review of competition in
clearing Australian cash equities. This follows a similar review of competition in the clearing and
settlement of Australian cash equities in 2012, in which the CFR recommended a two-year moratorium
on competition in the clearing of cash equities, but promised a review after that. With the two-year
period ending in early 2015, the consultation paper sets out the scope of the CFR’s review and the
issues that will be considered. Following the consultation process, the CFR will consider stakeholder
submissions and will advise the government on the findings of its review in due course.

e On March 27, 2015, the CFR released a consultation paper on the licensing regime for overseas CS
facilities. The consultation paper sets out a proposal that aims to provide greater clarity on the
circumstances in which a CS facility must be either licensed in Australia or exempted from the
Australian CS facility licensing regime. It is not expected that the proposed new approach will result in
additional CS facilities being within the scope of Australia's CS facility licensing regime, and the rest
of the Australian CS facility licensing regime will remain unchanged.

o On November 4, 2015, the CFR released its fourth report on the Australian OTC derivatives market.

Having assessed current activity and practices in Australia’s OTC derivatives market, along with
overseas developments, the CFR stated that it does not currently see a case for extending the product
scope of Australia’s central clearing mandate. The CFR stated it sees in-principle benefits from
increased use of trading platforms and will continue to consider the case for promoting their use,
including through the introduction of trading mandates. While the CFR did not set out specific
recommendations, the report outlined the details of how the CFR will assess the case for introducing
trading mandates in the future.
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The report also noted that Australia intends to implement internationally agreed margin requirements
and other risk mitigation requirements for non-centrally cleared derivatives. In the first instance, this
will be through prudential standards from the APRA, given the prominent role of APRA-regulated
institutions in the Australian OTC derivatives market. The CFR will consider its approach for non-
APRA regulated institutions in 2016.

o On October 12, 2016, the CFR released two policy statements setting out Regulatory Expectations for
Conduct in Operating Cash Equity Clearing and Settlement Services in Australia and Minimum
Conditions for Safe and Effective Competition in Cash Equity Clearing in Australia.

The CFR also recommended that the relevant regulators be granted rule-making powers to impose
requirements on ASX's cash equity clearing and settlement (CS) facilities consistent with the
Regulatory Expectations and the Minimum Conditions (Clearing). The relevant regulators would be
empowered to make such rules if the expectations were either not being met or were not delivering the
intended outcomes; and/ or if specific obligations on CS facilities were needed to support the minimum
conditions for safe and effective competition in clearing. Further, the CFR recommended that the
ACCC be granted the power to arbitrate disputes about price and/or non-price terms and conditions of
access to ASX's facilities. The Government has committed to develop and consult on legislative
changes in line with these recommendations.

The Regulatory Expectations cover a range of matters relevant to governance, pricing and access, and
apply to ASX's engagement with, and provision of services to, users of its monopoly cash equity
clearing and settlement services for both ASX-listed and non-ASX-listed securities. The Regulatory
Expectations have been prepared in accordance with a set of core elements outlined in the report, with
some amendments and clarifications primarily to ensure their auditability.

ASX is expected to immediately publicly commit to acting in accordance with the Regulatory
Expectations. ASX is also expected to commit to submitting an annual external audit of its governance,
pricing and access arrangements to the relevant regulators and members of the relevant user governance
arrangements, benchmarked against the Regulatory Expectations. The findings of such audits may be
one input to any decision by the relevant regulators to employ rule-making powers or in an arbitration
determination once the supporting legislative framework is in place. Consistent with the
recommendations of the review, the Minimum Conditions (Clearing) cover the following: (i) adequate
regulatory arrangements; (ii) appropriate safeguards in the settlement process; (iii) access to settlement
infrastructure on non-discriminatory, transparent, fair and reasonable terms; and (iv) appropriate
interoperability arrangements between competing cash equity central counterparties. The Minimum
Conditions (Clearing) clarify that the ASIC and the RBA would not be in a position to recommend the
approval of a licence application from a competing clearing provider until the legislative framework
underpinning the Minimum Conditions (Clearing) was in place and detailed specific requirements
under Minimum Conditions (Clearing) had been developed. The Council of Financial Regulators and
the ACCC expect to review the Minimum Conditions periodically, including in the event of material
changes to the operating environment or market structure for these services, such as the emergence of
a competing settlement facility.

The Minimum Conditions (Clearing) have been developed with reference to the prevailing market
structure in settlement — in which there is a sole provider of settlement services. Recent rapid advances
in technological developments may increase the prospect of competition emerging in this market. The
Council of Financial Regulators and the ACCC will consider the need for specific policy guidance to
be issued in respect of settlement facilities.
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5. ASX

e On October 25, 2012, ASX issued a market discussion paper on ‘Derivatives Account Segregation and
Portability’. The paper sought market feedback on potential changes to the account structures such as
levels of segregation that would meet the regulatory requirements of the Australian regulators as well
as the FMI Principles. For derivatives clearing, the paper considered the appropriate level of client
protection benefits arising from the CCPs holding client margin monies, and whether cash margins
should be held in trust or on the balance sheet of the CCP.

e On February 21, 2013, ASX released a consultation paper on the Draft Operating Rules for its central
counterparty clearing services for OTC interest rate derivatives (OTC Clearing Services). ASX would
introduce OTC Clearing Services in phases. Phase 1 would be dealer-to-dealer clearing for AUD IRS
and OIS, and would be available from July 1, 2013. The consultation paper also stated the product
coverage may be extended to include AUD FRAs in Q3 2013. Phase 2 would introduce client clearing
and extend product coverage to include NZD IRS, OIS and FRAs.

e On May 1, 2013, ASX released its response to the above consultation paper including, among others:

- ASX will maintain a single default fund, however, ASX will formally review its default fund
structure in consultation with the Risk Committee annually;

- The symmetry between the Futures and OTC Commitments will be increased by reducing the
Futures Clearing Participants Commitments from AUD$120 million to AUD$100 million, in-line
with the OTC Clearing Participants Commitments. ASX group would inject a further AUD 20
million, increasing the “first loss” tranche in the default waterfall to AUD 120 million. All
Secondary Commitments would be removed for Futures Clearing Participants.

e On August 28, 2013, ASX released a consultation paper on the Draft Operating Rules for the ASX 24
Exchange Traded Derivatives and OTC Interest Rate Derivatives Client Clearing Service (the
Consultation Paper). This was the first of two consultation papers in which ASX sought stakeholders’
input on the draft Operating Rules for its Client Clearing Service for ASX 24 Exchange Traded
Derivatives and OTC Interest Rate Derivatives. Certain points of the paper are set out below:

- ASX plans to initially offer 2 different “client account” types: Omnibus Account and Individual
Client Account (ICA). A Clearing Participant (CP) may choose whether to offer their clients one
account type or both. The ICA structure is modeled on, but is not the same, as ‘LSOC without
excess’. ASX planned to offer these two client account structures by March 31, 2014.

- For an Omnibus Account, a client’s positions and collateral are held in a single client account of
the CP and ASX calculates IM on the net position in that account. In the event of a CP’s default,
the IM calculated will be protected from losses on the defaulting CP’s house positions and on
positions in other client accounts, but it will not be protected from losses of other Clients in the
Omnibus Account.

- For Individual clients account ‘without excess’, a client’s positions are segregated from those of
other Clients and IM is calculated on the basis of the Client’s positions exclusively. The aim is to
allow ASX to port clients’ positions and associated IM in the event of a CP’s default. If the client’s
position is not ported, ASX will close out the positions and return the associated IM to the client
directly, less any losses, costs and expenses attributable to closing out the positions. Collateral is
not segregated at the ICA level and therefore collateral held by the clearing house in excess of the
IM requirement with respect to the client’s position cannot be ported with the positions and
associated IM.
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Client positions will be netted within each Omnibus Account or ICA for the purposes of calculating
the IM requirement with respect to the account. Collateral will be posted to ASX as margin by CP
and not by clients directly. As the CP will post collateral to ASX in respect of a single IM obligation
for all client accounts maintained by them, ASX will not be able to determine which non-cash
collateral (if any) came from which client. Upon a CP default, ASX will liquidate any non-cash
collateral in order to realize the IM requirement calculated by ASX in respect of each client account.
The cash value of IM that ASX ports or returns in respect of each client account will not include
any portion of the value of excess collateral. Excess collateral may be used by ASX to offset the
losses incurred upon close-out or termination of positions in any client account and any shortfalls
in the liquidated value of non-cash/ cross-currency collateral as a consequence of insufficient
collateral haircuts. Under ASX’s account structure, end-of-day payments to and from each CP’s
Client Clearing Account are netted to a single flow per currency per day. This means each CP has
only one client collateral account with ASX, irrespective of how many Omnibus and ICA it has.

On October 17, 2013, ASX released its second consultation paper on the Draft Operating Rules for the
ASX 24 Exchange Traded Derivatives and OTC Interest Rate Derivatives Client Clearing Service. This
was the second consultation paper in which ASX sought stakeholders’ input on the draft Operating
Rules.

Highlights include:

This Consultation Paper focused exclusively on the default of Clearing Participants. There were no
changes proposed in the paper for the default of Clients that was published in the first Consultation
Paper.

The Default Portfolio will comprise all OTC and portfolio-margined ETD transactions of the
defaulting OTC Clearing Participant in its own name (“House” transactions) and Client transactions
that have not been ported successfully within the porting window, and hedging transactions entered
into by ASX following the default. ASX reserves the right to sell/auction the Default Portfolio
either as one or more lots comprising either or both House and Client transactions according to the
Default Management Process. In the event of multiple contemporaneous or near-contemporaneous
defaults, ASX may further combine into a single Default Portfolio House and non-ported Client
transactions of multiple defaulting OTC Clearing Participants.

If terminated open contracts in a default management process relate to both house and client
positions of a defaulted OTC participant or the OTC positions of more than one defaulted OTC
participant, then ASX Clear (Futures) may combine any such terminated open contracts such that
they are treated as part of one or more portfolios at any time after the commencement of the default
management process; and allocate any loss in conjunction with that default management process
between the relevant defaulted OTC participants and between the house accounts, client accounts
and client sub-accounts of the relevant defaulted OTC participant (a Relevant Account). This will
be done as of the time of combination of such Terminated Open Contracts and will be conducted
by allocating any losses to each Relevant Account proportionately to its relative risk as determined
by ASX Clear (Futures) using the value of IM calculated with respect to each Relevant Account;
and if the Relevant Account is a client sub-account, the loss will be deducted from the guaranteed
IM value of that client sub-account.

ASX Clear (Futures) will establish default management groups (DMG) in respect of each OTC
transaction type for the purposes of advising and assisting ASX Clear (Futures) for all DMG matters.

On July 14, 2014, ASX issued a consultation paper to seek input on enhancing account structures for
client clearing in both ASX 24 exchange traded derivatives (ASX 24 ETD) and OTC interest rate
derivatives — the first of 2 planned consultation papers for client clearing accounts. This paper provided
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some background to possible enhancements to account structures in order to determine the level of
collateral protection favored by stakeholders. Based on feedback from this first consultation paper, a
second consultation paper would be released in Q4 2014, presenting ASX’s proposed solution for an
enhanced account structure and its supporting rules framework. The consultation paper proposed the
following account structures:

- Individual Client Account (ICA) with Excess — Value Attribution (applies to cash and non-cash
collateral)

- ICA with Excess - Asset Attribution (applies to non-cash collateral)
- Full Asset Segregation (applies to cash and non-cash collateral)

e On October 2, 2014, ASX issued a consultation paper on CCP recovery, which considered uncovered
loss allocation and replenishment tools for CP default. The paper set out proposals to enhance the crisis
management capabilities of ASX’s CCPs, including how to address credit losses or liquidity shortfalls
and how to replenish the default fund in the event of a CP default.

Some of the new recovery tools in the ASX Clear (Futures) recovery proposal are:
- Emergency assessments

- Variation margins gains haircutting

- Partial termination (this is an existing tool; to be amended)

- Complete termination

- Mandatory replenishment

e On December 15, 2014, ASX issued a consultation paper “Enhanced Derivatives Account Segregation
and Portability”, which sought stakeholders’ input on enhancements to ASX’s client clearing account
structures that will offer derivatives clients the choice of increased collateral protection. ASX sought
feedback on the proposed amendments to the operating rules of ASX CCPs, ASX Clear and ASX Clear
(Futures), which will enable excess customer collateral for derivatives to be held directly with the ASX
CCPs and attributed to an ICA. Introduction of the enhancements is to comply with regulatory
guidance from the RBA so that ASX CCPs can gain recognition in the EU.

e OnJune 3, 2015, the CFTC published a request for public comment on a petition by ASX Clear (Futures)
Pty Limited for exemption from registration as a derivatives clearing organisation (DCO).

The CFTC was considering for the first time a petition for exemption from registration pursuant to its
authority under section 5b(h) of the Commodity Exchange Act, which permits the CFTC to exempt a
clearing organisation from DCO registration for the clearing of swaps to the extent that the CFTC
determines that such clearing organisation is subject to comparable, comprehensive supervision by
appropriate government authorities in the clearing organisation’s home country.

e On August 18, 2015, the CFTC issued an order of exemption from registration as a DCO to ASX Clear
(Futures) Pty Limited (ASX). The order was the first issued by the CFTC based on its authority under
Section 5b(h) of the Commaodity Exchange Act.

ASX is able to clear proprietary swap positions for its US clearing members, subject to the terms and
conditions of the order, which include the reporting of daily information to the CFTC, a requirement to
only clear proprietary positions of US clearing persons, open access, the appointment of a US agent,
consent to jurisdiction of the US, inspection of books and records, observance of the CPMI-IOSCO
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Principles for Financial Market Infrastructures, and record-keeping and reporting requirements, among
other things.

e On September 10, 2015, RBA released its annual assessment of ASX’s four licenced clearing and
settlement facilities, including ASX Clear Pty Limited, ASX Clear (Futures) Pty Limited, ASX
Settlement Pty Limited and Austraclear Limited, for the year ended June 30, 2015. The principal focus
was the progress made in meeting the recommendations and regulatory priorities identified by the RBA
in its 2013/14 assessment. These included recommendations related to CCP model validation — and, in
particular, the validation of stress-testing models — and recovery planning across all four facilities.

RBA also stated that all four facilities had made substantial progress in addressing the regulatory
priorities identified in its 2014/15 assessment. Many of these priorities have been fully addressed. As a
result, the RBA noted that the four facilities have either observed or broadly observed all relevant
requirements under Australia’s Financial Stability Standards. The facilities have therefore conducted
their affairs in a way that causes or promotes overall stability in the Australian financial system, the
RBA said.

Nevertheless, the assessment made further recommendations on model validation and stress testing,
recovery planning, treasury investment policy and cyber resilience.

o On December 4, 2015, the ASX published a consultation paper on exposure draft rules for the interim
replenishment of default funds. The paper sought feedback on ASX CCP recovery rules to facilitate the
rapid replenishment of the default funds of ASX Clear and ASX Clear (Futures) if they are depleted as
a result of a participant default loss. The proposed changes included:

- ASX CCPs must replenish to a minimum fund size of A$100 million (ASX Clear (Futures)) or
A$37.5 million (ASX Clear) as soon as practicable after completion of the default management
process, including the next business day when that would be reasonably practicable;

- ASX CCPs (through funding sourced by the ASX Group) will provide the initial interim
contribution to replenish the default fund of up to A$100 million (ASX Clear (Futures)) or A$37.5
million (ASX Clear); and

- ASX CCPs have discretion to call for participants to make interim contributions up to a further
A$100 million (ASX Clear (Futures)) or A$37.5 million (ASX Clear) to the default fund during
the default period.

- These changes primarily affect the timing of replenishment of mutualised contributions, rather than
the amount that is required to be ultimately replenished. As under the current recovery rules, the
default fund would be fully replenished up to A$400 million for ASX Clear (Futures) or A$150
million for ASX Clear after the default period has ended. ASX would continue to rely on additional
margin calls where necessary to ensure it maintains the required level of financial cover during the
remainder of the default period.

e On August 15, 2016, the ASX published a consultation paper on OTC Rule and Handbook
Amendments. The consultation paper proposed to expand the OTC product coverage of the OTC
Clearing Service to include:

- New OTC Interest Rate Derivatives products — Asset Swaps and BBSW vs AONIA Basis Swaps;
- extended maturities for existing OTC Interest Rate Derivatives products; and

- Whether ASX should amend its OTC Rules to confirm that OTC Open Contracts are ‘settled to
market’ rather than “collateralised to market’ by variation margin payments.

- ASX also proposed to make a number of miscellaneous OTC Rule and Handbook amendments.

ISDA Asia-Pacific Regulatory Profiles January 2018



98

6. Legislative changes

e OnJuly 1, 2011, the Treasury released a Consultation Paper on the Exposure Draft — Financial Sector
Legislation Amendment (Close-out Netting Contracts) Bill 2011 (2011 Bill). The 2011 Bill sought to
strike the right balance between ensuring market confidence in the enforceability of close-out netting
contracts and protecting depositors and insurance holders by imposing a short stay before close-out
netting rights can be enforced. The 2011 Bill addressed the inconsistency related to close-out netting
contracts between the Banking Act, the Insurance Act and the Life Insurance Act on the one hand and
the Payment Systems and Netting Act 1998 (PSN Act) on the other hand that was introduced when the
former Acts were amended in 2008.

e On March 20, 2013, the Corporations and Financial Sector Legislation Amendment Bill 2013 (2013
Bill) was introduced in Parliament. The 2013 Bill amended a number of statutes, in particular, the PSN
Act. The amendments to the PSN Act clarified that porting of positions, including associated collateral,
in the case of a default or insolvency of a CCP participant is allowed, regardless of provisions in other
legislation including the Corporations Act 2001. The proposed amendments to the PSN Act also
clarified that a CCP may enforce security that it holds over any type of assets of a defaulting participant.

e On December 20, 2013, the Treasurer announced the final terms of reference for the Financial System
Inquiry (FSI). The FSI was charged with examining how the financial system may be positioned to
best meet Australia’s evolving needs and support Australia’s economic growth. By way of background,
the FSI was the first major inquiry into Australia’s financial system since the Wallis Report in
1997. The FSI’s terms of reference were wide in scope and encompassed a wide range of financial
activities. The FSI accepted submissions on the issues raised in the terms of reference until March 31,
2014.

e InJuly 2014, FSI released an Interim Report. The aim of this Interim Report was to elicit comments
from interested stakeholders to inform the Final Report to the Treasurer. The report set out the
Committee’s views on the objectives of the financial system and discusses the financial system from
nine perspectives. For each of these observations, it set out a range of options for change, including the
option of no change.

e On October 20, 2015, the Australian Government issued its response to the FSI. The FSI delivered its
final report to the government on November 28, 2014. A period of consultation had followed the release
of the final report. In its response, the Government sets out an agenda to:

- strengthen the resilience of the financial system;

- improve the efficiency of the superannuation system;

- stimulate innovation in the financial system;

- support consumers of financial products being treated fairly; and
- strengthen regulator capabilities and accountability.

Among the Government actions proposed in the response:

- With respect to the recommendation to ensure Australia’s participation in international derivatives
markets, the Government will develop legislative amendments in the second half of 2015 to clarify
domestic regulation to support globally coordinated policy efforts and facilitate the ongoing
participation of Australian entities in international capital markets.
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- The Government also states that it will develop legislative amendments to improve protections for
client monies held in relation to derivatives. These are intended to ensure that investors’ monies
are adequately protected when held by intermediaries. The Government also intends to develop
legislative amendments to the definition of a basic deposit product in the Corporations Act 2001.

e The FSI final report was released on December 7, 2014 and FSI has now concluded. FSI made 44
recommendations relating to the Australian financial system, including (but not limited to):

- Resilience: Strengthen policy settings that lower the probability of failure, including setting
Australian bank capital ratios such that they are unquestionably strong by being in the top quartile
of internationally active banks; and reduce the costs of failure, including by ensuring ADIs maintain
sufficient loss absorbing and recapitalisation capacity to allow effective resolution with limited risk
to taxpayer funds — in line with international practice

- Regulatory System: Improve the accountability framework governing Australia’s financial sector
regulators by establishing a new Financial Regulator Assessment Board to review their
performance annually; Ensure Australia’s regulators have the funding, skills and regulatory tools
to deliver their mandates effectively; Rebalance the regulatory focus towards competition by
including an explicit requirement to consider competition in ASIC’s mandate and conduct three-
yearly external reviews of the state of competition; Improve the process for implementing new
financial regulations; and Introduce an industry funding model for ASIC and provide ASIC with
stronger regulatory tools.

- Capitalisation: Implement a framework for minimum loss absorbing and recapitalisation capacity
in line with emerging international practice, sufficient to facilitate the orderly resolution of
Australian authorised deposit-taking institutions and minimise taxpayer support; Develop a
reporting template for Australian authorised deposit-taking institution capital ratios that is
transparent against the minimum Basel capital framework; and Introduce a leverage ratio that acts
as a backstop to authorised deposit-taking institutions’ risk-weighted capital positions.

e On May 4, 2016, the Financial System Legislation Amendment (Resilience and Collateral Protection)
Bill 2016 was passed by the Australian senate. The Bill enables to entities to provide margin and access
international clearing houses. This follows recent legislative work on payment systems and netting and
protection of client money.

o The Bill addresses the legal impediments which restrict certain Australian entities from providing
margin consistent with international principles. This stemmed from the need to provide initial margin
by way of security and not absolute transfer which is commonly used in Australia. Certain provisions
in the Banking Act, the Corporations Act and the Property Securities Act were amended to remove
these impediments. The Payment Systems and Netting Act, include changes, which, among others,
extend the current protection of close-out netting to the enforcement of security over obligations under
those contracts. Clarity was also provided with respect to close-out netting and the question of stays.
Further, the Bill proposed reforms and changes to the approved real time gross settlement systems,
approved multilateral betting arrangements and netting markets.

7. Resolution regime

e On September 12, 2012, the Treasury released a consultation paper on ‘Strengthening APRA’s crisis
management powers’ to set out a range of options on, among others, strengthening APRA’s crisis
management powers in relation to ADIs, superannuation entities and general and life insurers and
simplifying APRA’s regulatory powers across the various statutes it administers in the banking,
insurance, and superannuation sectors, given that many firms operate across sectors.
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e On February 20, 2015, the Treasury released a consultation paper on the Resolution Regime for FMIs
for public comment. Some of the proposals included:

- Institutional scope: proposed to cover all CS facilities incorporated in Australia and holding a
domestic CS facility licence, and all trade repositories incorporated and licensed in Australia and
are identified as being systemically important in Australia. Some of the legislative proposals
extended to financial markets that are incorporated in Australia and holding a domestic market
licence. The institutional scope of the paper did not extend to overseas-based FMIs. Instead, the
paper proposed that Australian authorities should have the capacity to take limited action in support
of resolution actions by overseas authorities in respect of overseas-based FMIs and financial
markets that are licensed to operate in Australia.

- Resolution powers: (i) statutory management; (ii) moratorium on payments to general creditors;
(iii) transfer of operations to a third-party or bridge institution; and (iv) temporary stay on early
termination rights.

- Matters relating to the funding of resolution actions.

- Direction powers: enhancements to the direction powers of the regulators and resolution authorities,
primarily for the purpose of supporting the successful implementation of recovery and resolution
actions. They would introduce a streamlined process for the timely issuance of directions, and also
strengthen the sanctions for a failure to comply, including criminal sanctions.

8. Basel Il reforms

e On August 10, 2012, APRA released a discussion and consultation paper on implementing the Basel
111 counterparty credit risk capital reforms, intending to apply this to ADIs, subsidiaries of foreign banks
and clearing members of a CCP. APRA’s proposals for counterparty credit risk included, among others,
the introduction of the Credit Valuation Adjustment (CVA) risk capital charge.

o In September 2012, APRA released a final set of prudential standards and reporting standards that give
effect to Basel 11l capital reforms in Australia. Some key reforms to apply to ADIs included, among
others, the introduction of a new definition of regulatory capital under which common equity is the
predominant form of Tier 1 capital.

e On May 6, 2013, APRA released a second consultation package, including draft Prudential Standards
APS 210 Liquidity (APS 210), a draft Prudential Practice Guide APG 210 Liquidity (APG 210) and a
discussion paper on Implementing Basel Il Liquidity Reforms in Australia (Discussion paper). The
consultation package outlined APRA’s proposed amendments to its 2011 proposals on the
implementation of the LCR in Australia and addressed the main issues raised in submissions, dialogue
with the industry and other interested parties.

APRA did not make any amendments to its proposed implementation of the NSFR but would ensure
that concerns raised in the submissions for the NSFR would be fed to the Basel Committee.

APRA issued its final Basel Il liquidity reforms in 2013. The new prudential standards became

effective on January 1, 2014. The LCR commenced on January 1, 2015 and NSFR requirements will
commence on January 1, 2018.
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The changes to the LCR announced in the Basel Il1 liquidity reforms allowed national authorities to
have discretion to include certain additional assets in the new Level 2B category of high-quality liquid
assets (HQLA). These assets are:

- residential mortgage-backed securities (RMBS) with a long-term credit rating of AA or higher;
- corporate debt securities with long-term credit rating between A+ and BBB-; and
- certain listed non-financial equities.

APRA proposed not to exercise this discretion, hence, the definition of HQLA remains unchanged.
However, some debt securities included in the definition of Level 2A and level 2B assets are repo-
eligible with the RBA for normal market conditions and are eligible collateral for the Committed
Liquidity Facility (CLF).

e On August 8, 2013, APRA released a note for ADIs with further details on its approach to the
implementation of the Basel 111 liquidity framework, in particular the CLF. Due to the relatively short
supply of Australian-dollar HQLA, the RBA will allow “scenario analysis” ADIs to establish a secured
CLF sufficient to cover any shortfall between the ADI’s holdings of HQLA and the requirement to
meet the LCR. The note provided details on APRA’s role in determining the appropriate size of the
CLF for each scenario analysis ADI. The main steps are:

- ADIs will be required to apply for inclusion of a CLF for LCR calculation purposes on an annual
basis;

- ADIs will be required to demonstrate they have taken “all reasonable steps” towards meeting their
LCR requirements through their own balance sheet management, before relying on the CLF;

- ADIs must meet relevant qualitative and quantitative liquidity requirements, including having in
place a statement of the Board’s tolerance for liquidity risk, a robust liquidity transfer pricing
mechanism, appropriate remuneration arrangements for those executives responsible for the ADI’s
funding plan and liquidity management.

e On April 15, 2014, APRA released a letter to inform mutually owned ADIs that they will be able to
issue Additional Tier 1 capital (AT1) and Tier 2 capital (T2) instruments that provide for conversion
into mutual equity interests in the event that the loss absorption or non-viability provisions in these
instruments are triggered. Mutual equity interests that result in such a conversion will qualify to be
included in common equity Tier 1 (CET1) capital if they comply with the relevant provisions of APS
111. The final form of APS 111 is now available.

e On May 8, 2015, APRA released a response to submissions and final versions of Prudential Standard
APS 110 Capital Adequacy (APS 110) and Prudential Standard APS 330 Public Disclosure (APS 330),
which incorporated new disclosure requirements for authorised deposit-taking institutions. These
requirements took effect from July 1, 2015, and relate to the leverage ratio, the liquidity coverage ratio
and the identification of globally systemically-important banks. These requirements were based on
revisions to the Basel Committee on Banking Supervision’s disclosure framework, which aims to
improve the comparability of banking institutions’ risk profiles and facilitate market discipline by
providing consistent information about key risk metrics to market participants and other interested
parties.

e OnJuly 13, 2015, APRA released the results of a study comparing the capital position of Australia’s
major banks against a group of international banking peers. The study was conducted by APRA in
response to Recommendation 1 of the FSI. The FSI recommended that APRA should “set capital
standards such that Australian authorised deposit-taking institution capital ratios are unquestionably
strong”.
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In its final report, the FSI suggested banks should have capital ratios that position them in the top
quartile of internationally-active banks in order for them to be regarded as ‘unquestionably strong’.
APRA’s study, which adjusts for differences in measurement methodology across jurisdictions and
uses a number of different measures of capital strength, found that the Australian major banks are well-
capitalised, but not in the top quartile of international peers.

The results of the study would inform, but would not ultimately determine, APRA’s approach for
setting ‘unquestionably strong’ capital adequacy requirements. APRA regards the top quartile
positioning as a useful indicator of the strength of the Australian framework, but does not intend to
tightly tie Australian requirements to a benchmark based on the capital adequacy ratios of international
banks.

A final response to the determination of ‘unguestionably strong’ capital standards would require further
consideration by APRA, taking into account the results of this study, changes arising from the Basel
Committee on Banking Supervision’s current review of the global capital adequacy framework, and
the extent of further strengthening in the capital ratios of peer international banks. Taking all of these
factors into account, APRA’s current judgement is that the major banks would need to increase their
capital adequacy ratios by at least 200 basis points, relative to their position in June 2014, to be
comfortably positioned in the top quartile of their international peers over the medium- to long-term.

e On October 6, 2015, APRA released the results of its secured CLF. APRA implemented the LCR on
January 1, 2015 to ensure that ADIs have sufficient HQLA to survive a stress scenario lasting for 30
days. The CLF will be sufficient in size to cover any shortfall between the ADI’s holdings of HQLA
and the requirement to hold such assets under the LCR. ADIs will be required to demonstrate that they
have taken ‘all reasonable steps’ towards meeting their LCR requirements through balance sheet
management, before relying on the CLF. Each LCR ADI that requested a CLF was also required to
submit a three-year funding plan to APRA that included, amongst other things, a projection of
Australian dollar net cash outflows over the CLF approval period.

All locally-incorporated LCR ADIs were invited to apply for a CLF to take effect on January 1, 2016.
Thirteen ADIs applied for CLFs totalling approximately $272 billion. Following APRA’s assessment
of the applications, the aggregate Australian dollar net cash outflow of the 13 ADIs projected for end-
2016 was approximately $402 billion. The RBA determined that the amount of Australian Government
Securities and securities issued by state and territory governments that could reasonably be held by
locally-incorporated LCR ADIs in 2016 was $195 billion. On this basis, the CLF was determined to be
approximately $207 billion and the total CLF granted (including buffers over 100%) was approximately
$245 billion.

e On March 31, 2016, APRA released a consultation on its proposed implementation of the Net Stable
Funding Ratio (NSFR), proposed to come into effect from 1 January 2018. The discussion paper also
proposed options for the future operation of a liquid assets requirement for foreign ADlISs, i.e. foreign
bank branches, in Australia.

APRA proposed that the NSFR will only be applied to larger, more complex ADIs. APRA stated that
it sees limited value in applying the new standard to smaller ADIs with balance sheets that comprise
predominantly mortgage lending portfolios funded by retail deposits.

The discussion paper also sets out proposals for the future application of a liquid assets requirement for

foreign bank branches that are currently subject to a concessionary 40 per cent LCR requirement. APRA
consulted on two options: (i) the continuation of the existing regime or (ii) replacing the existing regime
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with a simple metric that would require foreign bank branches to hold specified liquid assets equal to
at least nine per cent of external liabilities.

Submissions on the proposals in the discussion paper are due by 31 May 2016. APRA announced that
it intends to release a draft revised prudential standard, and an associated prudential practice guide, for
consultation later in 2016. This will be followed by revised draft reporting requirements during the
second half of 2016.

e On July 14, 2016, APRA announced that it has reviewed the range of assets that qualify for the
liquidity coverage ratio (LCR) for some authorised deposit-taking institutions (ADIs), and reconfirmed
existing arrangements with an addition to eligible Level 1 assets.

Since January 1, 2015, ADIs subject to the LCR requirement have been required to hold a stock of high
quality liquid assets (HQLA) sufficient to survive a severe liquidity stress scenario lasting 30 days.
There are two categories of assets that can be included in this stock:

- Level 1 assets - limited to cash, central bank reserves and highest quality sovereign or quasi
sovereign marketable instruments that are of undoubted liquidity, even during stressed market
conditions. APRA has reconfirmed the existing definition, which is that the only assets that qualify
as Level 1 assets are cash, balances held with the Reserve Bank of Australia, and Australian
Government and semi government securities.

- Level 2 assets (which can comprise no more than 40 per cent of the total stock) - limited to certain
other sovereign or quasi sovereign marketable instruments, as well as certain types of corporate
bonds and covered bonds, that also have a proven record as a reliable source of liquidity even during
stressed market conditions. APRA has reconfirmed the existing definition, which is that there are
no assets that qualify as Level 2 assets.

However, for the purposes of the LCR requirement, Australian government securities now include debt
securities of the Export Finance and Insurance Corporation (EFIC). The debt securities of EFIC are
high-quality marketable instruments that have a full guarantee by the Commonwealth of Australia.

The treatment of Level 1 and Level 2 assets for the purposes of the LCR requirement does not affect
the set of instruments that the Reserve Bank of Australia (RBA) will accept as qualifying collateral for
its committed secured liquidity facility. Qualifying collateral will comprise all assets eligible for
repurchase transactions with the RBA under normal market conditions.

e On August 5, 2016, APRA reaffirmed its objective, announced in 2015, to raise Australian residential
mortgage risk weights applied by banks using internal models to an average of at least 25%.

In July 2015, APRA adjusted the risk-weight calculation used by authorised deposit-taking institutions
(ADIs) accredited to use the internal ratings-based (IRB) approach to credit risk. The average risk
weight on Australian residential mortgage exposures was to be increased from approximately 16% to
an average of at least 25%, measured across all IRB ADIs and effective from July 1, 2016.

Subsequent to the announcement in July 2015, APRA has also required IRB ADIs to make a range of
other changes to their models as part of its routine supervisory processes, with a view to improving
their comparability, reliability and risk sensitivity. The impact of these changes, when combined with
the adjustment proposed in July 2015, would have been an average risk weight that was well in excess
of the 25% targeted by APRA in its original announcement.
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APRA has therefore advised the relevant ADIs that it will recalibrate the adjustment advised in July
2015 to ensure the original target of an average risk weight for Australian residential mortgages of at
least 25% is achieved, while not significantly exceeding this target. In doing so, APRA has taken into
account modelling changes that have been instituted, as well as some that are to be completed over the
coming quarters. This adjustment to mortgage risk weights remains an interim measure, pending the
outcome of the deliberations of the Basel Committee on Banking Supervision to finalise reforms to the
capital adequacy framework, and APRA’s subsequent consideration of how those reforms should be
applied in Australia.

e On September 29, 2016, APRA released a paper setting out its response to issues raised in submissions
to a discussion paper on Basel 111’s net stable funding ratio (NSFR) and the liquid assets requirement
for foreign authorised deposit-taking institutions (ADIs). APRA also released draft revised prudential
standards that incorporate the NSFR requirements for ADIs and other changes.

The March discussion paper also set out proposals for the future application of a liquid assets
requirement for foreign ADIs (i.e. foreign bank branches). Foreign ADIs are currently subject to a
minimum LCR requirement of 40 per cent; the discussion paper proposed an alternative approach.
Submissions on this matter raised a number of issues that suggested the alternative to the 40 per cent
LCR would not be as simple as APRA intended, or necessarily lend itself to a one-size-fits-all approach.
APRA is therefore proposing to retain the 40 per cent LCR as the default liquid assets requirement for
foreign ADIs, but allow foreign ADIs with simpler business activities to apply to use the alternative
approach.

Written submissions on the proposals were due by October 28. APRA expects to release its final
position on the introduction on the NSFR in late 2016. APRA will shortly consult on revised reporting
requirements for ADISs related to the introduction of the NSFR and other amendments. APRA’s current
intention is for the NSFR to come into effect from January 1, 2018, in line with the internationally
agreed timetable.

e On September 30, 2016, APRA sent a letter to all ADIs releasing aggregate results on the committed
liquidity facility (CLF) established between the Reserve Bank of Australia (RBA) and certain locally
incorporated ADIs that are subject to the liquidity coverage ratio (LCR). APRA implemented the LCR
on January 1, 2015.

The CLF is intended to be sufficient in size to compensate for the lack of sufficient high-quality liquid
assets (mainly Australian government and semi-government securities) in Australia for ADIs to meet
their LCR requirements. All locally incorporated LCR ADIs were invited to apply for a CLF amount
to take effect on January 1, 2017. Fourteen ADIs chose to apply. Following APRA’s assessment of the
applications, the aggregate Australian dollar net cash outflow of the 14 ADIs projected for end-2017
under the stress scenario was calculated as approximately $400 billion. The total CLF amount allocated
for 2017 (including an allowance for buffers over the minimum 100% requirement) is approximately
$223 billion.

Since the formal implementation of the LCR in 2015, the total CLF has decreased each year. The
decreases have been primarily driven by the increased availability of Australian government securities
and semi-government securities able to be held as high-quality liquid assets.

e On November 10, 2016, APRA released the final revised prudential securitisation standard,
accompanied by a draft revised prudential practice guide on the subject. The final revised standard
reflects APRA’s implementation of the Basel 111 securitisation framework, and will take effect from
January 1, 2018.
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APRA invites written submissions on the draft revised prudential practice guide by December 20, 2016.
In the coming months, APRA will separately consult on revised reporting requirements for
securitisation that would take effect at the same time as the revised prudential standard.

o On November 16, 2016, APRA published a response to submissions received on its January 6, 2016
discussion paper outlining proposed changes to APRA’s Quarterly Authorised Deposit-taking
Institutions Performance (QADIP) publication.

APRA proposed to expand the statistics published in the QADIP to include relevant information on the
liquidity of ADIs, introduce liquidity statistics for banks and expand the liquidity statistics published
for credit unions and building societies. The feedback received and APRA’s response focuses on the
following main areas:

- Alignment of statistics to public disclosure requirements;
- Confidentiality of additional liquidity statistics; and
- Publication of mutual ADIs segment

On the basis that submissions were broadly supportive of the proposal to publish additional liquidity
statistics, APRA will incorporate the expanded liquidity statistics for the September 2016 edition of
QADIP, to be released November 29, 2016. These expanded statistics will promote understanding of
the ADI industry and provide users of APRA’s statistics with additional information to make well-
informed decisions. APRA will also release an explanatory note that explains how the liquidity
statistics should be interpreted and used.

e  On December 20, 2016, the Australian Prudential Regulation Authority (APRA) released the final
revised Prudential Standard APS 210 Liquidity (APS 210) and Prudential Practice Guide APG 210
Liquidity (APG 210), which incorporate the net stable funding ratio (NSFR) requirements for some
authorised deposit-taking institutions (ADISs).

APRA will retain the 40% LCR as the default liquid assets requirement for foreign ADIs, but allow
foreign ADIs with simpler business activities to apply to use the alternative minimum liquidity
holdings approach.

The new APS 210 will commence on January 1, 2018, while the new APG 210 replaces the existing
APG 210 immediately.

9. APRA - Prudential Standards

o APRA will determine whether an ADI is classified as a LCR ADI or an ADI subject to the Minimum
Liquidity Holdings (MLH) regime for liquidity by taking into account the ADI’s size and complexity
with respect to the liquidity risk. An LCR ADI must undertake scenario analysis of domestic and foreign
currency liquidity and must complete the following scenarios:

- the Liquidity Coverage Ratio (from January 1, 2015);
- the “name crisis” scenario (until December 2014); and
- the “going concern” scenario.

An MLH ADI will be required to maintain a minimum holding of 9% of its liabilities in specified liquid
assets. An MLH ADI is also required to complete the going concern scenario liquid assets.
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In January 2014, APRA released its final cross-industry Prudential Standard CPS 220 Risk
Management (CPS 220) and a consultation draft Prudential Practice Guide CPD 220 Risk Management
(CPG 220). On May 8, APRA published a letter outlining responses to several key issues raised during
the consultation period — in particular, APRA’s use of the word ‘ensure’ in the prudential standard, the
three lines of defence model and the concept of materiality for the risk management declaration.
Accordingly, and notwithstanding that CPS 220 was finalised in January, APRA issued a letter on
October 7 to all ADIs, general insurers and life companies to propose further amendments to CPS 220
and CPG 220. For CPS 220, APRA sought feedback on the proposed refinements and whether they
give rise to any fundamental concerns. CPS 220 and CPG 220 came into effect on January 1, 2015.

On September 1, 2014, APRA released for consultation an amended APS 210 Liquidity and amended
reporting instructions, relating to the LCR. Some of the proposed amendments are:

- A proposed amendment to the definition of expected derivatives cash inflows and cash outflows
that may be shown on a net basis, and clarifications regarding the reporting instructions relating to
this matter. This affects all ADIs classified as ‘LCR ADIs’.

- Asthe process of assessing applications for a CLF from the RBA has raised a number of challenges
in applying the LCR to foreign bank branches in the current form, APRA plans to reassess the
nature of, and rationale underlying its application of, liquid asset requirements to foreign bank
branches in Australia. APRA intends to publish a consultation on this topic in 2015.

- Inthe interim, APRA proposes to apply an LCR with a 15-calendar-day time horizon to branches
(rather than the full 30-calendar-day time horizon applied to locally incorporated ADIs). Branches
will also be allowed to meet the liquid asset requirements using both assets defined as HQLA, as
listed in Attachment A paragraphs 6-11 of APS 210, and assets listed in APS 210 in Attachment
C paragraphs 3(c) — (g), subject to paragraph 4 of Attachment C. For clarity, there is no change to
the definition of HQLA. It is proposed that minimum liquidity holdings securities comprise an
additional asset that will be deemed to form part of the ‘stock of high-quality liquid assets’ in the
numerator of the formula in APS 210.

On September 18, 2014, APRA released for consultation a discussion paper and draft amendments to
APS 110 and APS 330, which outline APRA’s proposed implementation of new disclosure
requirements for ADIs.

Highlights of the proposals:

- Leverage ratio disclosures: APRA proposes that locally incorporated ADIs, with approval from
APRA, use an internal ratings-based approach for credit risk under the risk-based adequacy
framework. The ADIs are also required to disclose certain quantitative and qualitative information
about their leverage ratios, calculated in accordance with the proposed methodology set out in draft
APS 110. At this stage, there is no minimum leverage ratio requirement proposed. Any decision
on implementation of a minimum leverage requirement will only be taken by APRA once the BCBS
agrees a minimum international standard.

- LCRdisclosures: APRA proposes that ADIs subject to the leverage coverage ratio should disclose
certain data in relation to their ratios.

- Disclosures for the identification of potential global systemically important banks (G-SIBs): APRA
proposes that the four major Australian ADIs disclose the 12 indicators used in the G-SIB
identification methodology.

On July 22, 2015, APRA released a revised version of APS 330, which rectified an omission in
paragraph 21(b) of the July 2015 version of APS 330. The omission altered the definition of ‘material
risk-taker’ for the purposes of the remuneration disclosure requirements in APS 330. This omission
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would have imposed quantitative remuneration disclosure requirements on a wider range of persons
than APRA intended.

The revised APS 330 amended paragraph 21(b) to align the definition of ‘material risk-taker’ with the
definition used in the January 2015 version. No other substantive changes were made, although APRA
made a number of minor formatting amendments. Revised APS 330 was not subject to public
consultation as the correction was in align with APRA’s previously consulted upon position. The
revised version of APS 330 became effective on August 1, 2015.

e On July 20, 2015, APRA announced an increase in the amount of capital required for Australian
residential mortgage exposures by ADIs accredited to use the internal ratings-based (IRB) approach to
credit risk. This change would mean that the average risk weight on Australian residential mortgage
exposures for ADIs accredited to use the IRB approach would increase from approximately 16% to at
least 25%.

The increase in IRB mortgage risk weights addressed a recommendation of the FSI that APRA “raise
the average IRB mortgage risk weight to narrow the difference between average mortgage risk weights
for ADIs using IRB risk-weight models and those using standardised risk weights”. The increase is also
consistent with the work being undertaken by the BCBS on changes to the global capital adequacy
framework for banks.

The increased IRB risk weights would apply to all Australian residential mortgages, other than lending
to small businesses secured by residential mortgage. The increase is being implemented through an
adjustment to the correlation factor used in the IRB mortgage risk-weight function for each affected
ADI. In order to provide ADIs sufficient time to prepare for the change, the higher risk weights will
come into effect from July 1, 2016.

The increase in IRB mortgage risk weights is an interim measure. APRA has stated it is not possible to
settle on the final calibration between IRB and standardised mortgage risk weights until changes arising
from the Basel Committee’s broader review of this framework are complete. Further changes to IRB
mortgage risk weights will be considered by APRA over the medium term in the context of these
broader international developments.

o On November 26, 2015, APRA published a discussion paper on its proposals to revise the prudential
framework for securitisation for ADIs. APRA also released a draft APS 120.

APRA'’s objective in revising the prudential requirements for securitisation is to establish a simplified
framework, taking into account global reform initiatives and the lessons learned from the global
financial crisis. One of these lessons was that securitisation structures had become excessively complex
and opaque and that prudential regulation of securitisation had become similarly complex. APRA first
consulted on initiatives to simplify its prudential framework for securitisation in April 2014. APRA’s
amended proposals include:

- dispensing with a credit risk retention or ‘skin-in-the-game’ requirement;

- allowing for more flexibility in funding-only securitisation; and

- removing explicit references to warehouse arrangements in the prudential framework.

These amended proposals are expected to assist ADIs in further strengthening their funding profile and
provide clarity to ADIs that undertake securitisation for capital benefits. The proposals incorporate the

new Basel 111 securitisation framework, with appropriate adjustments to reflect the Australian context
and APRA’s objectives, and will be applicable equally to all ADIs. The discussion paper and draft
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prudential standard are subject to consultation. APRA proposes to implement these changes inline with
the Basel Committee’s effective date of January 1, 2018.

In addition, APRA intends to release a draft prudential practice guide (PPG), reporting standards and
reporting forms for consultation in the first half of 2016. APRA expects that these final documents will
be released in the second half of 2016.

e On December 17, 2015, APRA announced that the countercyclical capital buffer applying to the
Australian exposures of ADIs will be set at 0% from January 1, 2016. The capital framework requires
ADIs to hold a buffer of CET1 capital, over and above each ADI’s minimum requirement, comprised
of three components:

- a capital conservation buffer, applicable at all times and equal to 2.5% of risk-weighted assets
(unless determined otherwise by APRA);

- an additional capital buffer applicable to any ADI designated by APRA as a D-SIB, currently set
to 1.0% of risk-weighted assets; and

- acountercyclical buffer which may vary over time in response to market conditions. This buffer
may range between 0-2.5% of risk-weighted assets.

ADIs will generally be required to maintain a minimum CET1 ratio of 4.5%, plus a 2.5% capital
conservation buffer (3.5% for D-SIBs) and a buffer for international exposures in jurisdictions that have
set a non-zero countercyclical capital buffer rate. For some ADIs, additional capital requirements are
also applied via Pillar 2. All Australian ADIs currently report CET1 ratios above these
requirements. The aggregate CET1 ratio for the banking system at the end of September 2015 was
10.1%.

In addition to this announcement on the size of the buffer, APRA also released the countercyclical
buffer information paper, the draft prudential practice guide on capital buffers, and the revised
prudential standard APS 110 on the same day.

o On December 18, 2015, APRA issued a letter to ADIs on classification of retail and qualifying small
and medium enterprises (SMEs) deposit for LCR purposes. In early 2015, APRA conducted a
consistency review across 14 large ADIs to determine whether they were taking a consistent approach
to the interpretation and application of key terms in APS 210 relating to the LCR. The area that
demonstrated the greatest level of inconsistency was the assumptions relating to retail and qualifying
SME deposits.

The letter provided APRA’s observations of better practice in the approaches taken to determine
whether retail deposits are considered stable or less stable. As part of ongoing supervision and the CLF
‘all reasonable steps’ assessment process in 2016, APRA would consider the extent to which ADI’s
meet the expectations in this letter. Key elements include:

- Stable deposits: To qualify as “stable’, a deposit needs to be fully insured by the Financial Claims
Scheme (FCS) and meet either the “established relationship’ or ‘transactional account’ criteria.

- Less stable deposits: The LCR recognizes that there are certain types of deposit accounts that
demonstrate higher levels of liquidity risk than other deposit accounts.

e On January 6, 2016, APRA released a consultation package on the proposed publication of liquidity

statistics for ADIs. APRA proposed to expand the current statistics published in the Quarterly ADI
Performance publication to include relevant information on the liquidity of ADIs. APRA proposed to
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introduce liquidity statistics for banks, and expand the existing liquidity statistics published for credit
unions and building societies.

e On March 29, 2016, APRA consulted on clarifications to the governance and risk management
components of the framework for supervision of conglomerate groups. This includes clarifications to
nine prudential standards, intended to become effective on July 1, 2017, and two prudential practice
guides. These clarifications are not changes in policy position.

APRA has also announced that it has deferred the implementation of conglomerate capital requirements
until a number of other domestic and international policy initiatives are further progressed.

While the clarifications to the cross-industry standards of risk management, outsourcing, governance,
business continuity management, and fit-and-proper largely relate to their application to
conglomerates, these standards also apply to all authorised deposit-taking institutions (ADIs), general
insurers and life companies. As such, APRA encourages all entities covered by these standards to
review the clarifications.

Responses to the consultation on the nine non-capital prudential standards are due by May 13, while
responses to the two prudential practice guidelines are due by May 27.

e On August 5, 2016, APRA reaffirmed its objective, announced in 2015, to raise Australian residential
mortgage risk weights applied by banks using internal models to an average of at least 25%.

In July 2015, APRA adjusted the risk-weight calculation used by authorised deposit-taking institutions
(ADIs) accredited to use the internal ratings-based (IRB) approach to credit risk. The average risk
weight on Australian residential mortgage exposures was to be increased from approximately 16% to
an average of at least 25%, measured across all IRB ADIs and effective from July 1, 2016.

Subsequent to the announcement in July 2015, APRA has also required IRB ADIs to make a range of
other changes to their models as part of its routine supervisory processes, with a view to improving
their comparability, reliability and risk sensitivity. The impact of these changes, when combined with
the adjustment proposed in July 2015, would have been an average risk weight that was well in excess
of the 25% targeted by APRA in its original announcement.

APRA has therefore advised the relevant ADIs that it will recalibrate the adjustment advised in July
2015 to ensure the original target of an average risk weight for Australian residential mortgages of at
least 25% is achieved, while not significantly exceeding this target. In doing so, APRA has taken into
account modelling changes that have been instituted, as well as some that are to be completed over the
coming quarters. This adjustment to mortgage risk weights remains an interim measure, pending the
outcome of the deliberations of the Basel Committee on Banking Supervision to finalise reforms to the
capital adequacy framework, and APRA’s subsequent consideration of how those reforms should be
applied in Australia.

e« On August 8, 2016, APRA released final requirements for the governance and risk management
components of the framework for supervision of banking and insurance conglomerate groups (Level 3
framework). The new requirements will come into effect from July 1, 2017.

APRA consulted on these requirements in March 2016, and minor clarifications have been made in
response to the feedback provided, with details included in a response letter. APRA previously
announced its intention to apply the Level 3 framework to eight conglomerate groups. APRA will
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formally determine the Level 3 heads and members of each of the eight Level 3 groups between now
and July 1, 2017.

APRA announced in March 2016 that it was deferring capital requirements for conglomerates until a
number of other domestic and international policy initiatives are further progressed. APRA does not
propose to initiate new consultations on the capital component of the conglomerate framework any
earlier than mid-2017.

e On August 30, 2016, APRA released a new prudential practice guide on the operation of capital buffers
for authorised deposit-taking institutions (ADIs).

Prudential Practice Guide APG 110 Capital Buffers (APG 110) provides clarification and guidance for
ADIs on the operation of the capital conservation buffer and the countercyclical capital buffer -
collectively referred to as the capital buffers.

APRA released draft APG 110 for consultation in December 2015. In response to feedback received
during the consultation period, APRA made amendments to APG 110 to provide some additional
clarification on the operation of the capital buffers. Details on these changes can be found in APRA’s
response to submissions letter, which was also released today.

e On September 15, 2016, APRA released a consultation package on proposed revisions to the
counterparty credit risk framework for all authorised deposit-taking institutions (ADIs).

Specifically, APRA proposes to require all ADIs to use the standardised approach to counterparty
credit risk (SA-CCR) methodology to measure counterparty credit risk exposures arising from over-
the-counter derivatives, exchange-traded derivatives and long settlement transactions. At this time,
APRA does not propose introducing the Basel Committee’s internal model method for counterparty
credit risk into its framework. APRA also proposes that all ADIs will be required to hold capital for
exposures to central counterparties in a manner consistent with the Basel Committee’s final standard,
and proposes to establish a dedicated ADI prudential standard for counterparty credit risk

The proposed minor amendments apply to all ADIs, and the consultation period will end on
November 11. APRA also proposes that an ADI that meets certain criteria may apply for approval to
further extend its implementation date for SA-CCR until January 1, 2019.

e On October 18, 2016, APRA released an information paper on current practice in risk culture in
banking, insurance and superannuation businesses.

While there has been a stronger focus on risk culture in recent years among APRA-regulated
institutions, the paper finds that continued effort and ongoing attention is required by institutions to
better understand and manage their risk cultures.

Underpinning much of this work has been APRA’s new prudential standards on risk management,
which came into effect on January 1, 2015. Among other things, these require each board of an
authorised deposit-taking institution (ADI) or insurer to form a view on the risk culture in their
institution, identifying any desirable changes to that risk culture, and ensuring the institution takes
steps to address those changes. As part of its increased focus in this area, APRA will also commence
a review of remuneration policies and practices among its regulated institutions and examine how
these interact with risk culture.
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10. Financial Benchmarks

On July 8, 2015, ASIC released a report on financial benchmarks, highlighting the importance of key
indices to Australia’s markets and the broader economy. It also described the regulatory reforms and
other responses that have occurred internationally and in Australia in response to concerns about poor
conduct in connection with financial benchmarks.

ASIC's report made a number of recommendations for market participants, including measures they
should adopt to avoid conduct issues. The report confirmed ASIC is investigating financial institutions
to test for conduct and other issues relating to financial benchmarks, such as key interest rate and foreign
exchange benchmarks. ASIC’s enquiries were informed by the types of benchmark-related conduct and
oversight issues that have been observed overseas. Its investigations are ongoing and no conclusions
have been drawn yet.

On October 23, 2015, the CFR announced that it is seeking views on the evolution of the methodology
for the bank bill swap rate (BBSW) benchmark.

BBSW is a key financial benchmark in Australia and is administered by AFMA. BBSW rates serve as
reference rates for pricing many debt securities and lending transactions. They are also used to
determine payment obligations on a range of derivatives. Consistent with international standards, the
administration of BBSW was reformed in 2013 with the intention of improving its reliability by moving
from a submissions-based to a market data-based benchmark.

To ensure that BBSW remains a trusted, reliable and robust financial benchmark going forward, the
CFR recommended a consultation on the methodology for BBSW. The consultation paper presented
options and invited views on how the BBSW methodology could evolve going forward.

On February 9, 2016, the CFR released a discussion paper on Evolution of the BBSW Methodology.
This document summarised the feedback received from the submissions to the October 2015
consultation, and set out a proposal for the evolution of the BBSW methodology for discussion with
the Australian Financial Markets Association (AFMA) and market participants.

On March 31, 2016, the CFR released its consultation paper on Financial Benchmarks Regulatory
Reform. In this consultation, the CFR considered various regulatory reform proposals which relate to
the administration of significant benchmarks, submission to significant benchmarks and offences
relating to benchmark misconduct and has asked for views on these. The reforms proposed by the CFR
have three aspects:

- Benchmark administration: making administration of a significant benchmark of a financially
regulated activity and imposing obligations on the administrators of a significant benchmark that
consistent with the IOSCO Principles of July 2013;

- Benchmark submission: imposing binding requirements, consistent with the IOSCO Principles, on
submitters to a significant benchmark calculated based on submissions and creating a legal power
to compel submission to a significant benchmark; and

- Benchmark misconduct: introducing a new specific offence of benchmark manipulation applicable
to financial benchmarks. This includes separately expressly expanding the scope of financial
products to bank accepted bills (BABs) and negotiable certificates of deposit (NCDs).

The CFR seeks comments on, among others, the proposed definition and scope of significant financial
benchmarks and comments on the proposed mechanism for designating the scope of regulation. This
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follows the recent consultation process on the evolution of the BBSW benchmark calculation
methodology. Comments are due by April 29, 2016.

On October 4, 2016, the Australian Treasurer released the CFR’s recommendations on the reform of
financial benchmarks, following a CFR consultation on the matter in March 2016. The CFR’s
recommendations are as follows:

- Administrators of significant benchmarks are required to hold a new ‘benchmark administration’
licence issued by the Australian Securities and Investments Commission (ASIC) unless granted an
exemption;

- ASIC be empowered to develop enforceable rules for the administrators of significant benchmarks
and for entities that make submissions to such benchmarks (including the power to compel
submissions to benchmarks in the case that other calculation mechanisms fail); and

- The manipulation of any financial benchmark (significant or non-significant) or financial product
used to determine a financial benchmark used in Australia (such as negotiable certificates of deposit)
be made a specific criminal and civil offence. The government has accepted the CFR’s
recommendations and will work to implement these critical reforms over the next 18 months.

Memoranda of Understanding (MoUs)

ESMA and the RBA have concluded a MoU that will allow RBA to have access to data held in
European trade repositories according to its mandate. The MoU is effective as of February 18, 2015.

The ESMA-RBA MoU is the second cooperation arrangement established under Article 76 of the
European Market Infrastructure Regulation (EMIR). This provision aims at ensuring that third-country
authorities that do not have any trade repository in their jurisdiction may access the information on
derivatives contracts held in European trade repositories which is relevant for their mandates. The MoU
ensures that guarantees of professional secrecy exist. The first MoU of this kind was concluded in
November 2014 between ESMA and ASIC.

On April 13, 2015, the CFTC and APRA announced that their respective chairmen had signed an MoU
on cooperation and the exchange of information in the supervision and oversight of regulated firms that
operate on a cross-border basis in the US and in Australia. Through the MoU, the CFTC and APRA
express their willingness to cooperate and consult regularly in the interests of fulfilling their respective
regulatory mandates, particularly in the area of derivatives activities and conduct, but also in other areas
of mutual supervisory interest. The scope of the MoU includes swap dealers and major swap
participants in the US, as well as authorised deposit-taking institutions in Australia.

Fintech

On June 8, 2016, ASIC released a consultation paper on proposed measures to facilitate innovation in
financial services, including a regulatory sandbox licensing exemption. ASIC has identified some
barriers faced by new financial technology (fintech) businesses seeking to enter the financial services
market. These barriers include speed to market and meeting the organisational competence
requirements of a licensee. To address these specific barriers, ASIC is proposing to:

- Provide examples of how ASIC exercises its discretion under existing policy to assess the
organisational competence of a licensee applicant;
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- Modify ASIC's policy on organisational competence of a licensee to allow some limited-in-scale,
heavily automated businesses to rely, in part, on compliance sign-off from a professional third party
to meet their competence requirements; and

- Implement a limited industry-wide licensing exemption to allow start-ups to test certain financial
services for six months (the 'regulatory sandbox' exemption).

e On June 16, 2016, ASIC and the Monetary Authority of Singapore (MAS) announced cross-border
cooperation on financial technology (fintech) that will enable companies in Singapore and Australia to
quickly establish initial discussions in each other’s market, and receive advice on required licences,
therefore helping to reduce regulatory uncertainty and time to market.

To qualify for the support offered by the agreement, businesses will need to meet the eligibility criteria
of their home regulator. Once referred by the regulator, and ahead of applying for a licence to operate
in the new market, a dedicated team or contact person will help them to understand the regulatory
framework in the market they wish to join, and how it applies to them.

ASIC and the MAS have also committed to exploring joint innovation projects together, and to share
information on emerging market trends and their impact on regulation.

« On November 3, 2016, ASIC announced that Innovative fintech companies in Australia and Ontario,
Canada will be able to draw on support from the combined resources of their financial regulators as
they seek to operate in the others’ market, under a new agreement.

Under the agreement, signed in Toronto, ASIC and the Ontario Securities Commission (OSC) will refer
to one another those innovative businesses seeking to enter the others’ market. The regulators may
provide support to innovative businesses before, during and after authorisation to help reduce regulatory
uncertainty and time to market.

The agreement follows the creation of the Innovation Hub at ASIC in April 2015 and the OSC
LaunchPad in October 2016. These initiatives were established to help businesses with innovative ideas
navigate financial/securities regulation, support them through the authorisation process and ease their
engagement with the regulator.

To qualify for the support offered by the agreement, innovative businesses will need to meet the
eligibility criteria of their home regulator. Once referred by the regulator, and ahead of applying for
authorisation to operate in the new market, the business will have access to dedicated staff that will
help them to understand the regulatory framework in the market they wish to join, and how it applies
to them.

ASIC and the OSC have also committed to share information on emerging trends in each other's markets
and the potential impact on regulation.

e On December 15, 2016, the Australian Securities and Investments Commission (ASIC) released class
waivers to allow eligible financial technology (fintech) businesses to test certain specified services
without an Australian financial services or credit licence. ASIC has also released a regulatory guide
which contains information about Australia's 'regulatory sandbox' framework.

ASIC’s fintech licensing exemption allows eligible businesses to test specified services for up to 12
months with up to 100 retail clients, provided they also meet certain consumer protection conditions
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and notify ASIC before they commence the business. Businesses that are not eligible for the fintech
licensing exemption are able to seek an individual exemption.

Agreement with US for tax compliance and FATCA implementation

On April 28, 2014, the Treasurer, on behalf of the Australian Government, signed an intergovernmental
agreement with the United States to improve international tax compliance and implement FATCA. The
Government has drafted legislation to give effect to Australia’s obligations under this agreement.
Effective from July 1, these amendments will require Australian financial institutions to collect
information about their customers as necessary.

China—Australia Free Trade Agreement finalised

On November 17, 2014, the Australian Government Department of Foreign Affairs and Trade
announced the conclusion of negotiations with China over the China-Australia Free Trade Agreement
(ChAFTA), laying a foundation for the next phase of Australia's economic relationship with China.
Both governments have signed a declaration of intent to work towards signing the ChAFTA, after which
the agreement will be subject to ratification by parliament. There will also be a process to be followed
on the Chinese side.

Once ratified, the key changes include:

- Removal and reduction of tariff barriers;

- Relaxation of Australian regulatory barriers to Chinese investment; and
- Facilitation of Australian investment into China.

ASIC consults on additional Chi-X products

On August 20, 2015, ASIC released a consultation paper setting out proposed changes to ASIC
market-integrity rules and various instruments to enable Chi-X Australia Pty Ltd (Chi-X) to
commence the quotation and trading of warrants and exchange-traded funds (ETFs) on its market.

The proposals aim to apply a consistent regulatory framework for the quotation and trading of
warrants and ETFs for market participants and investors that may seek to trade these products on the
Australian Securities Exchange (ASX) and/or Chi-X markets. ASIC's objective is to maintain existing
levels of market integrity and investor protection for these products, irrespective of the market on
which they are traded. The consultation paper also proposes some minor changes to ASIC market-
integrity rules for the ASX market in response to recent amendments to ASX operating rules, and
individual relief instruments for ASX-quoted ETFs and managed-fund products.

On October 30, 2015, ASIC published amendments to ASIC market integrity rules to ensure warrants
and ETFs admitted to quotation on Chi-X’s new investment products market are subject to an
appropriate regulatory regime. This follows the recent changes to Chi-X’s Australian market licence
and amendments to Chi-X’s operating rules. Chi-X was aiming to launch its investment products
market in late 2015, commencing with the quotation and trading of warrants, followed by the launch of
ETFs in 2016. In February 2015, Chi-X released a consultation paper outlining its proposals. ASIC
then consulted with the industry on changes to the regulatory framework. Feedback from this
consultation is set out in Report 453 Response to submissions on CP 235 Proposed amendments to
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ASIC market integrity rules for the Chi-X investment product market (REP 453). ASIC has also made
minor amendments to the ASIC Market Integrity Rules (ASX Market) 2010 to incorporate recent
changes to the definitions of ‘ETF’ and ‘managed fund’ in the ASX Operating Rules. These changes
were also addressed during the consultation.

Government review of ASIC’s capabilities

On August 28, 2015, the Treasury released a consultation paper on a potential industry cost-recovery
model to fund ASIC, following on from the government’s December 7, 2014 release of the Final Report
of the FSI, which sets out a blueprint for Australia's financial system over the coming decades. In the
case of ASIC, the FSI recommended that the government should move to adopt an industry funding
model, similar to that already in place for other Australian regulators, which could provide more
funding certainty and enhance the transparency of ASIC's costs and funding.

Submissions on this consultation paper would assist the government's consideration of whether to
accept the FSI’s recommendation that ASIC’s regulatory activities should be funded by the industry.
Industry roundtables will also be held during the consultation period.

On September 10, 2015, the Australian government announced that it has commissioned a review into
the capabilities of ASIC. The scope and purpose of the review is to examine how efficiently and
effectively ASIC operates to achieve its strategic objectives, including:

- ldentification and analysis of immediate and future priorities and risks, including financial system
conduct risks;

- Resource prioritisation and responsiveness to emerging issues;

- The skills, capabilities and culture of ASIC and its staff, including in respect of internal review and
improvement mechanisms; and

- Organisational governance and accountability arrangements.

The capability review will be forward-looking, and will assess ASIC’s ability to meet future regulatory
challenges. It will also look to ensure it is equipped with the capabilities — the leadership, strategy,
people and processes — to deliver on its remit. The capability review will consult extensively with
business, peak bodies and consumer groups through a series of meetings and roundtables by invitation.

On April 20, 2016, the Australian government announced a $127.2 million reform package to
strengthen the Australian Securities and Investments Commission (ASIC). The broad reform measures
will equip ASIC with stronger powers and funding to enhance surveillance capabilities. The reform
measures lead on from the ASIC Capability Review, commissioned in July 2015.

The five recommendations to government will be immediately implemented. These focus on
governance, recruitment, annual performance discussions with the minister and, most importantly,
removing ASIC from the Public Service Act. This last measure will allow ASIC to more effectively
recruit and retain staff in positions requiring specialist skills.

The government will invest $61.1 million to enhance ASIC’s data analytics and surveillance
capabilities, as well as modernise ASIC’s data management systems. An additional $9.2 million will
also be made available to ASIC to ensure it can implement appropriate law and regulatory reform. The
government is also providing ASIC with $57 million to enable increased surveillance and enforcement
on an ongoing basis in the areas of financial advice, responsible lending, life insurance and breach
reporting.
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The government will introduce an industry funding or ‘user-pays’ model for ASIC to commence in the
second half of 2017. From 2017-18, ASIC’s costs will be recovered from all industry sectors regulated
by ASIC.

On November 7, 2016, the Treasury announced a consultation on the proposed industry funding model
(the model) to recover the regulatory costs of ASIC though annual levies and fees-for-service. It
provides an updated proposed model following extensive consultation in 2015. There are two papers;
a proposals paper and a supplementary technical paper.

The proposals paper provides a high-level overview of how the industry funding framework could be
applied. It details the proposed implementation and legislative framework. It also details the
engagement, transparency and accountability mechanisms built into the model to strengthen ASIC's
accountability to consumers and its regulated entities.

The supplementary paper provides details of ASIC's costs of regulating each sector and the metrics for
how the levies could be calculated for each sector.

Roundtables will be held during the consultation period to provide stakeholders with the opportunity
to share their views collectively. The submission process will close on Friday, 16 December 2016.
Additional public consultation will be held on the legislation and related legislative instruments prior
to their introduction into the Parliament.

ASIC publishes reviews of HFT, dark liquidity

On October 26, 2015, ASIC released a report (REP 452) examining the impact of high-frequency
trading on Australian equity and futures markets and dark liquidity on Australian equity markets,
building on ASIC's 2012 analyses in these areas.

ASIC's updated analysis showed that market users have become better informed and equipped to
operate in an electronic and high-speed environment, and negative sentiment about high-frequency
trading has reduced. The level of high-frequency trading in Australia’s equity markets remained steady
(at 27% of total turnover). High-frequency trading grew by 130% in the futures market since December
2013 to 21% of volume traded in the SPI and 14% of bond futures. ASIC did not believe that these
levels were currently concerning; however, it would continue to monitor their development. High-
frequency traders have become more sophisticated, generating higher gross revenue and trading more
aggressively than in 2012. They are also more active in mid-tier securities.

Dark liquidity remained reasonably constant in recent years at around 25-30% of total equity market
turnover. However, its composition continued to change. Since ASIC’s 2012 review, there has been a
shift back to using dark liquidity for large block trades. Feedback from stakeholders also indicated that
there is now less concern with dark liquidity in Australian markets. The concerns that ASIC previously
held regarding the transparency and fairness of market participant-operated crossing systems have
mostly abated. However, ASIC remained concerned about exchange markets and crossing system
operators seeking to preference some users over others. It was also concerned about the methods used
by some market participants to manage their conflicts of interest for principal trading and client
facilitation.

To increase accessibility, ASIC published a summary version of the report (INFO 209).
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CPMI-10SCO publishes implementation monitoring report

On December 17, 2015, CPMI-IOSCO released its conclusions drawn from a Level 2 assessment of
whether the legal, regulatory and oversight frameworks, including rules and regulations, any relevant
policy statements, or other forms of implementation applied to systemically important payment systems
(PSs), central securities depositories (CSDs), securities settlement systems (SSSs), CCPs and TRs
(FMIs) in Australia, are complete and consistent with the FMI Principles PFMI.

The Level 2 assessment reflected the status of the Australian legal, regulatory and oversight framework
as of May 15, 2015. Overall, the assessment found that Australia has consistently adopted most of the
FMI Principles. The RBA and ASIC took different approaches to the adoption of the PFMI. For PSs,
the RBA's adoption of the PFMI was assessed to be consistent and complete. For CCPs and CSDs/SSSs,
the RBA and ASIC have consistently adopted three areas of the PFMI consistently. For TRs, while
ASIC's rules do not always mirror the language and structure of the PFMI, the relevant requirements
were found generally to have been implemented consistently.

Legislation and regulations on resilience and collateral protection and enhanced protection of
client money

On December 21, 2015, the Australian Government proposed exposure draft legislation to introduce
certain changes to the PSN Act and other Acts, draft regulations to introduce changes to the
Superannuation Industry Regulations 1994 and Life Insurance Regulations 1995 and a policy paper on
enhanced protection of client money.

The draft legislation was introduced to amend the PSN Act and certain other acts in order to enable
Australian entities to enforce rights in respect of margin provided by way of security in connection with
certain derivatives in the manner required by international standards, clarify domestic legislation to
support globally coordinated policy efforts and provide certainty on the operation of Australian law in
relation to the exercise of termination rights (i.e. close-out rights) under derivatives arrangements and
enhance financial system stability by protecting the operation of approved financial market
infrastructure.

The draft regulation was intended to enable trustees of regulated superannuation entities and life
companies to grant security in the manner required to access certain international capital markets and
liquidity.

The policy paper provided background information in relation to the enhanced protection of client
money in Australia as well as an overview of existing legislation. It detailed proposed reform with
respect to “enhancing retail consumer protection for client monies” and considered proposed reform
with regards to wholesale clients.

The government sought to introduce legislation in early 2016.

On February 29, 2016, the Australian Government released the Corporations Amendment (Client
Money) Bill 2016 and Corporations Amendment (Client Money) Regulation 2016 to reform the
domestic client money regime. Explanatory statements on the bill and regulation, as well as an
explanatory memorandum on the bill, were also released.

ISDA Asia-Pacific Regulatory Profiles January 2018



118

As background, the Government released a policy paper on enhanced protection of client money, which
provides proposals on the enhanced protection of client money in Australia, as well as an overview of
existing legislation. The bill and regulation were intended to better align the Australian client money
regime with international best practice and community expectations of consumer protection.

Proposals include enabling wholesale clients to contract out of the client money regime, which is aimed
at improving the efficiency of the wholesale derivatives markets and ensuring the client money regime
does not impose unnecessary limitations on institutional investors. The bill also requires financial
services providers to hold all derivative retail client money and property in trust, and only use it to meet
obligations incurred by the licensee in connection with dealings in the derivative where the obligation
is incurred under market integrity rules or the operating rules of a licensed market or clearing and
settlement facility.

e On 8 November, 2016, ASIC announced that it welcomed the Australian Government’s decision to
proceed with ‘client money' reforms in respect of retail OTC derivatives.

The reforms will remove an exception in the client money regime that allows Australian financial
services licensees to withdraw client money provided in relation to retail OTC derivatives from client
money trust accounts, and use it for a wide range of purposes including as working capital. Under the
reforms, licensees would be required to hold retail derivative client money on trust. A fundamental
protection of the trust requirement is that client money can be returned to clients, and not paid to
creditors, in the event of the licensee's insolvency.

ASIC also welcomed the Government's decision to give ASIC the power to write client money reporting
and reconciliation rules. The industry has a 12-month transition period in which to implement the
reforms.

20. ASIC finds widespread OTC compliance failures

e OnJune 20, 2016,the Australian Securities and Investments Commission (ASIC) released a report
identifying compliance failures in the retail over-the-counter (OTC) derivatives industry.

Over 70% of licensees reviewed demonstrated issues with three or more of the seven assessed
compliance risks. Many of the compliance concerns detected were contraventions of well-established
regulatory requirements or non-compliance with fundamental licensing obligations. ASIC also
observed a significantly high number of smaller, foreign-owned or foreign-controlled licensees
demonstrating either a lack of awareness or understanding of their Australian regulatory obligations, or
reluctance to invest resources in meeting compliance obligations for their Australian businesses.

21. ASIC consults on risk management guidance for fund managers

o On July 21, 2016, ASIC released a consultation paper and proposed regulatory guidance on risk
management practices for responsible entities in the managed funds sector.

The proposed guidance does not impose new obligations on responsible entities but gives more detailed
guidance on how they may comply with their current obligations under the Corporations Act to
maintain adequate risk management systems. It outlines ASIC’s expectations for responsible entities to
have overarching risk management systems in place, processes for identifying and assessing risks and
processes for managing risks.
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The proposals are intended to provide flexibility for responsible entities to develop and maintain risk
management systems that are appropriate for the nature, scale and complexity of their operations.
They also reflect international standards and developments in risk management. ASIC is seeking to
ensure that the risk management systems of responsible entities include minimum procedures and
practices, are adaptable to changing market conditions, and remain effective in identifying and
managing risks on an ongoing basis.

APRA consults on changes to bank reporting requirements

On July 28, 2016, APRA released a consultation proposing changes to banks’ international exposures
reporting requirements. These changes are designed to improve monitoring of credit exposures, supply
of bank credit and funding risk to particular countries and counterparty sectors.

The most significant changes to the requirements include a new form for locational data, which
combines three existing locational forms and the required new locational data. Two new forms, one
each for domestic and foreign banks, will also replace existing consolidated forms and include required
new consolidated data. One additional new form will be introduced for domestic banks for balance
sheet items. Each bank will be required to report these forms within 28 calendar days after the end of
each calendar quarter.

Other requirements include changes to consolidated reporting, counterparty sector breakdowns, local
position reporting, reporting of debt security liabilities in the short-term and long-term, balance sheet
totals, and currency breakdowns.

While incorporating the new requirements for inclusion in international banking statistics, APRA has
redesigned the international exposures forms to reduce the reporting burden on institutions. APRA also
proposes to determine that the additional data on the proposed international exposures forms are non-
confidential.

Margin requirements

On February 25, 2016, APRA released a discussion paper and draft prudential standard on margining
and risk mitigation requirements for non-centrally cleared derivatives. The proposed requirements
closely follow the Basel Committee on Banking Supervision and I0SCO framework.

- Posting and collection of variation margin (VM) on a net basis will be required,;
- Exchange of two-way initial margin (IM) on a gross basis will be required:;

- Requirements apply to most APRA-regulated entities when they trade with financial institutions or
systemically important non-financial institutions (the latter subject to a qualifying level of AUD 50
billion);

- Minimum qualifying levels apply to both parties (AUD 3 billion for VM and AUD 12 billion for
IM when fully phased in);

- Intragroup exemptions may be available based on whether the counterparties are within a Level 2
group for capital adequacy purposes;

- No rehypothecation of IM;
- Full or partial substituted compliance may be granted;

- A framework for automatic deference to home regulators may apply to Australian branches or
subsidiaries of foreign-incorporated entities; and
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- No margining requirements apply to counterparties in non-netting or non-enforceable collateral
jurisdictions.

In addition to comments on the proposed requirements, APRA invited stakeholders to provide
information on the compliance impact and cost assessment associated with the proposals.

On August 22, 2016, APRA announced a deferral in implementation, and will finalise new standards
in the near future, with no commencement date set at this stage.

On October 17, 2016, APRA released the final rules for the margining of non-cleared derivatives. In
response to the main issues raised in submissions during the consultation period, APRA has:

- Excluded physically settled FX forwards and swaps from its variation margin requirements (those
transactions are exempted from initial margin requirements as well);

- Maintained its proposal to apply the requirements to all Level 2 entities bar non-financial entities,
and has exempted certain transactions where the relevant entities operate in a legal environment
that prohibits full compliance;

- Clarified that the requirements only apply to transactions that are booked in the accounts of the
Australian branch of a foreign ADI, Category C insurer or an eligible foreign life insurance
company (EFLIC);

- Removed from the definition of ‘covered counterparty’ non-financial institutions, as well as special
purpose vehicles and collective investment vehicles established for the sole purpose of acquiring
and holding or investing in real estate or infrastructure assets that enter into derivatives transactions
for the sole purpose of hedging;

- Maintained the approval requirement in respect of a quantitative model for the calculation of initial
margin, but emphasised it would conduct a simplified approval process for an APRA covered entity
using the ISDA SIMM;

- Decided to expand the automatic deference provisions in respect of margin requirements to
foreign risk mitigation requirements that are substantially similar to the International
Organization of Securities Commissions risk mitigation standards.

The final rules were released with no set commencement date. APRA is monitoring the progress of
implementation in other jurisdictions and will advise on an implementation date and phase-in timetable in
due course.

On December 6, 2016, APRA announced its implementation timetable for new requirements
for the margining of non-centrally cleared derivatives. The requirements are contained in
Prudential Standard CPS 226 Margining and risk mitigation for non-centrally cleared
derivatives (CPS 226), which was released in its final form on October 17, 2016 without a
commencement date. APRA has now announced that CPS 226 will commence on March 1,
2017, subject to the following:

Variation margin (VM) requirements:

- Inrelation to the requirements to exchange VM, CPS 226 incorporates a six-month transition period
(until September 1, 2017), during which APRA-covered entities may finalise their implementation
and transition to full compliance;
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- During the transition period, APRA-covered entities should comply with the margin requirements
on a best-endeavours basis and on-board counterparties in a risk-focused manner;

- All qualifying transactions entered into from the official commencement date of March 1, 2017 are
considered new transactions that are in-scope for the variation margin requirements under CPS 226.
An APRA-covered entity must be in full compliance with the variation margin requirements in
CPS 226 for all in-scope transactions by September 1, 2017, following the conclusion of the
transition period.

Initial margin (IM) requirements:

- Requirements for the posting and collection of IM will be subject to a phase-in timetable that is
broadly equivalent to the international timetable, starting from March 1, 2017 for covered entities
with a month-end average notional amount of non-centrally cleared derivatives calculated on a
group basis exceeding A$4.5 trillion.

- The risk mitigation requirements in CPS 226 will take effect from March 1, 2018.

Together with the letter announcing the timetable, APRA has released an updated version of
CPS 226 incorporating the implementation arrangements outlined in this letter.

APRA publishes an update on regulatory cost savings

On August 18, 2016, the Australian Prudential Regulation Authority (APRA) published an update on
regulatory cost savings since February 2015.

Over the past year, APRA progressed a number of options to reduce compliance costs and improve
regulatory outcomes for the industry, including saving more than A$5 million per annum across APRA-
regulated industries. In terms of the upcoming regulatory cost-saving activities, APRA intends to
conduct further work to scope and develop regulatory cost-saving options, including in a number of
aspects of the prudential framework and the reporting framework.

The paper also outlines the cost saving suggestions which were not progressed.

ASIC extends relief for foreign financial services providers and consults on regime

On September 28, 2016, ASIC announced it has extended seven class orders for two years giving
relief to foreign financial service providers (FFSPs) providing financial services to wholesale clients,
with an amended information gathering power. These class orders were due to expire between
October 1, 2016 and April 1, 2017. ASIC extended this relief for two years so it can comprehensively
review and consult on the policy settings underlying the relief for FFSPs.

At the same time, ASIC has released a consultation paper on licensing relief for foreign financial
services providers with limited connection to Australia. The paper outlines a proposal to repeal a
related class order for foreign entities with a limited connection to Australia providing services to
wholesale clients. This class order is due to sunset on April 1, 2017, and comments are due by
December 2.

On November 22, 2016, ASIC announced that it has extended its relief for foreign financial service
providers (FFSPs) from the requirement to hold an Australian financial services (AFS) licence when
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providing financial services to Australian wholesale clients by certain Luxembourg fund managers.

The relief applies until September 28, 2018, and is consistent with the relief extension that ASIC gave
to FFSPs in ASIC Corporations (Repeal and Transitional) Instrument 2016/396. This will allow ASIC
to consider the policy settings for all FFSPs comprehensively.

Treasury consults on Banking Regulation 2016

On September 30, 2016, the Australian Treasury released a draft of the Banking Regulation 2016 that
updates the Banking Regulations 1966, which is due to sunset on April 1, 2017.

The draft proposes repealing redundant provisions, simplifying language and restructuring provisions
that are difficult to navigate. Other minor changes to the regulation have been made, and further
details are contained in the explanatory statement.

Submissions on the exposure draft are due by October 28.

RBA releases Financial Stability Review

On October 14, 2016, the Reserve Bank of Australia released the October 2016 Financial Stability
Review. The review contains sections on the global financial environment, recent growth of small-
and medium-sized Chinese banks, household and business finances, banks’ exposures to inner-city
apartment markets, the Australian financial system, recent developments in Australian banks’ capital
position and return on equity, and developments in the financial system architecture.

ASIC consults on repealing class orders on holding client assets

On November 23, 2016, the Australian Securities and Investments Commission (ASIC) released a
consultation paper proposing to repeal three class orders due to expire in 2017. These are:

- Relief from holding client property on trust;
- Relief from holding scheme property separately; and
- Relief from obligation to hold client money on trust.

ASIC proposes to repeal these class orders as, in its view, they no longer serve any regulatory
purpose, and because it has not identified a class of persons relying on the reliefs. ASIC has also
stated that where relief may be required, it would be more appropriate to provide relief on a case-by-
case basis. However, ASIC said it welcomes feedback in relation to this proposal, including whether
repealing these class orders would itself impose a regulatory burden on businesses.

Submissions to the consultation paper are due by December 21, 2016.

29. APRA decides against intraday liquidity reporting

On November 24, 2016, APRA sent a letter to all authorised deposit-taking institutions (ADISs)
regarding a November 2012 consultation on a proposal for larger ADIs to be positioned to report
intraday liquidity data on request. This is part of a broad review of liquidity reporting requirements in
preparation for the introduction of the liquidity coverage ratio and the net stable funding ratio.
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A number of submissions to that consultation requested reconsideration of the need for any specific
intraday reporting to APRA, given that intraday liquidity management in Australia is already
overseen by the Reserve Bank of Australia (RBA). Subsequently, APRA stated in its December 2013
response to submissions that the introduction of intraday liquidity reporting to APRA would be
deferred, and that APRA would consult further on this issue.

Having considered this issue further, APRA has now determined that it is not necessary to introduce
additional intraday liquidity reporting. APRA may review this position if the nature of intraday
liquidity risk changes in the future.

ISDA Submissions (since 2010)

March 16, 2010: ISDA submission to the Treasury on the Financial Sector Legislation Amendment
(Prudential Refinements and Other Measures) Bill 2010 (Commonwealth)

May 26, 2010: ISDA submission to the Attorney General on the Exposure Draft of the Personal
Property Securities Regulations 2010

July 30, 2010: ISDA (as part of the JAC) submission to ASIC on ‘Review of Disclosure for Capital
Protected Products and Retail Structured or Derivatives Products’

August 1, 2011: ISDA submission to the Treasury on Financial Sector Legislation Amendment (Close-
out Netting Contracts) Bill 2011

August 26, 2011: ISDA submission to RBA on the discussion paper ‘Central Clearing of OTC
Derivatives in Australia’

November 28, 2011: ISDA submission to the Treasury on the discussion paper ‘Review of Financial
Market Infrastructure Requlation’

January 27, 2012: ISDA submission to the Treasury with regard to the Consultation Paper on ‘Handling
and use of client money in relation to over-the-country derivatives transactions’

June 15, 2012: ISDA submission to the Treasury with regard to the Consultation Paper on the
‘Implementation of a framework for Australia’s G20 over-the-counter derivatives commitments’
August 20, 2012: ISDA submission to the Treasury on Corporations Legislation Amendment
(Derivative Transactions) Bill 2012 - Exposure Draft

October 18, 2012: ISDA submission to RBA with regard to the Consultation on New Financial Stability
Standards

October 19, 2012: ISDA submission to ASIC with regard to Consultation Paper 186 on Clearing and
Settlement Facilities: International Principles and Cross-Border Policy (Update to RG 211)

December 14, 2012: ISDA submission to ASX with regard to Derivatives Account Segregation and
Portability

December 14, 2012: ISDA submission to the Treasury with regard to Strengthening APRA’s Crisis
Management Powers

February 15, 2013: ISDA submission to the Treasury with regard to its proposal paper on
‘Implementation of Australia’s G-20 Over-the-counter Derivatives Commitments’

April 5, 2013: ISDA submission to ASX with regard to Draft Operating Rules

April 12, 2013: ISDA submission to ASIC on Consultation Paper 201 Derivatives Trade Repositories.
April 19, 2013: ISDA submission to Parliamentary Joint Committee regards to Corporations and
Financial Services on Corporations and Financial Sector Legislation Amendment Bill 2013

May 3, 2013: 1SDA submission to Australian Securities and Investments Commission regards to the
Consultation Paper 205 on Derivatives Trade Reporting

June 20, 2013: ISDA submission to The Treasury regards to Corporations Amendment (Derivatives
Transactions) Regulation 2013
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November 19, 2013: ISDA submission to ASX Limited on ASX 24 Exchange Traded Derivatives and
OTC Interest Rate Derivatives Client Clearing Service Second Consultation Paper on Draft Operating
Rules

March 28, 2014: ISDA submission to the Financial System Inquiry.

April 17, 2014: 1ISDA submission to The Treasury to the proposals paper on the “G4-IRD Central
Clearing Mandate”

June 9, 2014: ISDA submission to The Treasury on Financial Sector Legislation Amendment (Netting
Contracts) Bill 2013

June 23, 2014: ISDA submission to Australian Securities and Investments Commission on Australian
Securities and Investments Commission Corporation Act — Paragraph 907D(2)(a) - Exemption
August 1, 2014: ISDA submission to The Treasury on AUD-IRD Central Clearing Mandate

August 29, 2014: I1SDA submission to Australian Securities and Investments Commission regards to
Consultation Paper 221 on OTC Derivatives Reform: Proposed Amendments to ASIC Derivative
Transaction Rules (Reporting) 2013

August 26, 2014: 1SDA submission to Financial System Inquiry regards to the Interim Report of the
Financial System Inquiry

November 17, 2014: ISDA submission to Australian Securities Exchange regards to the Consultation
Paper on Central Counterparty Recovery — Uncovered Loss Allocation and Replenishment Tools for
Clearing Participant Default

March 27, 2015: ISDA submission to The Treasury regards to the Consultation Paper on the Resolution
Regime for Financial Market Infrastructures.

July 3,2015: ISDA submission to the Australian Treasury on Phase 3B single-sided reporting proposals.
July 10, 2015: ISDA submission to Australian Securities and Investments Commission on Consultation
Paper 231 Mandatory central clearing of OTC interest rate derivative transactions.

August 20, 2015: Joint AFMA-ISDA submission to ASIC requesting relief from various provisions of
the ASIC Derivative Transaction Rules (Reporting ) 2013.

September 24, 2015: Australian Single-Sided Reporting Letter

November 18, 2015: ISDA Australian Single-Sided Reporting Multiple Representation Letter
December 21, 2015: ISDA submission to ASIC, MAS, HKMA and SFC requesting an extension of the
1 February 2016 Asia-Pacific UTI go-live date

January 8, 2016: Joint ISDA-AFMA submission to ASIC with cost savings estimates requesting relief
from UTI share-and-pair requirements.

February 4, 2016: ISDA submission to ASX Limited on ASX CCP’s consultation on exposure draft
rules for the interim replenishment of default funds

February 5, 2016: ISDA submission to the Australian Treasury on client money reforms.

March 3, 2016: ISDA Clearing Classification Letter (Australia — ASIC Clearing Classifications)
March 21, 2016: ISDA submission to ASIC requesting relief from central clearing requirements for
Pre-Mandate Swaptions

March 21, 2016: ISDA submission to the Australian Treasury on client money reforms.

April 29, 2016: Joint ISDA-FIA-ASIFMA response to CFR on Australian financial benchmarks
requlatory reform.

May 19, 2016: ISDA submission to APRA on consultation on margining and risk mitigation
requirements for non-centrally cleared derivatives. This submission is not yet public.

May 24, 2016: Joint ISDA-AFMA submission to APRA on consultation on NSFR and foreign liquid
assets requirement for foreign ADIs.

September 14, 2016: Joint ISDA-GFMA submission to ASIC requesting an extension of existing relief
under Exemption 5 (Foreign Privacy Restrictions) of ASIC Corporations (Derivative Transaction
Reporting Exemption) Instrument 2015/844.
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CHINA

Key Regulatory Milestones

1. Associations publish a new master agreement and regulator encourages development of onshore
OTC equity and commaodity derivatives markets

e On November 18, 2012, CSRC published the revised Provisions on the Investment Scope of the
Proprietary Trading Business of Securities Companies and Related Issues (the “Proprietary Trading
Regulation”).

The amendments to the Proprietary Trading Regulation were intended to expand the scope of
investment products of proprietary trading business of securities companies, and clarified the regulatory
policies for securities companies’ investment in financial derivatives. Under the revised Proprietary
Trading Regulation, the securities companies with proprietary securities business qualification would
be allowed to trade financial derivatives listed on exchanges and enter into OTC derivatives transactions
regardless of whether the transactions are for hedging purpose or not. The securities companies which
were not qualified to conduct proprietary securities business could only enter into financial derivatives
transactions for hedging purpose.

e OnDecember 21, 2012, SAC issued the Regulation of Securities Company’s Over-the-Counter Trading
Business (only Chinese is available). “OTC trading” is defined under the Regulation as (i) trading
carried out between a securities company and its counterparty on a market other than a centralized
exchange, or (ii) services provided by a securities company to investors in relation to transactions
effected on a market other than a centralized exchange.

The products subject to the Regulation include any underlying or derivative financial products which
have been approved, authorized by or filed with the relevant regulatory authority and are issued or sold
outside a centralized exchange. A security company conducting OTC trading with counterparties must
hold a proprietary securities trading license, and a securities company which provides services to
investors in relation to OTC trading must hold a securities brokerage license.

The Regulation also provides that when carrying out a derivatives business, securities companies should
execute the SAC Master Agreement in accordance with the applicable requirements; if the derivatives
business involves other derivatives markets, securities companies should also comply with the
requirements applicable to those markets.

Securities companies are required to file an application with SAC before commencing OTC trading,
and afterwards, monthly and annual reports on its OTC trading business. SAC will supervise and
regulate the OTC trading business of securities companies. According to SAC, securities companies’
OTC market is designed to be a platform for issuance, transfer and trading of privately offered products
and investors will mainly be institutional. To start with, the market will mainly focus on wealth
management products issued by securities companies and distribution of financial products.

e On March 15, 2013, as a further step to enable securities companies to carry out their OTC financial
derivatives businesses, the Securities Association of China (SAC) published a set of self-regulatory
rules (the Regulations), together with a master agreement governing the OTC derivatives businesses of
securities companies. The Regulations provide that a securities company which has obtained OTC
trading business qualification may trade financial derivatives products subject to a filing with the SAC.
The financial derivatives products which a securities company can trade are limited to those which have
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been approved authorized or filed with the relevant regulator or self-regulatory organization. Under
the Regulations, a securities company may only trade with institutional counterparties. A securities
company is required to classify its counterparties into professional investors (PI) and non Pls and
conduct suitability checks with trading with non-Pls.

On the same date, SAC also published the China Securities Market Financial Derivatives Master
Agreement (2013 Version) (the “SAC Master Agreement”). The SAC Master Agreement adopts the
“three pillars” of the ISDA Master Agreement (i.e., “single agreement”, “flawed asset” and *“close-out
netting”) and is similar to the ISDA Master Agreement (single jurisdiction) both in structure and
substance.

e On August 22, 2014, a new Master Agreement for OTC Derivatives Transactions on China’s Securities
and Futures Market (the “2014 Master Agreement”) were jointly published by SAC, the China Futures
Association and the Asset Management Association of China to replace the SAC Master Agreement
published in 2013. On the same date, the three associations also published a set of product definitions
for onshore OTC equity derivatives transactions. The 2014 Master Agreement has made several
improvements to the 2013 SAC Master Agreement, including among others, adding two more Event of
Default (i.e., Default under Specified Transaction and Merger without Assumption) and one more
Termination Event (i.e., Credit Event upon Merger). The changes bring the new agreement more
aligned with the 2002 ISDA Master Agreement.

e On 16 September, 2014, CSRC issued its Opinions on the Further Promotion of Innovative
Development of Futures Business Institutions. The Opinions were issued in order to implement the
‘Several Opinions of the State Council on Further Promoting the Healthy Development of the Capital
Market'. Among other things, the opinions highlight that CSRC will:

- further expand the pilot program, under which futures companies are allowed to set up companies
that focus on providing commodities pricing and risk management services, and that eligible risk
management companies will be allowed to trade offshore derivatives;

- support applications by futures companies for QDII licenses and those QDII license holders may
issue asset management products linked to futures and trade offshore derivatives;

- encourage foreign institutions to invest in onshore futures companies; and

- support futures companies to engage in OTC derivatives and to this end, the relevant master
agreement and rules will be further improved.

2. CBRC Implements Basel 111

e OnJune 7, 2012, CBRC issued the Measures for Commercial Banks’ Capital (Trial Implementation)
(the Measures). The Measures apply to commercial banks established in China and set out the
requirements for the capital adequacy ratio (CAR). The Measures follow the Basel guidelines and do
not provide any exceptional deviation from the Basel guidelines. The CAR would consist of 5% Core
Equity Tier 1, 6% Tier 1 and 8% for Total Capital.

A Conservation Buffer of 2.5% of Core Tier 1 capital and a Countercyclical Buffer of 0%-2.5% Core
Tier 1 capital would be applied. Additionally, domestic systemically important banks will have to hold
an additional 1% of Core Tier 1 capital. A systemically important bank would need to hold a total of
11.5% capital while the non-systemically important banks will need to hold 10.5% capital. Banks
should develop and implement a step-by-step compliance plan to meet the new capital requirements
and will need to report it to CBRC for approval. CBRC has the right to take regulatory action if banks
do not meet their capital requirements.
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The Measures also set out the definition of what constitutes Core Tier 1 capital, Tier 1 capital and Tier
2 capital, and have listed which items may be deducted from the CAR, such as goodwill and sales from
asset securitization. Additionally, guidance on credit risk, market risk and operational risk are provided
in the Measures.

o On November 29, 2012, CBRC released its guidance on innovative capital instruments of commercial
banks (the Guidance). The aim of this Guidance is to promote and regulate commercial banks issuing
innovative capital instruments, broaden the forms of capital replenishment and enhance the soundness
of the banking system. From January 1, 2013, new capital instruments must have a provision that
enables either a write off or a conversion to common stock when a “trigger event” occurs:

- the core equity tier 1 ratio of the commercial bank falls below 5.125% (at which point the additional
Tier 1 (AT1) capital instrument will be triggered);

- CBRC determines that a commercial bank will be non-viable and/or the relevant authority
determines a commercial bank will become non-viable without a public sector injection of capital
or its equivalent support.

For capital instruments containing a write down provision, upon a trigger event occurring, the AT1
instrument should be written down, in full or in part, as per the contractual agreements, in order for the
core equity Tier 1 ratio to return above the trigger point. Upon occurrence of a trigger event for Tier 2
capital instruments, the AT1 and Tier 2 capital instruments shall be immediately written down in full,
subject to contractual agreements. If a commercial bank is going to compensate investors for their losses,
payment should make in the form of ordinary shares to be paid immediately.

For capital instruments containing a conversion clause, upon a trigger event occurring, the AT1
instrument should be converted to ordinary shares, in full or in part, as per the contractual agreements,
in order for the core equity Tier 1 ratio to return above the trigger point. Upon occurrence of a trigger
event for Tier 2 capital instruments, the AT1 and Tier 2 capital instruments shall be immediately
converted to ordinary shares in full, subject to contractual agreements. To issue capital instruments
containing a conversion clause, prior authorization are required to ensure the bank is able to issue the
corresponding amount of ordinary shares as per the contractual agreement upon the occurrence of a
trigger event.

e On September 27, 2013, the Basel Committee on Banking Supervision published a report on the
regulations that implement the Basel capital framework in China. China’s implementation of the Basel
capital framework was found to be closely aligned with the Basel 11l global standards.

3. CBRC issues guidelines on capital requirements for bank exposures to CCPs and PBOC
mandates central clearing of RMB IRS

e OnJuly 19, 2013, CBRC issued a set of documents on regulatory capital requirements for commercial
banks in China. These documents include banks’ exposures to central counterparties (CCPs); enhancing
disclosure requirements for the composition of capital; regulatory policies for implementing IRB for
commercial banks and policy clarification of capital rules.

For bank exposures to a CCP, a qualifying CCP (QCCP) is an entity that is licensed to operate as a CCP
and is permitted by the regulator to offer such products. If the regulator of the CCP publicly announces
the status of a CCP as qualifying, then banks will be allowed to treat exposures to this CCP as a QCCP.
If not, a bank will determine if a CCP is qualifying based on the following criteria:
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- the CCP is based and is supervised by a regulator who has publicly indicated it applies on an on-
going basis, domestic rules and regulations that are consistent with the CPSS-10SCO Principles
for Financial Market Infrastructures (PFMIs);

- if the regulator of the CCP has yet to implement the PEMIs, the bank shall provide to CBRC a list
of CCPs it has exposures to and an evaluation of the relevant criteria to determine if the CCP is a
QCCP. An important consideration is whether the CCP will be subject to domestic rules and
regulations that are consistent with the PFMI principles. This list of QCCPs will be subject to
CBRC’s approval.

To be considered a QCCP, a CCP must be able to perform the calculations for the various components
that are part of the calculation for the default fund exposures. This data should be provided to the
clearing members, the regulators and other parties and should be submitted at least on a quarterly basis.

e OnJanuary 21, 2014, PBOC and CSRC published the “Notice on Carrying out Evaluation of Financial
Market Infrastructures”. In the notice, it was mentioned that the regulators would jointly evaluate a
number of China’s financial market infrastructures including CCPs and TRs according to the
“Principles for financial market infrastructure Disclosure framework and Assessment methodology”
issued by IOSCO and CPSS. The assessment is due to be completed by March, 2014.

e On January 28, 2014, PBOC issued a notice to banks regarding central clearing of RMB interest rate
swaps. The notice provides that all RMB interest rate swaps referencing 7-day repo, overnight SHIBOR
or 3-month SHIBOR which are entered into after July 1, 2014 between financial institutions and have
a tenor of no more than 5 years must be submitted to SCH for central clearing, as long as the transactions
satisfy SCH’s requirements regarding counterparties and contracts.

¢ On May 30, 2014, Shanghai Clearing House (SCH) issued a notice regarding client clearing of RMB
interest rate swaps. The Notice stated that SCH would launch client clearing for RMB IRS from July 1,
2014 and eligible clearing members may apply to SCH to become a “comprehensive clearing member”
in order to provide clearing services to clients. The Notice requires the clearing members to sign the
Agency Client Clearing Agreement regarding Central Clearing of RMB IRS and segregate their
proprietary and client positions. The Notice also stipulates that SCH would calculate the settlement
payments and margin payments of a clearing member’s proprietary business and client clearing
business separately.

Also, on June 3, SCH issued the revised Business Guidance on Central Clearing of RMB IRS with
added provisions on two-way margining, collateral in securities form and client clearing. On July 1,
2014, SCH started mandatory direct and client central clearing of RMB interest rate swaps (IRS).
According to the SCH website, on the first day, SCH cleared 66 transactions with a notional amount of
RMB 7.22 billion, among which 13 transactions were trades cleared on behalf of clients.

On October 11, 2014, SCH made further amendments to its Business Guidance on Central Clearing of
RMB IRS to introduce real-time validation of the trades submitted for clearing and real-time contract
novation for trades which have been validated. The revised Guidance also allows a clearing member to
provide eligible debt securities to satisfy up to 50% of its initial margin requirement.

4. SAFE consolidates and relaxes regulation on RMB/FX transactions and issues new rules
regarding cross-border security arrangements
e On December 19, 2013, SAFE issued the Notice on Adjusting the Administration of RMB/FX

Derivative Business (the Notice) which is intended to facilitate domestic entities’ hedging of foreign
exchange risks. The Notice took effect on January 1, 2014. The Notice appeals the filing requirement
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for conducting currency swap and foreign exchange swap business. Banks and their branches that are
qualified to conduct RMB/FX forward transactions before the effective date of the Notice may start
conducting currency swap and foreign exchange swap business automatically.

The Notice also relaxes certain restrictions on banks' currency swap business: banks are now permitted
to enter into a currency swap transaction without exchanging principal at the effective date with their
clients who have borrowed debts denominated in a foreign currency. The Notice also allows a bank to
decide its own reference exchange rate when conducting cash-settled RMB/FX options with clients or
on interbank market as long as the rate is a real and effective rate used in the onshore market. Banks
are also permitted to use reasonable and appropriate method and parameters at their discretion to
calculate the Delta of their RMB/FX option transactions. Under previous regulations, banks had to use
the method and parameters set out in the CFETS guidance when calculating the Delta.

e On May 12, 2014, SAFE issued the Regulations on Foreign Exchange Control over Cross-border
Security which came into effect on June 1, 2014. Compared with the consultation draft issued on
February 13, 2014 which ISDA commented on, the final regulations include several steps further to
deregulate cross-border security.

In order to improve convertibility of RMB under capital account items and simplify administrative
approval procedures, the regulations have made a number of significant changes to the current
regulatory regime:

- Abolishing the prior approval requirement and most of the qualification requirements regarding
cross-border security;

- Providing that FX control requirement (such as foreign security registration requirement) will not
affect the validity of cross-border security contract;

- The case-by-case registration requirement is only triggered where the enforcement of a cross-
border security will give rise to debts owed to non-residents by residents and vice versa;

- Except for the two types of security provided in the regulations, a domestic entity may provide or
accept a security on cross-border basis without any registration or filing with SAFE - this would
cover most security arrangements in respect of derivative transactions between foreign entities and
Chinese entities;

- Allowing PRC individuals to provide cross-border security.

e On December 25, 2014, SAFE issued implementing rules on renminbi (RMB) FX sale and purchase
transactions conducted by banks. The rules simplify and repeal 14 regulations regarding entry and exit
requirements in respect of banks’ RMB FX spot and derivatives businesses, RMB FX spot transactions
conducted for banks’ own accounts, management of RMB FX derivatives businesses and position limits
on banks’ FX businesses. Regarding derivatives businesses, the rules reiterate that banks have an
obligation to verify clients are entering into derivatives transactions for hedging purposes. The rules
came into effect on January 1, 2015.

5. Shanghai/Shenzhen-Hong Kong Stock Connect

e On November 10, 2014, SFC and CSRC announced they had approved the launch of the Shanghai-
Hong Kong Stock Connect pilot scheme following finalization of all the necessary regulatory
approvals and relevant regulatory operational arrangements required for its commencement. Under
the joint announcement issued by SFC and CSRC, trading through the Shanghai-Hong Kong Stock
Connect will commence on November 17. Stock Connect is a pilot programme for establishing
mutual stock market access between Hong Kong and mainland China. ISDA published the
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Additional Provisions for Stock Connect on October 14, which is intended to be used for cash-settled
over-the-counter derivatives transactions referencing certain ‘A’ shares listed on the Shanghai Stock
Exchange traded through Stock Connect.

e OnAugust 16, 2016, SFC and CSRC announced the approval, in principle, of the structure of Shenzhen-
Hong Kong Stock Connect, which will provide mutual stock market access between Hong Kong and
Shenzhen via a northbound trading link and a southbound trading link. There will be no aggregate quota
under Shenzhen-Hong Kong Stock Connect.

The joint announcement issued by the SFC and the CSRC also abolishes the aggregate quota under
Shanghai-Hong Kong Stock Connect with immediate effect. The Shenzhen- Hong Kong Stock Connect
was launched on December 5, 2016.

6. CSRC allows foreign participation in commodity futures trading

e OnJune 26, 2015, CSRC published the Interim Measures on Trading of Designated Domestic Futures
Products by Foreign Persons and Brokerage Firms, which marks an important step in the opening up
of the domestic commodity market to foreign investors.

CSRC would designate the specific futures products available for trading by foreign market participants
on a step-by-step basis, taking into consideration the pace of opening up the renminbi capital account,
market participation, risk control of the domestic futures market and other factors. The CSRC has
designated crude oil futures as the first product available for trading by foreign market participants,
expected to start in three months.

The measures state that a foreign person (i.e., a foreign entity incorporated or organised in a foreign
jurisdiction or a foreign natural person) may trade designated futures products in China either via a
domestic futures company or a foreign brokerage firm. A foreign person may also directly trade on a
domestic futures exchange, subject to approval by the relevant exchange. A foreign brokerage firm
entrusted by a foreign person may, on behalf of its client, trade designated futures products via a
domestic futures company or trade directly on a domestic futures exchange, subject to approval by the
relevant exchange.

In addition to some prudential requirements, CSRC also requires the foreign regulator in the home
jurisdiction of the foreign brokerage firm to enter into a memorandum of understanding with CSRC
before the brokerage firm can trade directly on China’s futures exchanges.

The measures also include detailed provisions on issues regarding account opening, operational
requirements, clearing and settlement, margin, large trader reporting, mandatory close-out, default and
dispute resolution. The measures came into effect on August 1.

7. SAFE issues new FX regulations applicable to QFlIs and PBOC and SAFE allow more
qualified foreign institutions to trade on China’s inter-bank FX market

e On February 3, 2016, SAFE issued the new Provisions on Foreign Exchange Administration of the
Domestic Securities Investment by Qualified Foreign Institutional Investors (“New Regulation”),
which came into force the same day. The New Regulation loosens certain restrictions of the original
provisions in terms of the administration of the investment quota, lock-up period and capital inflow and
outflow of the Qualified Foreign Institutional Investors (“QFIIs”) to promote further participation by
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QFlls in the domestic securities market. Holders of QFII licences no longer need to seek individual
approval for quotas, but will be automatically awarded a quota between USD$20 million and $5 billion
depending on the assets under their management (“basic quota™). When a QFII applies for an
investment quota below its basic quota, the QFII is only required to file the relevant documents with
SAFE and there is no need to seek an approval from SAFE. SAFE approval is still required for an
investment quote exceeding the basic quota. Managers of open-ended mutual funds will now be able to
redeem their investments on a daily, rather than weekly, basis. However, a separate cap, limiting
monthly net repatriation to 20 per cent of the size of their QFII assets as of the end of the previous year,
remains.

e On 23 December 2015, PBOC and SAFE announced that more qualified foreign institutions would
be allowed to trade all types of products on China’s inter-bank FX markets including FX/RMB
spot, forwards, swaps, cross currency swaps and options.

8. Shanghai Clearing House

e On May 31, 2016, the US Commodity Futures Trading Commission’s (CFTC) division of clearing
and risk issued a time-limited no-action relief letter stating that it will not recommend enforcement
action against Shanghai Clearing House (SHCH) for failing to register as a derivatives clearing
organization.

The no-action relief applies to swaps accepted for clearing by SHCH and subject by the People’s
Bank of China to mandatory clearing, including certain interest rate swaps denominated in renminbi.
It is limited to SHCH’s clearing of the proprietary trades of US clearing members and their affiliates
and is effective until the earlier of May 31, 2017, or the date on which the CFTC exempts SHCH
from registration as a derivatives clearing organisation. SHCH stated that it is committed to
petitioning the CFTC for an exemption from this registration requirement no later than six months
from the date of the no-action relief.

9. China: Relaunch of credit derivatives market

e On September 23,2016, the Chinese National Association of Financial Market Institutional Investors
(NAFMII) issued revised pilot rules (Chinese only) for credit risk mitigation (CRM) tools in the
interbank market and four product-related guidelines covering CRM agreements, credit risk mitigation
warrants (CRMW), credit default swaps (CDS) and credit-linked notes (CLNS), as well as new credit
derivatives definitions.

China introduced similar instruments to CDS in 2010. Those products are linked to single bonds of
issuers and are akin to credit default swaps traded on the international markets. The revised trading
rules introduce two new products to the domestic interbank market, CDS and CLNs that are no longer
restricted to a single reference obligation. NAFMII also relaxed some of the restrictions under the
former rules. For example, under the old rules, there were three tiers of participants — primary dealers,
dealers and non-dealers — and there were minimum registered capital requirements in respect of primary
dealers and dealers. The new rules simplify the tiered participation to two groups: primary dealers and
dealers. They also remove the minimum capital requirements for CRM and CDS products (but retain
those for CRMW and CLN issuers) and simplify the review procedures applicable to issuances of
CRMW and CLNs.
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Similar to the requirement under the 2010 rules, domestic credit derivatives market participants must
join NAFMII as members and have to sign a NAFMII master agreement before trading. The CDS
guidelines include a restriction on reference obligations of a reference entity that is not a financial
institution (FI). For those non-Fls, a CDS can only be written on debt instruments issued by the non-FI
that have been registered with NAFMII and issued on the interbank market. The CDS guidelines also
provide that a CDS contract should include at least failure to pay and bankruptcy event of default. The
new rules retain the position limits under the 2010 rules: each dealer’s net short position must be no
more than 100% of its net asset. For a primary dealer, its net short position should not be more than
500% of its net asset.

ISDA Submissions (since 2010)

April 15, 2010: First ISDA submission to the CSRC and CFFEX regarding index futures trading by the
Qualified Foreign Institutional Investors

May 4, 2010: Second ISDA submission regarding index futures trading by the Qualified Foreign
Institutional Investors

January 14, 2011: Joint Associations Committee (JAC) submission to CBRC on the draft Regulations
governing Sales of Wealth Management Products by Commercial Banks. This submission is not public.
February 21, 2011: ISDA submission to CBRC on the revised Provisional Administrative Rules
Governing Derivatives Activities of Banking Financial Institutions

June 5, 2012: ISDA letter to Shanghai Clearing House on clearing proposal regarding interest rate
swaps (IRS) denominated in RMB

December 2013: ISDA letter to PBOC on central clearing and some other issues relating to OTC
derivatives transactions. This submission is not public.

March 10, 2014, ISDA submission to SAFE on the draft Provisions for Foreign Exchange Control over
Cross-border Security

May 20, 2014, ISDA letter to PBOC on mandatory central clearing. This submission is not public.
January 30, 2015, ISDA submission to CSRC on the draft Interim Measures on the Trading of
Designated Domestic Futures Products by Foreign Persons and Brokerage Firms. This submission is
not public.

September 19, 2015, ISDA letter to PBOC on central clearing, third country CCP recognition, trade
reporting, margin for non-centrally cleared OTC derivatives transactions and close-out netting
enforceability issues.
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HONG KONG

Key Regulatory Milestones

1.

Hong Kong implements Basel 111

HKMA issued two consultation papers, Implementation of Basel |11 Capital Standards in Hong Kong
and Implementation of Basel Il Liquidity Standards in Hong Kong on January 20, 2012. These
documents were the first in a series of consultation papers for seeking the banking industry’s feedback
on its proposals to implement Basel I1I.

HKMA released a notice on March 9, 2012, that the Banking (Amendment) Bill 2011 was passed by
the Legislative Council on February 29, and enacted as the Banking (Amendment) Ordinance 2012
(BAO 2012).

On October 19, 2012, HKMA released a notice that three rules were published in the Gazette:

- The Banking (Amendment) Ordinance 2012 (Commencement) Notice 2012 amended the powers
of HKMA, enabling it to make rules prescribing capital and disclosure requirements for Als
incorporated in HK. The notice also prescribed the procedures for remedial action upon
contravention of these requirements;

- The Banking (Capital) (Amendment) Rules 2012 introduced the amendments to the Banking
(Capital) Rules to implement the first phase of the Basel 11l requirements. The new rules revised
the capital requirements for locally incorporated Als scheduled to take effect in January 2013.
Under the revised framework, a bank will need to maintain a Common Equity Tier 1 (CET1) capital
ratio of 4.5%, a Tier 1 ratio of 6% (both Tier 1 and CET1 to be phased in from January 1, 2013 to
January 1, 2015) and total capital of 8% from January 1, 2013.

- The Banking (Specification of Multilateral Development Bank) (Amendment) Notice 2012 amends
the Banking (Specification of Multilateral Development Bank) to include the Multilateral
Investment Guarantee Agency (MIGA), which is a member of the World Bank, to the list of
multilateral development banks to enable it to be eligible for preferential risk-weighting under the
Basel capital framework.

On December 13, 2012, HKMA issued a notice which indicated that the LegCo has completed the
negative vetting of the above 3 Acts which were gazetted on Oct 19, 2012.

On January 17, 2013, HKMA released a memorandum on the revisions to the LCR. As Basel recently
issued its full text with some changes from the original version published in 2010, HKMA would
develop, with industry consultation, a framework for local implementation of the revised LCR. Some
issues under consideration included:

- Two-tiered approach: HKMA still maintained the view of adopting a two-tiered approach for Hong
Kong banks. Under this approach, only Als considered at the core of the local banking system
would be subject to the LCR. All other Als will be subject to a modified version of the existing
Liquidity Ratio (LR);

- Phase-in of the LCR: HKMA considered the BCBS phase-in arrangement and assessed the need to
adhere to the original timetable;

- Level 2B Assets: HKMA would examine the attributes of Level 2B assets to determine their level
of liquidity in times of market stress. Specific focus will be placed on assessing the price volatility
and market liquidity of these assets based on their historical performance in the local markets in
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times of stress as well as the potential for incentivizing banks to assume more proprietary risk
through increased holdings of particular asset classes;

- Usability of HQLA in times of stress; HKMA would incorporate into their rules the flexibility of
banks to use their HQLA, even to the extent of causing their LCR to fall below the minimum
requirement during a period of financial stress. HKMA would develop supervisory guidance to set
out the circumstances under which such usage may be allowed and the considerations underlying
HKMA'’s supervisory response in such circumstances;

- Use of alternative liquidity approaches (ALA): As there is limited supply of HQLA denominated
in Hong Kong dollars, Als have been given three ALA options. However, HKMA is most likely to
adopt the second ALA option, i.e., the use of foreign currency HQLA to cover local currency
liquidity needs for banks subject to the LCR;

- Implications for the modified LR (MLR) regime: HKMA will be reviewing the implementation
timetable of the MLR and how this would be affected if a decision is made to phased-in the LCR.
Further deliberation is required particularly in areas in which the LR adopts a more stringent
approach than the LCR;

- Update of LM-2: In addition to meeting the LCR, banks will need to adhere to the enhanced
liquidity standards set out in the BCBS Principles for Sound Liquidity Risk Management and
Supervision. These Principles have been incorporated into HKMA’s Supervisory Policy Manual
(LM-2) which were updated later in the year.

e On March 4, 2013, HKMA released its consultation paper on draft Banking (Capital) (Amendment)
Rules 2013 (B(C)(A)R) together with two letters to the Hong Kong Association of Banks (HKAB) and
the Hong Kong Association of Restricted Licence Banks and Deposit-taking Companies (the DTC
Association) respectively. The consultation paper sought feedback on the refinements to the Banking
(Capital) Rules (B(C)R). The additional refinements included:

- Sections 226 X and 226ZD of the B(C)R were amended to recognize the credit risk mitigation
given to exposures of authorized institutions (Als) to central counterparties. One of the refinements
proposed was where an Al’s exposure is covered by a recognized credit derivative contract cleared
by a qualifying CCP (QCCP), the Al may allocate to the credit protection covered portion of the
exposure arisk weight of 2% if the Al is a clearing member (CM) of the QCCP; the Al may allocate
a 4% if the Al is a client of a CM of a QCCP and certain conditions of section 226ZA(6) are met.
The attributed risk-weight of the credit protection provider is 2% if the concerned credit derivative
is cleared by a QCCP and the Al concerned is a CM of that QCCP, or a risk weight of 4% if the Al
concerned is a client of a CM of the QCCP and only certain conditions are met.

- Sections 265 and 278 of the B(C)R addressed some internal inconsistencies between certain
provisions in the IRB approach for Al’s non-securitization exposures and the IRB approach for
Al’s securitization exposures.

The banking (Capital) (Amendment) Rules 2013 was published on April 12, 2013. The Rules came into
operation on June 30, 2013.

e On August 19, 2013, HKMA issued a circular on Basel I1l implementation, setting out the final version
of the standard templates (including associated explanatory text) to be used by locally incorporated
authorized institutions for the purpose of making disclosures in relation to their capital base under the
Banking (Disclosure) (Amendment) Rules 2013.

e On September 4, 2013, HKMA published a supplementary guidance in the form of Frequently Asked

Questions (FAQs) to facilitate a consistent application of the Banking (Capital) Rules and the Banking
(Disclosure) Rules (also known as Basel 11l implementation). These are FAQs on the counterparty

ISDA Asia-Pacific Regulatory Profiles January 2018


http://isda.informz.net/z/cjUucD9taT0yMTk2MjI3JnA9MSZ1PTc1NjY0ODI5OCZsaT0xMTAxNDQ3Mw/index.html
http://isda.informz.net/z/cjUucD9taT0yMTk2MjI3JnA9MSZ1PTc1NjY0ODI5OCZsaT0xMTAxNDQ3Mw/index.html

135

credit risk framework under the Banking (Capital) Rules and are intended to be explanatory in nature.
They do not seek to introduce any new requirements into, or replace any requirements specified in, the
Banking (Capital) Rules.

Highlights include:

- When applying to HKMA for approval to use the Internal Models Method (IMM) approach, an Al
should discuss and agree with HKMA the approach/ methodology for determining and reviewing
the stress period.

- The standard supervisory haircut applicable in consequence of a currency mismatch (8%) should
be applied to each element of the collateral that is provided in a currency different from that of the
exposure.

- The supervisory floors set out in Section 226M are minimum requirements. The actual margin
period of risk that should be used in the determination of default risk exposures may be longer than
the supervisory minima if the liquidity of the positions concerned warrants it.

- Inter-company transactions between an Al and its subsidiaries subject to consolidation can be
excluded from the calculation of the solo-consolidated/ consolidated capital adequacy ratio. These
transactions include CVA hedges that are with an internal desk.

- For the purposes of Section 226P(6) paragraph (e) in Formula 23F, as the market convention is to
use a fixed recovery rate for CDS pricing purposes, the Al may use this information to calculate
the LGDMKT if both a market instrument of the counterparty concerned and an appropriate proxy
spread are not available and there is no other information.

- Under Section 226T(1)(e), hedges that depend on cross-default are not eligible CVA hedges.

- It is the primary responsibility of the Al to determine whether a CCP is qualifying. In Hong Kong,
HKMA and SFC announced in March 2013 their commitment to comply with the PFMIs. Therefore
Als can regard CCPs overseen by SFC as QCCPs for capital adequacy purposes. If a CCP regulator
has not made any public statement about its intention to implement the PFMIs during 2013, or a
CCP regulator has yet to implement the PFMIs (regardless of whether a public statement has been
made) after 2013, Als should determine whether a CCP regulated by the CCP regulator is
qualifying based on the criteria set out in the definition of “qualifying CCP” in Section 226V(1).

- Although a CCP’s documentation may not prohibit client trades from being carried over and
continued, other evidence such as the criteria in Section 226ZA(6)(c) is necessary to make this
claim.

- Therequirement set out in Section 226ZA(6)(a) means that upon insolvency of the clearing member,
there is no legal impediment to the transfer of the collateral belonging to the Al to the CCP, to one
or more of the other surviving clearing members or to the Al or the Al’s nominee.

e On April 10, 2014, HKMA released a circular on their intent to implement the final standard that was
published by BCBS on March 31, 2014, on the standardized approach for measuring counterparty risk
exposures. The new standardized approach (SA-CCR) would replace the existing non-modeled
counterparty credit risk (CCR) measurement approaches (i.e., the Current Exposure Method (CEM)
and the Standardized Method) in the Basel capital adequacy framework. HKMA’s current intent was
to implement the SA-CCR in accordance with the BCBS timetable.

e On April 16, 2014, HKMA released a circular on their intent to implement the final standard published
by the BCBS on April 10, 2014, Capital requirements for bank exposures to central counterparties.
This would be implemented through the amendment of the banking (Capital) Rules in accordance with
the BCBS timetable. The industry would be consulted on the implementation proposals in due course.
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HKMA announced that the Banking (Disclosure) (Amendment) Rules 2014 to introduce
disclosure requirements associated with the second phase of Basel Ill requirements for
authorised institutions was gazetted on December 24, 2014. The disclosure requirements related
primarily to:

- the capital buffers and the liquidity coverage ratio to be implemented via the Banking (Capital)
(Amendment) Rules 2014 and the Banking (Liquidity) Rules, respectively, which came into effect
on January 1; and

- the Basel Il leverage ratio, which is required to be disclosed by banks with effect from 2015,
according to the Basel Committee on Banking Supervision's Basel 111 implementation timetable.

e On July 20, 2015, HKMA issued a circular regarding a number of FAQs that the BCBS recently
published, which provides technical elaboration and interpretative guidance relating to various areas of
the Basel 11l leverage ratio framework.

In the circular, HKMA noted that for the purpose of completing the HKMA'’s Quarterly Template on
Leverage Ratio (which involves institutions calculating their leverage ratio according to the BCBS
methodology under Basel 111 outlined in Annex 1 of the reporting package released on May 19, 2014),
institutions are expected to take into account the guidance set out in the FAQs in calculating their
leverage ratio.

e On August 6, 2015, HKMA issued a revised version of the Supervisory Policy Manual module CA-D-
1 (Guideline on the Application of the Banking (Disclosure) Rules) to provide guidance on disclosure
in connection with the implementation of Basel Il in Hong Kong. These include disclosure
requirements on the composition of capital, capital ratios and capital buffers, as well as the liquidity
coverage ratio. In addition, the revised module updates earlier guidance to align with recent changes
made to the local prudential reporting regimes relating to mainland activities and international claims.

e On September 25, 2015, HKMA issued the Supervisory Policy Manual (SPM) module CA-B-3
(Countercyclical Capital Buffer - Geographic Allocation of Private Sector Credit Exposures) as a
statutory guideline by notice in the Gazette under section 7(3) of the Banking Ordinance.

The SPM module CA-B-3 supplements an earlier SPM module CA-B-1 (Countercyclical Capital
Buffer - Approach to its Implementation) and provides further guidance to Als on how to determine
the geographic allocation of private-sector credit exposures for the purposes of calculating their Al-
specific countercyclical capital buffer ratio under the Banking (Capital) Rules (BCR).

As set out in section 30(1) of the BCR, and explained in Section 2 of SPM module CA-B-1, an Al must
determine its own specific countercyclical capital buffer rate as the weighted average of the applicable
jurisdictional buffer rates in respect of jurisdictions (including Hong Kong) where the Al has private-
sector credit exposures. The weight to be attributed to a given jurisdiction's applicable buffer rate is
calculated by reference to the ratio of the Al's aggregate risk-weighted amount for its non-bank private-
sector credit exposures in a jurisdiction (RWA)) to the sum of the Al's RWA]j across all jurisdictions in
which the Al has private-sector credit exposure.

The new SPM module CA-B-3 sets out the HKMA's expectations on how an Al should allocate its non-
bank private-sector credit exposures, and the corresponding risk-weighted amount, to different
jurisdictions on an ultimate risk basis (as required under section 30(2) of the BCR), in order to
determine RWA,j for the Al's non-bank private-sector credit exposures in each jurisdiction.
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On October 23, 2015, the Banking (Capital) (Amendment) Rules 2015 were published to introduce
refinements to the Principal Rules.

The amendments more closely align certain aspects of the Banking (Capital) Rules with the relevant
Basel 111 standards, addressing several technical details noted in an earlier evaluation by the Basel
Committee on Banking Supervision (BCBS) on Hong Kong's capital regime. The Banking (Capital)
(Amendment) Rules 2015 came into effect on January 1, 2016.

On December 4, 2015, the HKMA announced it had finalised the return of quarterly reporting on the
countercyclical capital buffer (Form MA(BS)25), the revised return on capital adequacy ratio (Form
MA(BS)3), and their accompanying completion instructions.

Als should make submissions using the countercyclical buffer return and the revised capital adequacy
ratio return starting from end-March 2016. The HKMA will inform Als separately when the electronic
files for the returns are available.

On December 31, 2015, the HKMA announced it has completed its annual assessment of the
designation of D-SIBs. The list of authorised institutions designated as D-SIBs remains unchanged
compared to the first list published by the HKMA on March 16, 2015, with five entities designated.
The HKMA intends to update the list annually.

Under the D-SIB framework, each of the authorised institutions designated as a D-SIB will be required
to include a higher loss-absorbency (HLA) requirement into the calculation of its regulatory capital
buffers within 12 months from the formal notification of the designation. In line with the schedule set
by the Basel Committee on Banking Supervision for assessing D-SIBs and global systemically
important banks, the full amount of the HLA requirement will be phased-in between 2016 and 2019, in
parallel with the capital conservation buffer and countercyclical capital buffer. Ultimately, the HLA
requirement applicable to a D-SIB (expressed as a ratio of an authorised institution’s common equity
tier-one capital to its risk-weighted assets, as calculated under the Banking (Capital) Rules) will range
between 1% and 3.5% (depending on the assessed level of the D-SIB’s systemic importance). Under
the phase-in provisions (set out in section 3V(2) of the Banking (Capital) Rules), the levels of HLA for
2017 will be increased to the range of 0.50%-1.75% (from a range of 0.25%-0.875% in 2016).

On January 14, 2016, the HKMA announced that the countercyclical capital buffer for Hong Kong will
increase to 1.25% from the current 0.625%, with effect from January 1, 2017. This increase is consistent
with the Basel 111 phase-in arrangements for the countercyclical buffer.

In setting the rate for the buffer, the HKMA considered a series of quantitative indicators and qualitative
information, including an ‘indicative buffer guide’ (which is a metric providing a guide for
countercyclical buffer rates based on the gap between the ratio of credit to GDP and its long-term trend,
and between the ratio of residential property prices to rentals and its long-term trend). The credit and
property price gaps remain at elevated levels, and a simple mapping from the indicative buffer guide
(calibrated against a range of 0% to 2.5% in the Basel |11 regulatory capital framework) would signal a
countercyclical buffer of 2.5%, at the upper end of the Basel Il range.

The HKMA also reviewed a range of other reference indicators. These included measures of bank,
corporate and household leverage, debt-servicing capacity, profitability and funding conditions within
the banking sector, and macroeconomic imbalances. The HKMA found the information drawn from
these sources consistent with the signal from the indicative buffer guide.
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The power to implement the countercyclical buffer in Hong Kong is provided by the Banking (Capital)
Rules, which enable the HKMA to announce a buffer rate for Hong Kong if it believes a period of
excessive credit growth in Hong Kong is leading to a build-up of risks in Hong Kong’s financial system.

2. Hong Kong consultation/implementation of mandatory reporting and clearing requirements

o OnJune 27, 2012, the Securities and Futures (Futures Contracts) Notice 2012 made pursuant to section
392 of the Securities and Futures Ordinance (SFO) became effective. It extended the insolvency
override provisions under part iii of the SFO to cover also OTC derivatives transactions that are cleared
through a recognized local CCP and are subject also to the rules of a recognized exchange. The
availability of insolvency override protection is a key consideration for market participants when
deciding whether to implement voluntary clearing. The notice is a temporary measure which has the
effect of extending insolvency clawback protection to certain cleared OTC derivative contracts. It was
not expected to have any impact on the way that an OTC derivatives business is currently licensed or
operated or on how the SFC Code of Conduct (and other guidance issued by SFC) would apply to OTC
derivatives. It was also not expected to have any impact on how existing futures contracts or securities
are traded or cleared or how the futures market or stock market currently operates.

e OnJuly11, 2012, HKMA and SFC released consultation conclusions on proposals to regulate the OTC
derivatives market. HKMA and SFC also issued a Supplemental Consultation Paper on the proposed
scope of newly-regulated activities to be introduced under the proposed OTC derivatives regulatory
regime, and the proposed oversight of systemically important players. The proposed regulatory regime
regarding OTC derivatives proposed in the consultation conclusions are as follows:

Joint oversight by HKMA and SFC: The new regime would be subject to the joint oversight of
HKMA and SFC, with HKMA regulating the OTC derivatives activities of locally and overseas
incorporated authorized institutions (“Als”) and inter-dealer brokers who are licensed and regulated by
HKMA as approved money brokers (“AMBs™), and SFC regulating that of licensed corporations
(“LCs™) and Hong Kong persons.

Scope of the new regime: The term “OTC derivatives transaction” would be defined by reference to
the term “structured product” (as defined in the SFO) with carve-outs for securities and futures
contracts, structured products, securitized products, embedded derivatives and similar products (i.e.
products offered by a single issuer to a number of investors) and spot contracts.

Mandatory reporting obligation: The mandatory reporting obligation would apply to a reportable
transaction: (1) to which a LC, an AMB, a locally incorporated Al (whether acting through a local or
an overseas branch) (“Local Al”), a Hong Kong branch of an overseas incorporated Al (“Overseas Al”)
or (subject to meeting the reporting threshold) a Hong Kong person is a counterparty; or (2) which a
LC, an AMB, a Local Al or a Hong Kong branch of an Overseas Al has originated or executed if the
transaction had a “Hong Kong nexus”. HKMA TR was proposed to be the only designated TR although
market participants could appoint a reporting agent (e.g. a global TR) through whom reporting to
HKMA TR could be made.

Mandatory clearing obligation: The mandatory clearing obligation was proposed to apply toa LC, a
Hong Kong person, an AMB, a Local Al (whether acting through a local or an overseas branch) or an
Overseas Al (where the trade is booked through its Hong Kong branch) if it is a counterparty to a
clearing eligible transaction, both counterparties exceed the clearing threshold, and neither party is
exempt from the clearing obligation. The regulators proposed to exempt transactions entered into by
central banks, monetary authorities and certain public bodies and global institutions (such as IMF and
BIS), intra-group transactions and transactions involving “closed markets” from the mandatory clearing
obligation. Both local and overseas CCPs may become designated CCPs for the purposes of the
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mandatory clearing obligation provided that the CCPs are either a recognized clearing house (RCH) or
an authorized automated trading services (ATS) provider under the SFO.

Mandatory trading obligation: Hong Kong would not impose a mandatory trading requirement at the
outset.

Capital and margin requirements: The regulators indicated that they intend to impose higher capital
and margin requirements for non-cleared OTC derivatives transactions and specific proposals will be
put forward for consultation later.

Regulation of intermediaries: Two new types of Regulated Activities (RA) will be introduced: (i) a
new Type 11 RA which will capture the activities of dealers and advisers, and (ii) a new Type 12 RA
which will capture the activities of clearing agents. The scope of the existing Type 9 RA (asset
management) would also be expanded to cover the management of portfolios of OTC derivatives.

Regulations of systemically important players (SIPs): The regulators also proposed to regulate
players who are not otherwise regulated by HKMA or SFC but whose positions or activities may
nevertheless raise concerns of potential systemic risk.

¢ On March 28, 2013, HKMA and SFC jointly announced their commitment to comply with the FMI
Principles PFMIs issued by CPSS-10SCO in April 2012.

The FMIs under HKMA'’s purview are those designated under the Clearing and Settlement Systems
Ordinance, and HKMA TR. The FMIs under the purview of the SFC are the clearinghouses recognized
under the Securities and Futures Ordinance. Both HKMA and SFC would implement the PFMIs within
their respective regulatory frameworks through their regulatory guidelines. HKMA revised its oversight
guideline on the designated systems, adding new or more elaborate requirements on governance,
disclosure and risk management, etc. SFC would issue its guidelines for recognized clearinghouses,
after consultation with relevant stakeholders. HKMA and SFC would continue to monitor the
compliance of their FMIs against the international standards.

e On June 28, 2013, HKMA announced requirements for interim trade reporting. Licensed banks are
required to report FX NDF and vanilla single currency interest rate swaps (Fixed vs Floating swaps,
basis swaps and overnight indexed swaps) to a trade repository operated by HKMA (HKTR). Trades
(including cleared transactions) conducted by a licensed bank and booked in its Hong Kong office (or
Hong Kong branch), of which the counterparty is also a licensed bank (or the original counterparty, in
the case of cleared transactions), are required to report to HKTR within 2 business days (T+2 basis).
Trades remaining outstanding on August 5 or traded on or after such date are subject to the reporting
requirements. A grace period of approximately four months was granted to licensed banks to
commence reporting by December 9 and a period of six months was granted to backload the
transactions (including transactions entered on or before December 8) by February 4, 2014. All
licensed banks are required to join HKTR regardless of whether they have any reportable transaction
and whether they adopt direct or indirect reporting.

e On September 6, 2013, HKMA and SFC jointly published their conclusions on a joint supplemental
consultation regarding the proposed scope of activities to be regulated under the new OTC derivatives
regime, and regulatory oversight of systemically important participants. HKMA and SFC's proposals
in relation to these two areas were already included in some detail in the Securities and Futures
(Amendment) Bill 2013 (the "Bill") introduced to the Legislative Council on June 28, 2013. The
Consultation Conclusions explained the regulators’ rationale in framing the new regulated activities
and summarized their responses to public comments. The new regulated activities, Type 11 RA and
Type 12 RA, were proposed to be introduced under Schedule 5 to the SFO.
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e On November 25, 2013, OTC Clearing Hong Kong Limited (OTC Clear) launched its clearing services
for inter-dealer interest rate swaps denominated in four currencies: RMB, Hong Kong Dollars, US
Dollars and Euros. It also offers clearing services for inter-dealer non-deliverable forwards referencing
RMB, Taiwan Dollars, Korean Won and the Indian Rupee. OTC Clear planned to introduce client
clearing in 2014 after the new legislation on the Securities and Futures (Amendment) Bill was in place
and relevant amendments to OTC Clear rules are approved by the Securities and Futures Commission.
In addition, it would expand its clearing services to cover other OTC derivatives when appropriate.

o On December 3, 2013, HKMA published its latest updated AIDG for Reporting Service. The changes
made were mainly for reflecting the new developments and clarifications.

e At the Legislative Council meeting on March 26, 2014, the Council passed the Securities and Futures
(Amendment) Bill 2013 with amendments moved by Secretary for Financial Services and the Treasury
at the Committee Stage.

The Bill included the framework for the introduction of mandatory reporting, clearing and trading
obligations in line with G20 commitments. Asset management and automated trading services
provisions would also be expanded to cover OTC derivative portfolios and transactions. The Bill also
provided for the regulation of systemically important participants who are not licensed or registered
with either HKMA or SFC, but whose positions or transactions in the OTC derivative market are so
significant that they may nevertheless raise concerns of potential systemic risks. The amendments
introduced at the Committee Stage included, among others, adding a record keeping obligation and
some clarificatory language which provided that even if a transaction contravenes the mandatory
reporting, clearing, trading or record keeping obligation, this should not of itself affect the validity and
enforceability of the transaction.

In view of the passage of the Bill, it was anticipated that the additional consultation papers to introduce
new sub-legislations, codes and/or guidelines will come through in Q2 of 2014.

e On March 31, 2014, HKMA announced that the new phase of the OTC derivatives Trade Repository
(HKTR) would be launched in September 2014. In this new phase, 15 products of FX, Rates and Equity
would be introduced and institutions could report on a voluntary basis. HKMA also updated the
Reference Manual for Reporting Service and the AIDG to accommodate these new products together
with some refinements to the existing procedures and technical specifications for reporting. Another
batch of products would be added by the end of 2015 to complete the product coverage of the HKTR.

e On July 18, 2014, HKMA and SFC issued a consultation paper on mandatory reporting and
recordkeeping obligations under the new OTC derivatives regime. Reporting parties would be required
to report certain vanilla interest rate swaps (floating vs. fixed and floating vs. floating) and non-
deliverable forward transactions to HKTR. Transactions ‘conducted in” Hong Kong would also be
reportable, subject to certain conditions. Reporting parties include Als, AMBs, LCs, CCPs that provide
clearing services to persons in HK and other persons (subject to a reporting threshold of US$3billion
for IRS and US$1billion for NDF) that are based in or operate from Hong Kong (Hong Kong persons).
In particular, Hong Kong persons would cover all Hong Kong residents and all entities established
under Hong Kong law (including all partnerships, trusts, companies and other entities established under
Hong Kong law), and all overseas companies registered or required to be registered under the
Companies Ordinance (non-Hong Kong companies).

The consultation paper also covered provisions of masking of counterparty information, exemptions
and relief and other reporting particulars. The commencement date had not been determined but a 3-6
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month grace period was proposed conditionally for reporting new transactions and backloading of
transactions.

e On November 28, 2014, HKMA and SFC jointly issued consultation conclusions and a further
consultation on the Securities and Futures (OTC Derivative Transactions — Reporting and Record
Keeping Obligations) Rules. According to the consultation conclusions:

- The first phase of the mandatory reporting requirement would cover certain types of interest rate
swap and NDF. The regulators decided to remove precious metal from scope in response to industry
feedback;

- The regulators would prepare FAQs to provide further guidance on the requirements to report
transactions ‘conducted in” Hong Kong;

- The regulators now proposed to defer the implementation of mandatory reporting and related
record-keeping requirements for Hong Kong persons to a later time;

- The exempt-person relief applicable to small players was amended,;

- The concession period for setting up connections to HKTR was extended to six months, and the
grace period to backload historical transactions has been extended to a maximum of nine months;
and

- Masking relief was extended to cover both historical transactions and new transactions that are
entered into within six months after the rules first take effect when counterparty consent is needed;

- The proposed record-retention period was shortened from seven years to five years, and rules on
what types of records need to be kept have been clarified.

The regulators asked for further comment regarding: (1) the reporting of valuation-transaction
information; (2) the proposed list of jurisdictions to be designated by SFC for the purposes of masking
relief; and (3) the proposed list of markets and clearing houses to be prescribed by the Financial
Secretary for the purposes of defining ‘OTC derivative product’.

e On February 18, 2015, HKMA sent ISDA two additional documents to assist Hong Kong reporting
entities in enhancing their systems to prepare for OTC derivatives trade reporting. The two documents
were a set of draft FAQs and supplementary reporting instructions. The documents give additional
detail on how to report and populate certain data fields, and deal with various trading and clearing
scenarios. HKMA also allowed for a 3-4 month systems enhancement window for firms from 18
February. The documents were provided via memo to ISDA members, and the HKMA asked for
comments on these draft documents by mid-March.

e On March 27, 2015, HKMA sent a letter to all authorised institutions giving them an extra two months
to report the unique trade ID (TID) as required under EMIR for new transactions, and complete the
provision of TIDs for existing transactions. The deadline would now be end-May, having been
previously postponed from end-December 2014 to end-March 2015.

¢ On May 15, 2015, HKMA and SFC released an update on trade reporting. This included a conclusions
paper on a consultation on mandatory reporting and related record-keeping obligations under the new
OTC derivatives regime, and updated FAQs (which remained in draft form, pending enactment of the
reporting rules). Proposals on certain aspects of the reporting regime were revised after taking market
feedback into account.

The revised Securities and Futures (OTC Derivative Transactions — Reporting and Record Keeping

ISDA Asia-Pacific Regulatory Profiles January 2018



142

Obligations) Rules were gazetted on May 15, and were tabled before the Legislative Council on May
20 for negative vetting, along with a package of related ancillary and subsidiary legislation.

e OnJuly 10, 2015, the mandatory reporting and related record-keeping obligations for regulated entities
(i.e., authorised institutions, approved money brokers, licensed corporations and central counterparties
operating in Hong Kong) set out in the Securities and Futures (OTC Derivative Transactions —
Reporting and Record Keeping Obligations) Rules came into effect.

e OnJuly 17,2015, SFC released a consultation paper on proposed changes to the Securities and Futures
(Financial Resources) Rules (FRR) relating to capital and other prudential requirements for licenced
corporations engaged in OTC derivatives activity. The consultation paper also proposed certain changes
to non-OTC derivatives-related FRR requirements. The three-month consultation ended on October 16,
2015. The proposals aimed to ensure that licenced corporations maintain their capital and liquidity at
levels that are commensurate with the risks they undertake pertaining to derivatives businesses, as well
as to encourage them to adopt more advanced risk management standards. The proposed FRR treatment
could be calibrated to permit different capital approaches for different levels of OTC derivatives activity.
The SFC proposed a small number of changes to the FRR treatment applicable to licenced corporations
that do not engage in OTC derivatives activity. These included lowering the haircut percentages for
certain types of shares and funds, and introducing measures to better facilitate third-party clearing by
general clearing brokers. The consultation paper’s proposals covered seven key areas:

- Minimum capital requirements for licenced corporations engaging in OTC derivatives activity;
- Capital treatment for market risks of OTC derivatives and other proprietary trading positions;
- Capital treatment for counterparty credit risks arising from OTC derivatives transactions;

- Introduction of an internal models approach to calculate the capital requirements for market risk
for proprietary investments and counterparty credit risk arising from OTC derivatives transactions;

- Measures to address operational risks of licenced corporations engaging in certain types of
regulated OTC derivatives activities or opting into certain capital approaches;

- Notification and reporting requirements related to OTC derivatives activity; and
- Miscellaneous technical changes to other areas of the FRR.

e On September 9, 2015, HKMA issued a letter to all authorised institutions (Als) regarding the linking
and matching of derivatives trades reported under interim reporting requirements since August 2013.
The letter highlights that approximately 32,000 trades, or 34% of what was reported to the HKTR, were
unlinked. Some of this was due to missing or incorrect information. For linked but unmatched trades
because of discrepancies, the letter noted that an Al is required to liaise with its counterparty to resolve
the discrepancies within three business days of receiving the discrepancy report from the HKTR. For
unlinked trades, Als should reassess whether they have a reporting obligation for those trades, and
report as required. Otherwise, they should use the suppress function by May 9, 2016 for trades where
there is no obligation to report.

e On September 30, 2015, HKMA and SFC jointly issued a consultation on introducing the first phase of
mandatory clearing and the second phase of mandatory reporting under the OTC derivatives regime.
The first phase aimed to mandate the clearing of certain standardised interest rate swaps between major
dealers. The proposals identified:

- The types of transactions that will be subject to mandatory clearing;
- The persons who will be subject to the clearing obligation and in what circumstances;
- The exemptions and reliefs that may apply; and
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- The process for designating central counterparties for the purposes of the clearing obligation.

The second phase of mandatory reporting aims to expand the existing reporting regime. The key
proposals include:

- Requiring the reporting of transactions in all OTC derivative products;

- Widening the scope of transaction information to be reported, including requiring the reporting of
daily valuations; and

- ldentifying the specific data fields to be completed under the expanded reporting regime.

e On November 20, 2015, the SFC issued a consultation paper on proposed amendments to the Guidelines
for the Regulation of Automated Trading Services (ATS). The proposals reflected recent regulatory
developments relating to derivatives in Hong Kong. The implementation of mandatory clearing meant
market participants that currently provide ATS for clearing derivatives transactions, and overseas CCPs
that wish to provide services as a designated CCP for the purposes of mandatory clearing obligations,
would need to become ATS providers. Accordingly, the SFC proposed amendments to the ATS
Guidelines to provide more specific guidance on the application requirements and procedures
applicable to CCPs offering clearing services for derivatives transactions, and to align the requirements
with international standards and practices.

e OnJanuary 29, 2016, the Hong Kong regulators released a new version of the Supplementary Reporting
Instructions, which extended the commencement date of universal transaction identifier (UTI) share-
and-pair obligations from 1 February 2016 to 1 February 2017. The commencement was deferred to
allow reporting entities within those jurisdictions to await the release of final recommendations
governing the UTI from the CPMI-IOSCO.

e On February 5, 2016, the Securities and Futures (OTC Derivative Transactions — Clearing and Record
Keeping Obligations and Designation of Central Counterparties) Rules and the Securities and Futures
(OTC Derivative Transactions - Reporting and Record Keeping Obligations) (Amendment) Rules 2016
were gazetted. On the same day, the HKMA and the SFC published the conclusions of their joint
consultation paper on introducing mandatory clearing and expanding mandatory reporting issued in
September 2015.

Rules on mandatory clearing (phase 1 clearing) will come into effect on September 1, 2016. Highlights
include:

- Clearing obligations will commence on July 1, 2017;
- Financial services providers will be designated by the SFC;
- Asingle clearing threshold (US$20 billion) applies to all prescribed persons;

- Anexit threshold (US$14 billion) is available whereby a prescribed person may cease to be subject
to the clearing obligations;

- Transactions have to be cleared within a T+1 timeframe;

- Exemptions may be available for intragroup transactions, transactions booked in exempt
jurisdictions and transactions resulting from multilateral portfolio compression cycle; and

- Substituted compliance is available based on a “stricter rule” approach (i.e. only if the transaction
has been cleared under the comparable jurisdiction).

Rules on expanded reporting (phase 2 reporting) will come into effect on July 1, 2017. Highlights
include:
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- Expanded reporting obligations will commence on July 1, 2017,
- The backloading requirement does not apply to transactions maturing before July 1, 2018; and
- Reporting does not apply to FX forwards entered into for security conversions.

On June 6, 2016, the Hong Kong Trade Repository published version 1.5.1 of its Administration and
Interface Development Guide (AIDG).

On March 1, 2016, the SFC released the conclusions to its consultation paper on proposed amendments
to the guidelines for the regulation of ATS issued in November 2015. The SFC made some drafting
revisions to the guidelines to reflect the comments and suggestions received. The revised guidelines
will become effective upon implementation of the Hong Kong clearing regime, which is expected to be
September 1, 2016. CCPs that are interested in obtaining ATS authorisation or CCP designation in time
for implementation of the clearing regime should ensure their applications reach the SFC by April 29,
2016.

On June 27, 2016, the Hong Kong Trade Repository (HKTR) issued a half-year reminder for the TR
members to review and update the identifiers reported for parties that are not TR Members at the HKTR.
TR members are required to review:-

- all the transactions carrying internal customer/counterparty reference code whether any of the third
party-assigned identifiers specified in the AIDG have become available and replace the codes by
the available third party-assigned identifier of the highest level of priority; and

- all the transactions carrying third party-assigned identifiers whether those identifiers have become
invalid, e.g. the reporting or transacting party no longer possesses an identifier; or an identifier of
a higher level of priority has become available for the reporting or transacting party. The TR
Member should obtain valid identifiers form the relevant parties and update the records at the
HKTR.

In addition, TR Members who are connecting to the HKTR system through Internet with SSL
certificates were reminded to renew their certificates before expiration, so as to avoid unexpected
interruption. The DN information of renewed SSL certificates was required to input into the affected
user accounts.

The HKTR also reminded participants when inputting the UTI-TID value in trades reporting to the
HKTR, to not include a pipe character (i.e. “|”) between the prefix and the value of the TID. Doing so
may have led to mismatch of trade information with counterparties or failure in trade linking process.

On July 15, 2016, the HKMA and SFC published further consultation conclusions on introducing
mandatory clearing and expanded mandatory reporting, for the second stage of the OTC derivatives
regulatory regime. The further conclusions paper sets out the revised proposals on various technical
aspects of the next stage of the regime in light of market feedback and comments. Highlights included:

- removal of the requirement to submit PDF files when reporting transactions;
- further clarification and guidance on completing specific data fields; and

- acceptance of internal code references (in place of other counterparty identifying particulars) when
reporting transactions involving individuals.

The paper also included a revised version of the specific data fields to be completed under the expanded
reporting regime, and a revised list of entities that will be regarded as financial services providers for
the purpose of mandatory clearing.
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e On August 31, 2016, the SFC announced that it has designated four central counterparties (CCPs) for
the purposes of the mandatory clearing obligation of certain derivatives transactions. The designation
of one local CCP and three major overseas CCPs will provide a variety of choices for market
participants that are subject to mandatory clearing under Hong Kong law, which came into effect on
September 1, 2016.

The four designated CCPs are Chicago Mercantile Exchange, Japan Securities Clearing Corporation,
LCH.Clearnet and OTC Clearing Hong Kong Limited. Each of these designations has been granted
subject to conditions, the full texts of which have been posted on the SFC's website.

e On August 31, 2016, the HKMA sent a letter to all regulated entities informing them that a revised
Administration and Interface Development Guide (AIDG 1.5.2) would be published in October 2016.

The guide would update the technical specifications in response to the Further Consultation
Conclusions on Introducing Mandatory Clearing and Expanding Mandatory Reporting and a Gazette
(Government Notice Number. 3912), published by the HKMA and the SFC on July 15, 2016. Reporting
entities were reminded to read the revised AIDG carefully to ensure they are fully aware of the changes
(from version 1.5.1 published on June 6, 2016).

o Although Phase 2 reporting will not come into effect immediately, the existing reporting standards and
technical specifications found in all the previous versions of the AIDG would be phased out and no
longer able to support the mandatory reporting requirements under Phase 2 reporting. The testing
environment for the updates made in the revised AIDG would be available in the fourth quarter of 2016.

e On September 1, 2016, a set of frequently asked questions (FAQSs) prepared by the SFC and the HKMA
was published to provide clarifications with regard to the mandatory clearing regime.

e On October 28, 2016, the Hong Kong Trade Repository (HKTR) published a revised Administration
and Interface Development Guide (AIDG 1.5.2).

e On November 11, 2016, a revised set of frequently asked questions (FAQs) prepared by the SFC and
the HKMA was published to provide clarifications with regard to the mandatory clearing regime.

e On November 25, 2016, 2 sets of Supplementary Reporting Instructions (SRIs) were published, with
the first updating the existing SRIs and the second providing new intructions in preparation for the
commencement of Phase 2 reporting on July 1, 2017.

3. SFC amends Professional Investor Regime and the Client Agreement Requirements

e On May 15, 2013, SFC issued a consultation paper on the Proposed Amendments to the Professional
Investor Regime and the Client Agreement Requirements. In it, SFC sought views on whether corporate
and individual professional investors should continue to be allowed to participate in private placement
activities and whether the monetary thresholds set out in the Professional Investors Rules should be
increased.

SFC also proposed to require intermediaries to comply with all requirements in the Code of Conduct

for Persons Licensed by or Registered with the Securities and Futures Commission (the “Code™),
including the suitability requirement, when dealing with all investors who are individuals, their wholly
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owned investment vehicles and investment vehicles that are wholly owned by family trusts. For
institutional professional investors, SFC proposed to maintain the current position so that intermediaries
dealing with them are automatically entitled to all current Code exemptions; and for professional
investors that are corporations, SFC proposes that intermediaries can continue to be exempt from the
suitability requirement and other current Code exemptions after conducting a principles-based
assessment of knowledge and investment experience and obtaining their consent etc.

SFC also proposed that amendments be made to the client agreement requirements in the Code. SFC
proposed, in summary, that the Suitability Requirement should be incorporated into client agreements
as a contractual term; and client agreements should not contain terms which are inconsistent with the
Code and should accurately set out in clear terms the actual services to be provided to the client.

e On September 25, 2014, the SFC released consultation conclusions on proposed amendments to the
professional investor regime and launched a further consultation on client agreement requirements.
Having reviewed all of the comments received during the consultation launched in May 2013, SFC
decided to proceed with the proposal not to allow intermediaries when serving individual professional
investors to be exempt from the suitability requirement and other fundamental requirements that have
a significant bearing on investor protection under the Code of Conduct for Persons Licensed by or
Registered with the SFC Code. Other features of the revised professional investor regime include:

- individual professional investors and corporate professional investors would continue to be allowed
to participate in private placement activities;

- the minimum monetary threshold for qualifying as individual professional investors and corporate
professional investors would be maintained at the current levels; and

- aprinciples-based criteria would replace the specific tests now used to assess whether exemptions
to the Code requirements apply when intermediaries serve corporate professional investors.

The amendments relating to the professional investors regime would become effective on 25 March
2016. In response to market feedback, SFC modified its proposals on client agreement requirements
and sought to further consult the public on the wording of a proposed new clause to be incorporated
into all client agreements as a contractual term. The comment period ended on December 24, 2014 in
relation to the proposed new clause.

e On December 8, 2015, the SFC released consultation conclusions on its Further Consultation on the
Client Agreement Requirements. The SFC decided to proceed with requiring the incorporation of a new
clause into client agreements, enabling an investor to claim for damages under the client agreement
where the regulated intermediary solicits the sale of or recommends a financial product which is not
reasonably suitable.

All intermediaries’ client agreements must comply with the new Code of Conduct requirements,
including incorporation of the new clause and observance of the new paragraph 6.5 of the Code of
Conduct discussed in the Further Consultation, on or before June 9, 2017. The SFC also emphasises
that the 18-month transitional period is mainly to cater for circumstances where intermediaries, despite
their best efforts, encounter practical difficulties when re-executing agreements with existing clients.
However, it is expected that intermediaries should be able to comply well before the end of the
transitional period.

4. Resolution regime for financial institutions
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e On January 7, 2014, FSTB, together with HKMA, SFC and the Insurance Authority (IA), issued the
first-stage public consultation paper on An Effective Resolution Regime for Financial Institutions in
Hong Kong.

Key highlights of the paper included:

Initial thinking and proposals on how a “resolution regime” might be established, which provides
the authorities in Hong Kong with powers to bring about the orderly resolution of financial
institutions (FIs) which could pose systemic risk if they were to become non-viable and, in so doing,
complies with the FSB’s “Key Attributes of Effective Resolution Regimes for Financial Institutions”
(Key Attributes) published in November 2011. The Key Attributes are the new international
standards for resolution regimes. The FSB indicated that all of its member jurisdictions (including
Hong Kong) should implement resolution regimes which are compliant with the Key Attributes by
the end of 2015;

The Government and regulators’ current thinking on legislative changes needed to bring Hong
Kong’s existing arrangements in line with the Key Attributes were described. A number of gaps
were identified in the existing supervisory intervention powers or toolkits of the local regulators
when compared to the Key Attributes. To address these gaps and provide the basis for a robust
resolution regime, a single cross-sectoral regime was proposed and a case was made for each of the
sectoral regulators (HKMA, SFC and IA) to be designated as the resolution authorities for Fls
within their purview.

Consideration on which Fls should fall within the scope of the regime (taking into account which
Fls could pose systemic risk on failure) as well as the conditions under which the regime will be
used and the objectives to be advanced in any resolution. The powers which are proposed to be
made available to the resolution authorities to stabilize and resolve an FI were those identified in
the Key Attributes (namely transfer of the FI or some or all of its business to another FI or to a
bridge institution and “bail-in” of liabilities to recapitalize the FI);

Discussion on whether a “temporary public ownership” option should be made available;

Safeguards that should be available to parties affected by resolution and how the resolution regime
might operate in a cross-border context;

Discussion on how certain rights of creditors might be temporarily suspended during the initial
stages of resolution.

e On June 20, 2014, HKMA issued a new Supervisory Policy Manual (SPM) entitled Module RE-1:
Recovery Planning (RE-1), as statutory guidance. RE-I provides guidance to Authorized Institutions
(Als) on key elements of the effective recovery planning and sets out HKMA’s approach and
expectations in reviewing an Al’s recovery plan.

Some of the key sections of the SPM:

require all Als to undertake some degree of recovery planning which will be proportionate to the
nature, scale and complexity of their operations;

explain the need for the involvement of the Board and senior management in developing, reviewing,
approving and maintaining an Al’s recovery plan;

outline key requirements on the menu of recovery options which should be included in an Al’s
recovery plan;

set out aspects to be considered in identifying triggers for escalation of concerns and activation of
the recovery plan;

provide guidance on how the impact of a recovery action should be assessed,
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- provide minimum requirements for stress scenarios; and
- outline the minimum requirements for a communication plan should the recovery plan be activated.

On January 21, 2015, FSTB, HKMA, SFC and IA launched the second stage of public consultation on
establishing an effective resolution regime for financial institutions (FIs), including FMIs in Hong Kong.
The consultation ended on April 20, 2015. The second stage of consultation sought views on specific
aspects of the regime including: further details on the resolution options and powers proposed in the
first consultation paper; the governance arrangements and especially the approach to designating
resolution authorities; as well as safeguards including a ‘no creditor worse off than in liquidation’
compensation mechanism. With regard to derivatives transactions, the consultation paper sought public
views on the proposed approach to bail-in of liabilities arising from derivatives as outlined in paragraph
111 of the paper (see question 17). The consultation paper also asked for comment on scope, timing
and conditions proposed for temporary stays on early termination rights in financial contracts and on
how best to implement a temporary stay of early termination rights in respect of FMIs.

On October 9, 2015, the FSTB, HKMA, SFC and the IA released a consultation response to the second
stage of public consultation on proposals to establish a cross-sector resolution regime for Fls, including
FMI, in Hong Kong. The consultation response summarises the respondents’ views on the proposals
and sets out the government’s responses along with its refined policy positions on certain aspects of the
proposed resolution regime. At the end of the consultation period (January to April 2015), around 30
submissions had been received from a variety of industry associations, Fls, professional bodies and
firms.

The consultation response contains further information regarding certain aspects of the proposed regime,
including pre-resolution powers; loss absorbing capacity requirements to facilitate bail-in; resolution
funding arrangements; the recognition of cross-border resolution actions; and safeguards for those
affected by resolution action, including appeal mechanisms. The government and the financial
regulators will continue their dialogue with stakeholders throughout the legislative process and
thereafter when rules, codes of practice and guidance are developed and issued.

On November 20, 2015, the Financial Institutions (Resolution) Bill was gazetted. The bill sought to
establish a cross-sector resolution regime for financial institutions in Hong Kong, in order to be in line
with the key attributes published by the FSB.

The resolution regime covers a wide range of regulated financial institutions. Existing regulators will
act as the relevant resolution authorities for their respective sectors. Five resolution options have been
included: transfer to a purchaser; transfer to a bridge institution; transfer to an asset management vehicle;
bail-in; and transfer to a company wholly owned by the government. The bill also provides further rules
and guidance on the bail-in mechanism and safeguards given to certain protected arrangements (such
as netting or title transfer arrangements). Two tribunals will be established to review decisions of the
resolution authority on resolvability and compensation.

The bill has a statutory recognition framework for recognising foreign resolution actions, to the extent
that such actions would not have an adverse effect on financial stability in Hong Kong. The bill also
provides for a resolution authority to make rules to require the contractual recognition of bail-in actions
and the imposition of temporary stays on early termination rights.

The bill was introduced to the Legislative Council for a first reading on December 2, 2015 and a Bills
Committee was formed on December 4, 2015 to scrutinize the bill.
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e On June 30, 2016, the Hong Kong Government published in the gazette the Financial Institutions
(Resolution) Ordinance (the “Ordinance”) which establishes a resolution regime in Hong Kong. Under
the Ordinance, the HKMA, the Insurance Authority (1A) and the SFC are designated as resolution
authorities. They are vested with a range of necessary powers to effect orderly resolution of a failed
systemically important financial institution, which means maintaining continuity of access to the
essential financial services it provides by imposing losses on creditors, whilst minimising the risks
posed to public funds.

The Ordinance was passed by the Legislative Council on June 22, 2016. It will commence operation
on a date to be appointed by the Secretary for Financial Services and the Treasury pending the
Legislative Council’s passing of certain of the regulations to be made as subsidiary legislation under
the Ordinance.

e On November 22, 2016, the Financial Services and the Treasury Bureau, together with the HKMA,
the Securities and Futures Commission and the Insurance Authority, launched a consultation on the
regulations on protected arrangements under the Financial Institutions (Resolution) Ordinance (FIRO).

The consultation invites views on the scope and the degree of protection for the different classes of
protected arrangements, including necessary carve-outs from the protections in order not to overly
restrict a resolution authority from achieving orderly resolution. Views are also sought on remedial
actions to be taken if a resolution authority has inadvertently not acted in accordance with the
regulations.

Subject to the outcome of the public consultation, the regulators target introducing the regulations as
subsidiary legislation under the FIRO into the Legislative Council for negative vetting in the first half
of 2017.

The deadline for submission is January 21, 2017.

5. OTC Clear ESMA recognition and CFTC registration exemption

e On January 16, 2015, SFC and ESMA announced they had signed an MoU on December 15, 2014 on
cooperation arrangements for Hong Kong-established CCPs applying for ESMA recognition in the EU.
The MOU is a precondition for those CCPs being able to offer clearing services to clearing members
and trading platforms in the EU. The MOU provides for consultation, cooperation and the exchange of
information between the authorities on CCP matters and any other areas of mutual interest (but does
not cover EU-based CCP supervision). It follows the EC’s decision that the legal and supervisory
arrangements of Hong Kong ensure that the relevant CCPs comply with requirements that are
equivalent to those under the European Market Infrastructure Regulation.

e On April 29, 2015, ESMA announced that it has recognized ten third-country CCPs established in
Australia, Hong Kong, Japan and Singapore, including HKFE Clearing Corporation Limited, Hong
Kong Securities Clearing Company Limited, OTC Clearing Hong Kong Limited and SEHK Options
Clearing House Limited. The recognition allows these CCPs to provide clearing services to clearing
members or trading venues established in the EU. Hong Kong has already been assessed as equivalent
by the European Commission with regard to its legal and supervisory arrangements for CCPs. Several
other steps led to the recognition of the third-country CCPs, including the conclusion of cooperation
agreements with the relevant third-country authorities, as well as the consultation of certain European
competent authorities and central banks, as foreseen by EMIR.
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e On July 9, 2015, the CFTC published a request for public comment on a petition by OTC Clearing
Hong Kong Limited for exemption from registration as a derivatives clearing organization (DCO)
pursuant to section 5b(h) of the Commodity Exchange Act, which permits the CFTC to grant such
exemption if it determines that the applicant is subject to comparable, comprehensive supervision by
appropriate government authorities in its home country.

e On November 26, 2015, the SFC announced that it has signed an MoU that will allow the exchange of
information on derivative contracts held in trade repositories. The MoU, which became effective on
November 19, 2015, allows ESMA and the SFC to have indirect access to trade repositories established
in the European Union and Hong Kong respectively.

The ESMA-SFC MoU is the first cooperation arrangement among authorities to establish an indirect
access to TRs through the exchange of information. This follows the recommendation of the FSB to
enter into this type of agreement to overcome legal barriers to accessing data on derivatives trades, for
example when direct access by foreign authorities to TR data is not possible.

e On December 22, 2015, the CFTC issued an order of exemption to OTC Clearing Hong Kong Limited
(OTC Clear) from registration as a DCO.

The CFTC may to exempt a clearing organization from DCO registration for the clearing of swaps if it
determines that such clearing organization is subject to comparable, comprehensive supervision by
appropriate government authorities in the clearing organization’s home country. Subject to the terms
and conditions of the order, OTC Clear is permitted to clear proprietary swap positions for its US
clearing members or affiliates of such clearing members.

e On December 23, 2015, the SFC announced it has entered into an MoU with the CFTC. The MoU
covers the cooperation and exchange of information on the supervision and oversight of regulated
entities that operate on a cross-border basis in Hong Kong and the US.

Through the MoU, which covers regulated markets and organised trading platforms, central
counterparties, intermediaries, dealers and other market participants, the SFC and the CFTC express
their willingness to cooperate with each other in the interest of fulfilling their respective regulatory
mandates.

6. Margining of non-cleared derivatives

e On December 3, 2015, the HKMA issued a consultation paper on the margining of non-cleared
derivatives, which includes the relevant provisions in the draft Supervisory Policy Manual of the
HKMA.

Subject to phase-in arrangements, the HKMA proposes to implement the margin requirements
published by BCBS-10SCO and I0OSCQO’s risk mitigation standards (RMS) starting on September 1,
2016. The proposed margin framework covers guaranteed transactions, partial and substituted
compliance for cross-border trades, an outcomes-based approach for comparability assessments, and
the operation of two-way margin requirements in non-netting and no-margin jurisdictions. The
proposed RMS covers documentation requirements, portfolio reconciliation, portfolio compression and
dispute resolution.
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e On August 22, 2016, the HKMA released conclusions to its consultation and announced that it would
issue final rules in the coming months. Some of the key changes include:

- FX security conversion transactions (settled within T+7) excluded;

- Single-stock options and equity index options subject to a three-year phase-in period;

- Concept of partial compliance removed; and

- Exemptions for trading with non-netting counterparties or non-enforceable collateral counterparties,
subject to independent legal advice that netting is not likely to be effective and protection
arrangements for collateral are questionable (no threshold).

e On December 6, 2016, the HKMA announced the implementation timetable for margin and risk
mitigation standards for non-centrally cleared derivatives. The HKMA also released conclusions to its
second consultation and revised rules, indicating that the final rules will be issued later this month.
Some key points to note:

- The phase-in of initial margin (IM) requirements for phase-one institutions, and variation margin
(VM) requirements for all covered entities, will commence from March 1, 2017,

- There will be a six-month transitional period from March 1, 2017 to August 31, 2017, with no
retrospective application of margining requirements in respect of transactions entered into during
this period;

- Margin requirements do not apply to physically settled FX forwards and swaps;

- Margin requirements will apply to equity options from March 1, 2020;

- Margin standards of certain countries (including Australia, the European Union (EU), Japan,
Singapore and the US) are deemed to be comparable from the relevant phase-in dates until the
HKMA completes a comparability assessment using an outcome-based approach;

- Margin requirements do not apply if there is reasonable doubt as to the enforceability of the netting
agreement against a counterparty; and

- IM requirements do not apply if collateral arrangements are questionable or not legally enforceable.

e On December 30, 2016, the HKMA issued final draft of the margin and risk mitigation standards for
non-centrally cleared derivatives. It indicated that such final draft and its Chinese version will be
gazette in January 2017.

7. Hong Kong Stock Connect

e On November 10, 2014, SFC and CSRC announced they had approved the launch of the Shanghai-
Hong Kong Stock Connect pilot scheme following finalization of all the necessary regulatory approvals
and relevant regulatory operational arrangements required for its commencement. Under the joint
announcement issued by SFC and CSRC, trading through the Shanghai-Hong Kong Stock Connect will
commence on November 17. Stock Connect is a pilot programme for establishing mutual stock market
access between Hong Kong and mainland China. ISDA published the Additional Provisions for Stock
Connect on October 14, which is intended to be used for cash-settled over-the-counter derivatives
transactions referencing certain ‘A’ shares listed on the Shanghai Stock Exchange traded through Stock
Connect.

e On August 16, 2016, the SFC and the CSRC announced the approval, in principle, of the structure of
Shenzhen-Hong Kong Stock Connect, which will provide mutual stock market access between Hong
Kong and Shenzhen via a northbound trading link and a southbound trading link. There will be no
aggregate quota under Shenzhen-Hong Kong Stock Connect.
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The joint announcement issued by the SFC and the CSRC also abolished the aggregate quota under
Shanghai-Hong Kong Stock Connect with immediate effect.

The launch of Shenzhen-Hong Kong Stock Connect is subject to the finalisation of all necessary
regulatory approvals, market readiness and relevant operational arrangements.

Mainland-Hong Kong Mutual Recognition of Funds

On December 18, 2015, the SFC granted authorization for the first batch of four Mainland funds under
the Mainland-Hong Kong Mutual Recognition of Funds (MRF) initiative for public offering in Hong
Kong. The SFC also welcomed the approval by the China Securities Regulatory Commission (CSRC)
of the first batch of three Hong Kong funds for public offering on the Mainland market.

The MREF initiative is intended to open up the Mainland’s funds market to offshore funds. It will open
up a new frontier for the Mainland and Hong Kong asset management industries and make a wider
selection of fund products available to investors in both markets. The SFC and the CSRC have been
accepting MRF applications since July 1, 2015.

Protection of Client Assets

On February 15, 2016, the HKMA issued a circular to registered institutions to draw their attention to
a previous document issued by the SFC on protecting client assets against internal misconduct. The
HKMA circular refers to the weak internal controls and lax management supervision of some licensed
corporations that make them susceptible to the threat of internal misconduct. Registered institutions
should refer to the SFC circular when designing and implementing operating and internal control
procedures, and the HKMA will continue to monitor their compliance with the relevant requirements.

Fintech

On September 6, 2016, the HKMA launched a Fintech Supervisory Sandbox (FSS) to facilitate the pilot
trials of Fintech and other technology initiatives of authorized institutions (Als) before they are
launched on a fuller scale. The HKMA sees the need for a supervisory arrangement with greater
flexibility to enable Als to conduct more timely live tests of these initiatives before their formal launch.
This will enable Als to gather real-life data and user feedback on their new Fintech products or services
more easily in a controlled environment, so that they can make refinements to them as appropriate. The
FSS is intended for this purpose, and the HKMA will adopt the following principles in operating the
FSS:

- The FSS is available to Fintech as well as other technology initiatives intended to be launched in
Hong Kong by Als;

- Within the FSS, an Al is allowed to conduct a pilot trial of its initiatives involving actual banking
services and a limited number of participating customers (such as staff members or focus groups
of selected customers) without the need to achieve full compliance with the HKMA'’s usual
supervisory requirements during the trial period. This is however predicated on the understanding
that the management of the Al will ensure that certain provisions around boundaries, customer
protection measures, risk management controls and readiness and monitoring; and

- The FSS should not be used by Als as a means to bypass applicable supervisory requirements.
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As the FSS is a new supervisory arrangement, the HKMA will refine the arrangement over time in the
light of implementation experience and industry development.

On November 7, 2016, the Securities and Futures Commission (SFC) hosted the SFC Regtech and
Fintech Contact Day 2016 to enhance understanding of emerging regulatory and financial technologies
and how they intersect with securities regulation.

The event featured presentations by financial and regulatory technology providers on topics including
cybersecurity, business-to-business Fintech, Know Your Client and suitability requirements. A panel
comprising representatives of the SFC, Hong Kong Monetary Authority, Hong Kong Exchanges and
Clearing Limited and the Office of the Privacy Commissioner for Personal Data discussed the
regulatory implications of new technologies. More than 150 senior delegates from financial institutions,
brokers and asset managers attended the full-day event.

On December 7, 2016, the HKMA and the UK Financial Conduct Authority (FCA) announced that
they have entered into an agreement to foster collaboration between the two regulatory authorities in
promoting financial innovation.

The HKMA and the FCA will closely collaborate on a number of initiatives such as referrals of fintech
firms, joint innovation projects, information exchange and experience sharing. For Hong Kong, the
agreement is a key initiative for the Fintech Facilitation Office (FFO) of the HKMA and presents
significant opportunities for financial and fintech companies to enhance their services and extend their
global footprint.

For the UK, this represents the fifth co-operation agreement that the FCA has signed with
international authorities after Australia, Singapore, South Korea and China. The agreement will
reduce the barriers for authorised firms looking to grow to scale overseas and assist non-UK
innovators interested in entering the market the FCA oversees.

HKMA publishes reports

On April 29, 2016, the Hong Kong Monetary Authority (HKMA) released its annual report for 2015.
The report discusses the economic and financial environment, monetary stability, banking stability,
participation in regional and international forums and reserves management. The report also discusses
the HKMA’s progress in implementing various reforms and regulations, including the countercyclical
capital buffer, domestic systemically important banks, recovery and resolution schemes and Basel-
related reforms.

On September 27, 2016, the Hong Kong Monetary Authority (HKMA) published the September
2016 issue of its Quarterly Bulletin and Half-Yearly Monetary and Financial Stability Report.

The Quarterly Bulletin features two articles, entitled ‘Capacity Building in the Hong Kong Banking
Industry’, and ‘Implementation of the Stored Value Facilities Regulatory Regime’. The report
provides detailed analyses of the global and local economy, as well as the monetary and financial
conditions in Hong Kong. It also examines the recent performance and risks of the local banking
sector.

SFC inks MOU with FINRA
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On May 20, 2016, the Hong Kong Securities and Futures Commission (SFC) announced it has entered
into a memorandum of understanding (MOU) with the US Financial Industry Regulatory Authority
(FINRA) concerning mutual assistance in the supervision and oversight of regulated entities that
operate on a cross-border basis in the two jurisdictions. The MOU covers financial market participants
or other entities that are regulated by the SFC or FINRA, and came into effect on May 9.

HKMA launches cybersecurity initiative

On May 18, 2016, the HKMA announced the launch of a Cybersecurity Fortification Initiative (CFI) at
the Cyber Security Summit 2016. The CFI aims to raise the level of cybersecurity of banks in Hong
Kong through a three-pronged approach:

- A central element of the CFI is a cyber-resilience assessment framework, which seeks to establish
a common risk-based framework for banks to assess their own risk profiles and determine the level
of defence and resilience required;

- There will be a new professional development programme for training and certification, which aims
to increase the supply of qualified professionals in cyber security; and

- A cyber intelligence sharing platform will be developed to allow sharing of cyber-threat
intelligence between banks in order to enhance collaboration and improve cyber resilience.

- Toimplement the CFI as quickly as possible, the HKMA will issue a formal circular to all banks
next week, which will set out that it is a supervisory requirement for them to implement the CFI.
Concurrently, the HKMA will conduct a three-month consultation with the banking industry on
the proposed cyber-resilience assessment framework. The HKMA will also work with the Hong
Kong Institute of Bankers and the Hong Kong Applied Science and Technology Research
Institute (ASTRI) to roll out the first training courses for cyber security practitioners by the end of
2016. In addition, the HKMA will work with the Hong Kong Association of Banks and ASTRI to
establish the cyber intelligence sharing platform by the end of 2016.

HKEX receives SFC approval to clear USD/CNH cross currency swaps

On July 21, 2016, OTC Clearing Hong Kong Limited (OTC Clear), a subsidiary of Hong Kong
Exchanges and Clearing Limited (HKEX), announced that the Securities and Futures Commission has
granted approval of its clearing services for cross currency swaps. OTC Clear will initially provide
clearing for swaps in the USD/CNH currency pair, which is expected to launch in August.

OTC Clear will be the first international clearing house to provide clearing for USD/CNH cross
currency swaps. OTC Clear provides a payment versus payment settlement solution through the real-
time gross settlement system operated by the Hong Kong Monetary Authority, which eliminates
settlement risk.

SFC hosts IOSCO Board meeting in Hong Kong
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On October 20-21, 2016, a meeting of the Board of the International Organization of Securities
Commissions (I0OSCO) was hosted by the Securities and Futures Commission (SFC) in Hong Kong,
focused on key issues facing securities regulators and global financial markets.

The I0SCO Board discussed ways to advance the organisation’s agenda for financial regulatory reform
and also reviewed the progress of IOSCO’s work on margin requirements, central counterparties, asset
management and market conduct.

Nearly 100 securities regulators from more than 30 member jurisdictions attended the meeting, which
was the first chaired by the new IOSCO Board Chairman, Mr Ashley Alder, SFC Chief Executive
Officer.

HKMA Designates Nine CNH Primary Liquidity Providers

On October 27, 2016, the Hong Kong Monetary Authority (HKMA) announced that it has designated
the following nine banks as Primary Liquidity Providers (PLPs) for offshore renminbi (RMB) market
in Hong Kong (i.e. CNH market) with effect from today, following the expiry of the first term of
designation to seven PLPs.

The nine PLPs were selected through a competitive process among the former PLPs and the
contributing banks for CNH HIBOR fixing, which are all active participants in the CNH market. The
selection was based on a wide range of criteria, including the institution’s capability in providing CNH
funding and making market for CNH instruments, and commitment to using Hong Kong as a global
hub for offshore RMB business. The HKMA provides each of the PLPs with a dedicated RMB repo
facility of RMB2 billion, so as to facilitate their liquidity management when they carry out market-
making activities and provide liquidity in the CNH market.

To enhance the transparency of the RMB market liquidity, starting from 1 November 2016 the HKMA
will publish information on the usages of intraday and overnight RMB Liquidity Facility (RLF) as well
as the usages of the PLP facility as at 9:00 a.m., 11:00 a.m., 2:00 p.m and 4:00 p.m. Hong Kong time
from Monday to Friday, except public holidays. The information will be shown in a new HKMA page
on the Reuters (page hame: HKMAOOF) within fifteen minutes of the respective points of time.

The designation is for a term of two years, with effect from 27 October 2016. The HKMA will
regularly review the experience in operating the scheme and its effectiveness, and consider the need
for any refinements, including the number of PLPs and the modalities of the repo facility.

SFC proposes enhancement to position limits regime

On September 20, 2016, the Hong Kong Securities and Futures Commission (SFC) published a
consultation paper proposing enhancements to the position limit regime to expand its scope and make
it more responsive to financial market developments.

Under the proposals, the cap on the excess position limit that may be authorised by the SFC would
increase from 50% to 300% of the statutory position limit. It is also proposed that the statutory
position limit for stock options contracts will triple to 150,000. This will facilitate the implementation
of the proposals in Hong Kong Exchanges and Clearing Limited's market consultation that concluded
in June 2016. In addition, new excess position limits are proposed for index arbitrage activities, asset
managers and market-makers of exchange-traded funds.
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Submissions to the consultation are due by November 21.

SFC issues reminder on short position reporting

On September 30, 2016, the Hong Kong Securities and Futures Commission (SFC) issued a reminder
to all relevant market participants that on March 15, 2017, reporting will be required for reportable
short positions in all designated securities eligible for short selling specified by the Hong Kong Stock
Exchange.

The SFC further reminded market participants to ensure they have systems and procedures in place to
comply with the new requirements. For more details, market participants can refer to the latest
frequently asked questions published on the SFC website. The SFC will provide a pilot testing
environment in early 2017 to facilitate market participants’ preparations for the new requirements.
Further details will be available by the end of 2016.

HKMA releases consultation on NSFR

On November 4, 2016, the Hong Kong Monetary Authority (HKMA) released a consultation
paper on the net stable funding ratio (NSFR). The proposals are as follows:

- The NSFR will be applicable to banks that have been designated as category 1 institutions by the
HKMA. Category 2 members will be subject to a modified form of the NSFR;

- The NSFR will be applied on a Hong Kong office basis for all institutions. In addition, institutions
having one or more overseas branches must apply the NSFR on an unconsolidated basis. If an
institution has one or more associated entities, the HKMA may also require the NSFR to be applied
on a consolidated basis;

- A category 1 institution will be required to maintain an NSFR of not less than 100%. In case of a
temporary immaterial shortfall, a category 1 institution will be given a brief opportunity to restore
its NSFR position before significant supervisory action is taken;

- Acategory 2 institution will be required to maintain a modified NSFR of not less than 75% on
average in each calendar month, with no allowance for rectification of shortfalls;

- Locally incorporated category 2 institutions with total assets amounting to less than HK$20
billion and category 2 institutions operating as foreign bank branches with total assets amounting
to less than HK$50 billion will be exempted from NSFR requirements; and,

- NSFR and modified NSFR requirements will become applicable from January 1, 2018.

The deadline for comments is December 23, 2016.

New HKTR documentation published

On November 25, 2016, the Hong Kong Trade Repository (HKTR) published a revised version of the
existing supplementary reporting instructions (SRI 1), and additional supplementary reporting
instructions focusing on the phase-two reporting requirements that will come into effect in July 2017
(SRI'I).
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The SRI I has been revised to address questions received from the industry, and describe the reporting
requirements in a more concise manner. Where new or altered reporting requirements are introduced,
grace periods have been provided for their implementation. A tracked-changes version of the SRI |
has also been published.

The guidance in the SRI 11 should enable reporting institutions to complete their preparation for
compliance with the phase-two reporting requirements.

New SFC measures to heighten senior management accountability

On December 16, 2016, the Hong Kong Securities and Futures Commission (SFC) issued a
circular to all licensed corporations to heighten the accountability of senior management and
promote awareness of senior management obligations under the current regulatory regime.

The circular aims to provide more guidance on who should be regarded as the senior management of
a licensed corporation. It identifies eight core functions which are instrumental to the operations of
licensed corporations. Licensed corporations are expected to designate fit and proper individuals to be
managers-in-charge of each of these functions. Those who have overall management oversight of the
licensed corporations and those in charge of key business line functions are also expected to seek the
SFC’s approval as responsible officers.

Commencing April 18, 2017, corporate licence applicants and existing licensed corporations will
have to submit up-to-date management structure information and organisational charts to the SFC. All
existing licensed corporations should submit the required information by July 17, 2017. In addition,
their managers-in-charge of the overall management oversight and key business line functions who
are not already responsible officers should have applied for approval to become responsible officers
by October 16, 2017.

The SFC has also published over 40 frequently asked questions to provide more guidance on the
measures and will organise a series of industry workshops in the first quarter of 2017 to help the
industry further understand the measures.

ISDA Submissions (since 2010)

January 27, 2010: ISDA submission in response to the Consultation Paper on the Review of Corporate
Rescue Legislative Proposals

December 2, 2010: JAC submission to the Bills Committee on the Securities and Futures and
Companies Legislation (Structured Products Amendment) Bill

July 8, 2011: ISDA submission to HKMA on the Conceptual Framework of the Trade Repository
November 30, 2011: ISDA submission to HKMA and SFC on the consultation paper on the proposed
requlatory regime for Hong Kong’s over-the-counter derivatives market

December 6, 2011: ISDA submission to HKMA on the report on consultation on logistical and technical
arrangements for reporting to the Hong Kong trade repository

January 29, 2013: ISDA submission to HKMA and SFC with regard to the “originate or execute”
definition in the consultation paper on the proposed regulatory regime for the over-the-counter
derivatives market in Hong Kong
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o April 5,2013: ISDA submission to HKMA and SFC regards to the “originated or executed” definition
in the consultation paper on the proposed requlatory regime for the over-the-counter derivatives market
in Hong Kong

o April 15, 2013: ISDA submission to HKMA regards to HKMA Consultation on reporting requirement
for OTC derivatives transactions

e May 16, 2013: ISDA submission to HKMA regarding HKMA Consultation on reporting requirement
for OTC derivatives transactions

e June 4, 2013: ISDA submission to HKMA regarding the reporting logic for historical records
amendment

o July 5, 2013: ISDA submissions to HKMA on the Reporting Service Agreement.

July 16, 2013: ISDA submission to Hong Kong Monetary Authority and Securities and Futures
Commission on the “originated or executed” definitions under the trade reporting regime

o July 26, 2013: ISDA submissions to HKMA on the Reporting Service Agreement — Follow up letter

e August 30, 2013: ISDA submission to HKMA and SFC on the “originate or execute” definition under
the trade reporting regime

o April 4, 2014: ISDA response to the consultation paper on “An Effective Resolution Regime for
Financial Institutions in Hong Kong”

e August 18, 2014: ISDA submission to Hong Kong Monetary Authority and Securities and Futures
Commission on the Consultation paper on the Securities and Futures (OTC Derivative Transactions —
Reporting and Record Keeping) Rules

e August 30, 2014: ISDA submission to Hong Kong Monetary Authority and Securities and Futures
Commission on the “originate or execute” definitions under the trade reporting regime

e September 4, 2014: 1SDA submission to HKMA on the mandatory reporting of unique transaction
identifiers

e December 23, 2014: ISDA submission to HKMA and SFC on further consultation on the Securities and
Futures (OTC Derivative Transactions — Reporting and Record Keeping Obligations) Rules

e March 20, 2015: ISDA submission to HKMA on draft additional trade reporting documentation (draft
FAQs and Supplementary Reporting Instructions)

o April 13, 2015: ISDA submission to Financial Services and the Treasury Bureau on an Effective
Resolution Regime for Financial Institutions in Hong Kong

e October 16, 2015: ISDA submission to SFC on consultation on changes to the Securities and Futures
(Financial Resources) Rules.

e November 5, 2015: ISDA/ASIFMA joint submission to HKMA and SFC on introducing mandatory
clearing and expanding mandatory reporting for OTC derivatives transactions.

e November 30, 2015: ISDA submission to HKMA and SFC on question 39 of consultation on
introducing mandatory clearing and expanding mandatory reporting for OTC derivatives transactions.

e December 30, 2015: ISDA/FIA/ASIFMA joint submission to SFC on consultation on proposed
amendments to the Guidelines for the Regulation of Automated Trading Services (ATS).

e January 29, 2016: ISDA/ASIEMA join submission to HKMA on consultation on proposed margining
and risk mitigation standards for non-centrally cleared OTC derivatives

e September 14, 2016: ISDA submission to HKMA on key comments on proposed margin and risk
mitigation standards for non-centrally cleared derivatives. This submission is not yet public.
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INDIA

Key Regulatory Milestones

OTC Derivatives Market Reforms

On March 6, 2014, the Implementation Group on OTC Derivatives Market Reforms released its report
on progress in implementing OTC derivatives reform measures in India. In this report, the Group has
made a gap analysis with regard to various OTC derivative products and has suggested tentative
timelines for reform implementation.

The report noted that while India was fully committed to achieving the G-20 reform agenda for OTC
derivatives, the pace and nature of such reforms depended on domestic market conditions. The
recommended roadmap for implementation of reform measures with regard to OTC derivatives in
India has been worked out with timelines extending up to March 2015. As some of these milestones
might be dependable on variables such as an improvement in liquidity, there was a possibility that
timelines might be revisited or revised based on developments in the OTC derivatives market.

Margin

On May 2, 2016, the Reserve Bank of India (RBI) published a discussion paper on margin requirements
for non-centrally cleared derivatives. The paper proposes a framework for the exchange of initial and
variation margin for all non-cleared derivatives, in line with Basel Committee on Banking Supervision
and International Organization of Securities Commissions guidelines. The discussion paper outlines
the scope of coverage, types of margin to be exchanged, eligible collateral, treatment of collected
margin, treatment of cross-border transactions and implementation schedule.

On September 1, 2016, the RBI announced that it has decided to postpone the implementation of
margining requirements. This delay will help avoid cross-border implementation issues, and will also
provide market participants with adequate time to plan and prepare for the new requirements, it said.
The RBI intends to release the final guidelines on margin requirements in due course.

Trade reporting

Reporting of inter-dealer transactions in INR IRS and FRAs to CCIL has been required since August
30, 2007.

Since the launch of the onshore CDS market on December 1, 2011, market-makers have been required
to report their CDS transactions with both users and other market-makers.

In line with the G20 commitments, CCIL was designated as the OTC derivatives trade repository for
India and reporting was extended to inter-dealer USD-INR FX forwards and swaps and foreign
currency (FCY)-INR options on July 9, 2012. This was expanded to other inter-dealer FX forwards and
swaps and currency options (i.e., transactions in 13 FCY other than USD against INR, and FCY against
FCY transactions) on November 5, 2012. The FCYs (in addition to USD) are EUR, GBP, JPY, AUD,
CAD, CHF, HKD, DKK, NOK, NZD, SGD, SEK and ZAR.
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Reporting of client trades in FX forwards and options commenced on April 2, 2013, subject to a
reporting threshold of USD1 million (or equivalent in other currencies). The reporting threshold applies
to the base currency of the trade at the time of transacting.

On December 4, 2013, RBI issued a circular on the Reporting Platform for OTC Foreign Exchange and
Interest Rate Derivatives. All/selective trades in OTC foreign exchange and interest rate derivatives
between the Category-1 AD banks/ market makers (banks/PDs) and their clients should be reported on
the CCIL platform, subject to a mutually agreed upon confidentiality protocol.

CCIL has completed the development of the platform for reporting of the following OTC derivative
transactions: Inter-bank and client transactions in Currency Swaps; Inter-bank and client transactions
in FCY FRAVIRS; and Client transactions in INR FRA/IRS. Additionally, CCIL has put in place a
confidentiality protocol, in consultation, with the market representative bodies. The platform would be
operationalized from Dec 30, 2013 for the above OTC derivative transactions.

Clearing & CCIL matters

CCIL clears inter-dealer USD-INR FX forwards and plans to launch inter-dealer clearing of INR IRS
and FRAs.

On January 17, 2012, FEDAI issued a notice to its members requiring them to join CCIL’s Forex
Forward Guaranteed Settlement Segment by June 30, 2012 and to start clearing their eligible FX
forward transactions through CCIL by October 1, 2012. The clearing deadline has since been postponed
indefinitely.

CCIL has amended its regulations governing the Forex Forward Guaranteed Settlement Segment with
the amendments taking effect on March 31, 2013. The key amendments confer a right upon members
to resign and limit the liability of members for losses arising from the default of another member.

On January 28, 2013, RBI issued a circular on the ‘Standardization of Interest rate Swap (IRS)
Contracts’, which aims to facilitate central clearing and settlement of IRS contracts in the future and to
improve tradability. FIMMDA would prescribe the terms regarding minimum notional principal
amount, tenors, trading hours, settlement calculations etc., in consultation with market participants.
Standardization would be mandatory for INR Mumbai Inter Bank Offer Rate (MIBOR) Overnight
Index Swap (OIS) contracts and for all IRS contracts other than client trades. All new INR MIBOR-
OIS contracts executed from April 1, 2013 onwards would need to be standardized.

On January 1, 2014, RBI granted the status of Qualified Central Counterparty (QCCP) to CCIL. CCIL
has qualified as a QCCP on the basis that it is authorized and supervised by the RBI under the Payment
and Settlement Systems Act, 2007. It is also subject, on an on-going basis, to rules and regulations that
are consistent with the Principles of Financial Market Infrastructures (PFMIs) issued by CPSS-I0SCO.
In July 2013, CCIL was designated as a critical Financial Market Infrastructure (FMI) for oversight
considering its systemic importance in financial markets regulated by the RBI.

On February 28, 2014, the Risk Management Department of CCIL released its consultation paper on
“the Segregation and Portability Related Changes & Clearing Member Structure”. CCIL currently deals
directly with all its members, with no indirect participation except in the securities segment. All trades
of a member and its constituents are not segregated for margin computation. CCIL is seeking to create
a structure so that some of its members, based on agreed criteria, may become Clearing Members (CMs).
Indirect participants may access the clearing system via these CMs. The CM structure would be
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implemented in all segments of CCIL after suitable modification. The aim of the proposals is to meet
Principle 14 “Segregation and Portability” of the CPSS-1ISOCO PFMIs.

CCIL seeks to create a basic structure through which it would receive all trades of the indirect
participants through their CMs for settlement. These trades would have identifiers to denote those as
trades of individual participants. CMs would have the option to allow indirect participants to report
their trades through CMs or even directly to CCIL within certain pre-specified limits. CMs would be
responsible for any margin deficit or any settlement shortfall in the account of any of the indirect
participants which accesses clearing through them.

Indirect participants would have the option to select fully segregated collateral model or otherwise. If
any indirect participant selects fully segregated collateral, it would have full visibility through CCIL
system of margins deposited on its behalf by their CMs. This information would be less detailed for
indirect participants who select group or omnibus margin accounts. In the CBLO & Forex Segments,
indirect participants have to maintain segregated collateral accounts only. However, an indirect
participant, when allowed, may clear through multiple CMs.

The consultation paper covered and sought views on margin shortfall, settlement shortfall, default on
account of indirect participant and clearing member default.

e On March 27, 2014, RBI issued a circular on the Exposure Norms for Standalone PDs. With effect
from April 1, 2014, as an interim measure, a standalone Primary Dealer’s (PD) clearing exposure to a
Qualifying Central Counterparty (QCCP) would be kept outside the exposure ceiling of 25% of its net
owned funds applicable to a single borrower/counterparty.

e On March 27, 2014, RBI issued a circular on the Exposure Norms for Standalone PDs. Effective April
1, 2014, as an interim measure, a standalone primary dealer’s clearing exposure to a Qualifying Central
Counterparty (QCCP) would be kept outside the exposure ceiling of 25% of its net owned funds
applicable to a single borrower/counterparty.

e OnJune 2, 2014, mandatory clearing through CCIL Forex Forward Guaranteed Segment commenced.

e On December 8, 2014, the Risk Management Department of CCIL released its Consultation Paper on
the Default Handling: Auction of Trades & Positions of Defaulter etc.

The Consultation Paper proposed the following:

1. Auction for close-out of Defaulter’s positions: CCIL is considering introducing the possibility of
auctioning trades of the defaulter.

2. Default classification: CCIL will categorize the event of default into large and small default
depending on the impact to other clearing market participants. The classification may be based on
the amount involved at a netted position level as compared to the aggregate net outstanding
positions being cleared in the institutional segment of the market. Based on a pre-decided scale, a
default may be classified based on such ratio and a subsequent course of action be adopted.

3. Committee of Clearing Participations for Default Handling: For large-sized defaults, CCIL is
proposing to form a Committee of Clearing Participants. This committee will advise CCIL on
handling large-sized defaults and will assist CCIL on close-out positions either through direct sale
or auction.

4. Segment-wise approach: The default handling in each segment is different as the default of a market
participant for each segment should be handled separately. However, a clearing participant may
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default in more than one segment. CCIL is proposing to handle such defaults at a consolidated level
instead of through a segment-based approach.

5. Compression of Portfolio of defaulter or of all (including non-defaulters): CCIL is proposing a
mandatory compression of trades of all clearing participants before the default process begins.

6. Sale of positions in the market: In the instance of a small-sized and medium-sized default, CCIL
may choose to close-out such positions through a sale in the market either through its anonymous
trading systems or through a private sale by inviting quotes from at least three of the large non-
defaulting clearing participants. The residual positions may be closed out following the approach
as described in paragraph 2.5.5 of the Consultation Paper. In the instance of a large-sized default,
the Default Management Committee of clearing participants may be shown the portfolio of the
defaulted clearing participant. This Committee, in consultation with CCIL, may be required to
decide on the auction size of the defaulter’s portfolio. This Committee may also decide to sell the
defaulter’s portfolio in the market based on pre-determined rules and via the anonymous trading
systems of CCIL.

7. Auction Model: All non-defaulting clearing participants will have an obligation to bid in the auction
and buy positions up to a portion of the auctioned position that is equal to the ratio of their
contributions to the default fund for the segment to the total contributions of non-defaulting clearing
participants to the same default fund. For each tranche, CCIL will declare a minimum price based
on its MTM price.

8. Positions carried forward: If some positions of the defaulter could not be immediately closed-out
in the market or through the auction, such positions will be carried forward.

9. Residual Loss from Default: Any loss not recovered from the handling of a default will be met in
terms of the Default Waterfall described in the respective segment.

e OnJuly 17, 2015, CCIL issued a Consultation Paper on Integrated Risk Information System (CCIL
IRIS): Additional Functionalities. This Consultation Paper considers additional functionalities to be
included in CCIL’s web based real time application called CCIL IRIS which provides information ot
members related to among others, their liquidity exposures, margin and collateral related information,
contributions to default fund, imposition of margin and settlement status of trades in different segments.

e On July 24, 2015, CCIL issued a Consultation Paper on the integration of Forex Forward and Forex
Settlement Segment. This Consultation Paper covers considers the process of integration of these two
segments. CCIL has considered that the risks to CCIL for both segments are the same and the clearing
participants to these segments are more or less the same. The Consultation Paper also considers that the
integration will bring significant benefits to the clearing participants.

e On July 31, 2015, CCIL issued a Consultation Paper on CCP Recovery and Resolution Mechanism
(Consultation Paper). In this Consultation Paper, CCIL considered the Principles for Financial Market
Infrastructures (PFMI) developed by the Committee on Payment and Settlement Systems and the
International Organization of Securities Commissions (CPSS-IOSCO) in April 2012 and carried out an
analysis of the PFMI in relation to the development and maintenance of a viable recovery or orderly
wind-down plan for CCIL.

Critical Services

CCIL is of the view that the critical services which it offers in the clearing space relate to it being a
CCP in securities, CBLO, Foreign Exchange (Rupee/US Dollars), Forward Foreign Exchange
(Rupee/US Dollars) and Rupee Derivatives segments. It is to be noted that CCIL also offers non-CCP
clearing and settlement of daily cashflows in rupee derivatives segment and in the CLS segment. CCIL
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has also considered that it is the only CCP offering the clearing services as described above; therefore,
these may be considered to constitute critical services for the financial market participants in the Indian
market.

Principal Risks
Aside from defaults by participants, CCIL has identified and described the following major risks to the
clearing risks run by CCIL in the Consultation Paper:

(a) Settlement Bank Risk;

(b) Investment Risk;

(c) Operations Risk;

(d) Legal Risk; and

(e) Reputation Risk

Liquidity Risk

CCIL highlights that in order to manage liquidity risk on a day to day basis, maximum liquidity limits
are proposed to be set across segments for members. This has presently been imposed in the Forex
Settlement Segment in both INR and in USD. CCIL is of the view that this will ensure that the liquidity
shortfall will not be faced with the first default, even by the largest participant with its affiliates. CCIL
also considers that liquidity risks from settlement bank failures, if any, would have to be shared by the
clearing participants which settles through such bank and is required to share the credit loss as stipulated.

Allocation of Losses
With respect to allocation of losses, CCIL has considered and proposes to follow the PFMIs and as well

as the report on the Recovery of Financial Market Infrastructures issued by the Committee on
Payments and Market Infrastructures and I0SCO (CPMI-IOSCO) in October 2014.

Losses not caused by participant default

CCIL sets out its considerations with respect to losses not caused by participant default. In this regard,
CCIL considers its approach as follows: to combine managing these risks in a manner which is optimum
and transparent to the participants and having loss sharing principles where appropriate incentives are
available for the participants to manage and minimize this risk. CCIL also states that initial losses up
to a threshold could be borne out of CCIL’s own resources clearly earmarked for this purpose.

e On March 1, 2016, CCIL issued a Consultation Paper on the end of day incremental MTM deposit
deadline being brought forward from 11:00 AM after the day of trade to either 7:30 PM the day of trade
or 9:00 AM the day after trade.

¢ On May 5, the Reserve Bank of India (RBI) released a circular permitting any entity regulated by the
RBI, SEBI, the Insurance Regulatory and Development Authority of India (IRDAI), the Pension Fund
Regulatory and Development Authority of India (PFRDA), and the National Housing Bank (NHB) to
trade in interest rate swaps (IRS) on electronic platforms.

The RBI has designated the Clearing Corporation of India (CCIL) as an approved counterparty for
transactions executed on electronic trading platforms where CCIL is the central counterparty. Regulated
institutional entities may apply for membership of electronic trading platforms in IRS that have CCIL
as the central counterparty, subject to the approval of their respective sectoral regulators.|

e OnJuly 4, 2016, CCIL issued a notification amending its by-laws and the regulations governing the

securities segment. The amendments include provisions regarding the introduction of a default fund
and outlines the default waterfall, as detailed below;
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Default fund: CCIL will maintain a default fund for its securities segment, with a view to meeting risks
arising from any default by the members of this segment. The size of the fund will be determined as
per the guidelines set out in the regulations, and will be reviewed at the end of every month.

- The member’s contribution to the fund will be determined with reference to the total size of
the fund, and shall be based on the average outstanding gross trade volume of the member and
the average initial margin contribution during the previous month, with equal weights assigned
to each. The minimum contribution of a member will be INR 1 million.

- The individual contributions towards the fund may be in the form of cash and/or eligible
government securities.

- The securities contributed by the members towards the fund will be valued at the end of each
day. If the value of the securities net of haircuts falls below a threshold level as notified by
CCIL, members will be required to contribute such additional sums to the fund as may be
necessary. To start with, the threshold level will be set at 95%.

- The administration of collateral deposited, as well as withdrawals, substitutions and payment
of interest will be governed by the relevant clauses in the regulations.

- The utilisation of the default fund and the events triggering the replenishment of a member’s
contribution will be governed by the relevant clauses in the regulations.

Default waterfall: The loss on account of a participant default shall be met by CCIL by recourse to
funds in the following order. First, by appropriation of the margin contribution of the defaulting
member. Second, by applying the set-off from the defaulter’s own contribution to the default fund.
Third, by payment from CCIL’s settlement reserve fund, capped at 10% of the balance available. Last,
by allocation of the residual loss to the default fund accounts of other members in proportion to their
contributions at the time of default.
e On August 12, 2016, CCIL issued a notification amending the regulations to the Collateralized

Borrowing and Lending Obligation (CBLO) segment. The amendments include:

- The revised CBLO shortage handling process;

- Pre-order check for availability of initial margin and borrowing limits for members;

- Step-up in haircut rates on securities collateral following the imposition of volatility margin in

the securities segment;
- The introduction of a default fund

e On November 9, 2016, CCIL issued a proposal to resize their ‘Skin in the Game’ (SIG) and restructure
the default waterfall for all clearing segments. CCIL’s current SIG is a fixed percentage of the
Settlement Reserve Fund (SRF), which is between 5% to 25% depending on the clearing segment. In
order to make the SIG more risk-sensitive and calibrate it to the likely losses in a business segment
under stress conditions, CCIL proposes to resize their SIG to 25percent of the member contributed
default fund of a segment. In addition, CCIL will also ensure that its SIG is at least equal to the highest
amount contributed by any member in each segmental default fund.

CCIL also proposes to restructure the default waterfall, so that the SIG is split into two tranches.
Tranche 1 will be equal to 15 percent and is to be used before default fund contributions of surviving
members are used, while tranche 2 will be equal to 10 percent which will be used after default fund
contributions of surviving members are used but before calling for further contributions from them.

o On December 2, 2016, the Clearing Corporation of India Limited (CCIL) announced a change in the
timing for the collection of incremental mark-to-market margin for the rupee derivatives segment. This
change also applies to the FX forwards, FX, collateralised lending and borrowing obligations, and
securities segments. It has been decided to advance the stipulated time by which margin becomes
payable to 9am Indian standard time (IST) on the next working day (including Saturdays), from the
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current 11am IST on weekdays and 10:30am IST on Saturdays. Failure to replenish the margin shortfall
by 9am IST on the next business day will attract a penalty.

On December 16, the European Commission determined that India, Brazil, New Zealand, Japan
Commodities, United Arab Emirates and Dubai International Financial Centre have equivalent
regulatory regimes for central counterparties (CCPs) to the European Union.

Onshore CDS and Corporate Bond market development

RBI’s Guidelines on Introduction of CDS for Corporate Bonds (CDS Guidelines) were issued on May
23,2011, and came into effect on December 1, 2011. Revisions were made via the Guidelines on *Credit
Default Swaps (CDS) for Corporate Bonds — Permitting All India Financial Institutions” (AIFIs) on
April 23, 2012 and via Revised Guidelines on January 7, 2013.

Only single-name INR CDS on Indian-resident corporates are allowed. There are a number of other
constraints on what CDS can be written. While ‘Restructuring’ is allowed as a Credit Event, this is a
modified version that departs significantly from the international market definition of ‘Restructuring’.

The CDS Guidelines creates two categories of participants — market-makers and users. Currently, only
commercial banks and primary dealers that fulfil certain eligibility norms are allowed to be market-
makers. Commercial banks, primary dealers, non-banking financial companies, mutual funds,
insurance companies, housing finance companies, provident funds, listed corporates and foreign
institutional investors, and AlFIs, namely, Export Import Bank of India (EXIM), National Bank of
Agriculture and Rural Development (NABARD), National Housing Bank (NHB) and Small Industries
Development Bank of India (SIDBI) are allowed to be users.

Market-makers can buy or sell CDS without any underlying position in the bonds. Users can only buy
CDS as a hedge for a bond that they hold and must unwind the CDS (or with the consent of the CDS
seller, novate the CDS to their bond purchaser) within 10 business days of selling the bond with their
original protection seller at a mutually agreeable or FIMMDA price. If no agreement is reached, then
unwinding will be done at the FIMMDA price.

Participants are required to mark-to-market their CDS positions daily and to margin their CDS positions
at least weekly.

On August 18, 2016, a working group from the RBI published a report on the development of Indian
corporate bond market. The working group was formed by the Financial Stability and Development
Council Sub-Committee (FSDC-SC), and has representation from the Reserve Bank of India, Ministry
of Finance, Securities and Exchange Board of India, Insurance Regulatory and Development Authority,
and the Pension Fund Regulatory and Development Authority.
The report examines different initiatives to develop the corporate bond market in India, and analyses
the success of these measures. It looks at the structural limitations of the corporate bond market in India,
and makes recommendations for relevant regulators to implement, including:

- Developing an electronic dealing platform with a central counterparty to make corporate bond

repo operations more transparent;

- Allowing debt market traders to act as market-makers, as a means of improving liquidity;

- Easing norms for foreign portfolio investors;

- Encouraging large corporates to access the market for their working capital needs; and

- Developing a corporate bond index.
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It provides recommendation on ways to develop the credit default swap market in order to complement
the corporate bond market, but notes the restriction on netting for capital adequacy and exposure norms.
If needed, amendments can be made to the RBI Act.

Financial Sector Legislative Reforms Commission

The Financial Sector Legislative Reforms Commission (FSLRC) issued its final report in March 2013.
FSLRC was constituted by the Ministry of Finance to review and recast the legal and institutional
structures of the financial sector in India in tune with the contemporary requirements of the sector.

In determining the financial legal framework, FSLRC identified 9 areas that needed to be covered by
such framework:

- consumer protection,

- micro-prudential regulation,

- resolution of failing financial firms,
- capital controls,

- systemic risk,

- development and redistribution,

- monetary policy,

- public debt management, and

- contracts, trading and market abuse.

On June 6, 2013, the Ministry of Finance also invited comments on the FSLRC Report to be submitted
by July 15, 2013.

On July 23, 2015, the FSLRC released its Revised Draft Indian Financial Code. The modifications
mainly relate to the strengthening of the regulatory accountability of financial agencies, removing the
provision empowering the Financial Sector Appellate Tribunal (FSAT) to review Regulations,
rulemaking and operational aspects of capital controls, monetary policy framework and composition of
the Monetary Policy Committee, regulation of, for instance, systematically important payment systems.
The Revised Draft Indian Financial Code also considers the enactments made subsequent to the
submission of the FSLRC report; namely The Pension Fund Regulatory and Development Authority
Act, 2013 (PFRDA Act) and Securities Laws (Amendment) Act, 2014. However, the FSLRC states
that the modifications in the revised Draft Indian Financial Code remain consistent with the overall
structure and philosophy of the FSLRC Report.

Implementation of Basel 111

On February 21, 2012, RBI released the draft guidelines on Liquidity Management and Basel Il
Framework on Liquidity Standards. RBI would introduce the Liquidity Coverage Ratio (LCR) and the
Net Stable Funding Ratio (NSFR) as prescribed by the Basel Committee, with effect from January 1,
2015 and January 1, 2018, respectively. Supervisory reporting of the LCR and NSFR would begin from
the end of the second quarter, 2012. The LCR and NSFR would be applicable to Indian banks on a
whole bank level, i.e., on a stand-alone basis including overseas operations through branches, and later
on a consolidated level. For foreign banks operating in India, the LCR and NSFR would be applicable
on a stand-alone basis.
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e OnMay 2, 2012, RBI released the final guidelines on Implementation of Basel I1l Capital Requirements
stating a minimum Common Equity Tier 1 (CET1) ratio at 5.5%, Total Tier 1 capital at 7% and Total
capital (Tier 1 + Tier 2) at 9%. A Capital Conservation Buffer (CCB) of 2.5%, comprising of CET1,
would be applied. Banks would be required to hold a total of 11.5% of capital. The transitional
arrangements would begin on January 1, 2013, in a phased manner and be fully implemented by March
31, 2018.

e On September 1, 2014, RBI issued guidelines on amendments to the implementation of Basel 111. These
guidelines refer to certain specific eligibility criteria of non-equity regulatory capital instruments by
banks under the Basel 111 framework and become applicable with immediate effect.

- Non-equity regulatory capital instruments (additional Tier 1 and Tier 2) — loss absorption
mechanism

= Banks may now issue additional Tier 1 capital instruments with the principal loss absorption
through either: (1) conversion into common shares; or (2) write-down mechanism (temporary
or permanent) that allocates losses to the instruments.

= The terms and conditions of all non-equity capital instruments (both additional Tier 1 and Tier
2) issues by banks must have a provision that requires such instruments, at the option of RBI,
to either be permanently written off or converted into common shares upon the occurrence of
a ‘point of non-viability’ trigger event.

= Banks need to ensure that all non-common equity capital instruments issued by them meet all
the eligibility criteria, such as legal, accounting and operational, for such instruments to be
recognised as regulatory capital instruments.

- Additional Tier 1 capital instruments — exercise of call option
= The call option on additional Tier 1 instruments (perpetual non-cumulative preference shares
and perpetual debt instruments (PDIs)) will be permissible at the initiative of the issuer after
the instrument has run for at least five years.

- Tier 2 capital instruments — maturity period
= Banks are allowed to issue redeemable non-cumulative preference shares and redeemable
cumulative preference shares as part of Tier 2 capital with a minimum original maturity of at
least five years. All other criteria relating to maturity period of Tier 2 instruments remain
unchanged.

- Non-equity regulatory capital instruments (additional Tier 1 and Tier 2) — issuance to retail
investors

= Banks may issue other forms of Tier 2 capital instruments to retail investors, such as perpetual
cumulative preference shares/redeemable non-cumulative preference shares/redeemable
cumulative preference shares. Such issuances should be subject to the approval of the Board
and conditions as required under paragraph 1.17 of Annex 5 of the master circular.

= Banks may now issue additional Tier 1 capital instruments to retail investors, subject to Board
approval. However, banks should adhere to the investor protection requirements analogous to
those contained in paragraph 1.17 of Annex 5 of the master circular.

- Coupon discretion on additional Tier 1 debt capital instruments
= Paragraph 1.8(e) of Annex 4 of the master circular has been amended, such as payment of
coupons on PDIs, which must be paid out of current year profits. If current year profits are not
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sufficient, then the balance amount of the coupon may be paid out of revenue reserves and/or
credit balance in the profit and loss account, if any. However, the payment of coupons on PDIs
from revenue reserves is subject to the bank meeting the minimum regulatory requirement for
core equity Tier 1, Tier 1 and total capital ratios at all times and subject to the requirements of
the capital buffer frameworks (capital conservation buffer, countercyclical capital buffer and
domestic systemically important banks).

On January 8, 2015, RBI issued revised guidelines on the leverage ratio framework and attendant
disclosure requirements, as per paragraph 20 of the fourth bi-monthly monetary policy statement 2014-
15, which was announced on September 30, 2014. This replaces the ‘Part E: Leverage Ratio Framework’
in the Master Circular DBOD.No.BP.BC.6/ 21.06.201/2014-15, dated July 1, 2014, on Basel 11 capital
requirements. These guidelines would come into effect from April 1, 2015.

On May 28, 2015, RBI released its draft guidelines on the net stable funding ratio (NSFR) under Basel
I11. These draft guidelines are based on the final NSFR rules published by the Basel Committee on
Banking Supervision in October 2014, and take into account Indian conditions. The deadline for
comments is June 26. RBI proposes to impose these requirements on banks in India from January 1,
2018.

On June 15, 2015, BCBS published a report assessing the implementation of the Basel risk-based
capital framework and the Liquidity Coverage Ratio (LCR) for India. This is part of a series of reports
on the Basel Committee members' implementation of Basel standards under the Committee's
Regulatory Consistency Assessment Programme (RCAP). A key component of the RCAP is to assess
the consistency and completeness of a jurisdiction's adopted standards and the significance of any
deviations from the regulatory framework. The RCAP does not take into account a jurisdiction's bank
supervision practices, nor does it evaluate the adequacy of regulatory capital and high-quality liquid
assets for individual banks or a banking system as a whole.

Overall, the assessment outcome for India is highly positive and reflects various amendments to the
risk-based capital and LCR rules undertaken by the authorities. Domestic implementation of the risk-
based capital framework is found to be "compliant" with the Basel standards as all 14 components are
assessed as "compliant”. Regarding the LCR, India is overall assessed as "largely compliant"”, reflecting
the fact that most but not all provisions of the Basel standards were satisfied. In addition, the
implementation of the LCR regulation's component is assessed as "largely compliant" and the
implementation of the LCR disclosure standards' component is assessed as "compliant".

The Basel Committee further noted that several aspects of the domestic rules in India are more rigorous
than required under the Basel framework.

On March 23, 2016, RBI released an Annex to the Liquidity Risk Management & Basel I11 Framework
on Liquidity Standards. The Annex amends certain provisions of the guidelines issued under “Liquidity
Risk Management by Banks” (November 7, 2012), “Basel 11l Framework on Liquidity Standards —
Liquidity Coverage Ratio (LCR), Liquidity Risk Monitoring Tools and LCR Disclosure Standards”
(June 9, 2014 and November 28, 2014), and “Prudential Guidelines on Capital Adequacy and Liquidity
Standards — Amendments” (March 31, 2015). Certain amendments are set out below:

- Effective February 1, 2016, the time buckets for Statements of Structural Liquidity and Statement
of Short-Term Dynamic Liquidity have been aligned with the Liquidity Coverage Ratio monitoring
requirements.
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- Effective February 1, 2016, corporate debt securities (including commercial paper) can also be
considered as level 2B HQLA’s, subject to a 50% haircut and the securities meeting certain
liquidity and credit conditions.

- Effective March 23, 2016, branches of foreign banks are no longer required to report LCR by
Significant Currency as these branches do not hold any foreign currency HQLA'’s.

- HQLA-eligible assets received as a component of a pool of collateral for a secured transaction can
be included in the stock of HQLA (with associated haircuts) to the extent that they can be monetized
separately.

The amount of outflow for funds raised under a Secured Funding Transaction (SFT) is calculated based
on the amount of funds raised through the transaction, and not the value of the underlying collateral.

The Annex also discusses the run-off factor for retail term deposits, the outflow factor for contingent
funding liabilities, the outflow factor for deposits against which a loan has been allowed, and the
outflow factor for funding from other legal entity customers.

e OnJune 22, 2016, the RBI issued draft guidelines on the standardised approach for measuring
counterparty credit risk exposures (SA-CCR), which will replace the current exposure method. This
approach will apply to over-the-counter derivatives, cleared derivatives, exchange-traded derivatives,
and long settlement transactions. Exposures will be calculated separately for each netting set. Where
bilateral netting is not permitted, each netting set will be considered a netting set of its own.

e OnlJuly 21, 2016, the Reserve Bank of India (RBI) issued a circular reviewing the Basel 111
framework on liquidity standards. The assets currently allowed as the level 1 high quality liquid
assets (HQLA) for the purpose of calculating the liquidity coverage ratio (LCR) of banks include:

- Government securities in excess of the minimum statutory liquidity ratio (SLR) requirement and
within the mandatory SLR requirement;

- Government securities to the extent allowed by the RBI under the marginal standing facility (MSF),
presently 2% of the bank’s net demand and time liabilities (NDTL); and

- Government securities to the extent allowed by the RBI under the facility to avail liquidity for
liquidity coverage ratio (FALLCR), presently 8% of the bank’s NDTL.

In addition to the assets above, banks will now be allowed to use government securities held by them
up to another 1% of their NDTL under FALLCR within the mandatory SLR requirement as level 1
HQLA for the purpose of computing their LCR.

Therefore, the total carve-out from SLR available to banks will be 11% of their NDTL. For this purpose,
banks should continue to value such government securities within the mandatory SLR requirement at
an amount no greater than their current market value, irrespective of the category in which the security
is held.

e On November 10, 2016 the RBI issued final guidelines on the standardised approach for measuring
counterparty credit risk exposures (SA-CCR) in line with the draft guidelines issued on June 22,
which will replace the current exposure method (CEM). This approach will apply to over-the-counter
derivatives, cleared derivatives, exchange-traded derivatives, and long settlement transactions.
Exposures will be calculated separately for each netting set. Where bilateral netting is not permitted,
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or if the RBI is not satisfied about netting enforceability, each trade will be considered a netting set of
its own. The final guidelines will be effective April 1, 2018.

Regulation and Supervision of Financial Market Infrastructures

On July 26, 2013, RBI released a policy document on Regulation and Supervision of Financial Market
Infrastructures. The policy document describes in detail the criteria for designating an FMI, the
applicability of the Principles for Financial Market Infrastructures (PFMIs) to the FMIs, oversight of
FMIs and other related aspects. The financial market infrastructures regulated by RBI include Real
Time Gross Settlement (RTGS), Securities Settlement Systems (SSSs), CCIL and Negotiated Dealing
System (NDS). RBI also stated in the policy document that as a member of the Financial Stability Board
(FSB) and the Committee on Payment and Settlement Systems (CPSS), it is committed to the adoption
of the PFMI issued by CPSS and the International Organisation of Securities Commission (IOSCO) in
April 2012.

RBI issues guidelines on capital requirements for bank exposures to CCPs

On January 10, 2013, RBI issued draft Guidelines on Capital Requirements for Bank Exposures to
Central Counterparties which differs from the Basel Committee on Banking Supervision (BCBS)’s
interim framework in the following respects:

- The RBI capital framework treats a CCP as a financial institution while the BCBS framework does
not;

- Only the Current Exposure Method (CEM) can be used by a bank clearing member to calculate its
trade exposures to the CCP;

- Bank clearing members of CCIL may calculate their total replacement cost to CCIL on a net
basis. For all other CCPs, banks must calculate their total replacement cost on a gross basis; and

- A clearing member exposure to clients is treated as a bilateral trade. However, under the BCBS
framework, in addition to the clearing member exposure being treated as a bilateral trade, a margin
period of risk is calculated by multiplying the exposure at default by a scalar of no less than 0.71 if
a bank adopts either the CEM or the Standardized Method.

On July 2, 2013, RBI issued finalized guidelines on Capital Requirements for Banks’ Exposures to
Central Counterparties. Exposures from the settlement of cash transactions (e.g. equities, spot FX,
commodity etc.) will not be subject to these requirements.

Capital requirements will be dependent on whether the CCP is a qualifying CCP (QCCP) or a non-
Qualifying CCP. If a bank acts as a clearing member (CM) of a QCCP, the risk weight of 2% applies.
The exposure amount will be calculated by using the Current Exposure Method (CEM). Banks will
need to demonstrate via a legal opinion the legal certainty of netting exposures to a QCCP. If a bank is
a client of a CM of a QCCP, it may apply the same risk weight as a CM’s exposure to a QCCP. The
client must obtain a legal opinion that, in the event of a legal challenge, the relevant courts and
administrative authorities will find that the client will bear no losses on account of the insolvency of an
intermediary under the relevant laws. If a client is not protected from losses in the event of a CM and
another client of a CM jointly defaulting, but all other conditions are met, a risk weight of 4% will

apply.
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Collateral posted by a CM that is held by a custodian and is bankruptcy remote from the QCCP will
have a 0% risk weight. Collateral posted by a client that is held by a custodian and is bankruptcy remote
from the QCCP, CM and other clients, will also apply a 0% risk weight, otherwise it will apply a 2%
or a 4% risk weight depending on the degree of protection the client has from a default.

On January 7, 2014, RBI issued a circular on the interim arrangements for Banks’ Exposure to Central
Counterparties (CCPs). As an interim measure, a bank’s clearing exposure to a Qualifying CCP (QCCP)
will be excluded from the exposure ceiling of 15% of its capital funds for a single counterparty. The
clearing exposure will include trade exposure and default fund exposure. Other exposures to QCCPs
such as loans, credit lines, investments in the capital of the CCP, liquidity facilities etc. will remain
within the existing exposure ceiling of 15% of capital funds to a single counterparty. All exposures of
a bank to a non-QCCP will fall within the 15% exposure ceiling to a single counterparty.

Banks will be required to report their clearing exposures to each QCCP to RBI. RBI may initiate
suitable measures, requiring banks to initiate risk mitigation plans if their exposures to QCCPs are
considered high. Currently, there are four QCCPs in India: CCIL, National Securities Clearing
Corporation Ltd. (NSCCL), Indian Clearing Corporation Ltd. (ICCL) and MCX-SX Clearing
Corporation Ltd. (MCX-SXCCL).

On June 22, the RBI issued draft guidelines for the capital treatment of bank exposures to central
counterparties (CCPs). Under this framework, counterparty credit risk treatment will apply to exposures
to CCPs arising from OTC derivatives, exchange-traded derivatives, securities financing transactions
and long settlement transactions. Cash transactions are not subject to this treatment. Capital
requirements will be vary depending on the status of a clearing house as a qualifying or non-qualifying
CCP.

On November 10, 2016, the RBI issued final guidelines for the capital treatment of bank exposures to
central counterparties (CCPs), in line with the draft guidelines that were issued on June 22. Under this
framework, counterparty credit risk treatment will apply to exposures to CCPs arising from OTC
derivatives, exchange-traded derivatives, securities financing transactions and long settlement
transactions. Cash transactions are not subject to this treatment. Capital requirements will vary
depending on the status of a clearing house as a qualifying CCP (QCCP) or non-qualifying CCP. The
final guidelines will be effective April 1, 2018.

RBI releases circular on prudential norms for off-balance sheet exposures of banks

On June 18, 2013, RBI released its circular on Prudential Norms for Off-balance Sheet Exposures of
Banks — Deferment of Option Premium. By way of background, banks are permitted to defer, at their
discretion, the premium on plain vanilla options sold by them to users subject to certain prescribed
conditions, with effect from January 25, 2012. This facility has now been extended to cost reduction
forex option structures in which the liability of the users never exceeds the net premium payable to the
bank under any scenario. Certain conditions have been prescribed such as deferral of the payment of
premium for option structure with maturity of more than 1-year, provided that the premium payment
period does not extend beyond the maturity date of the contract. Banks will also need to carry out the
necessary due diligence with regard to the ability of users to adhere to the premium payment schedule.

RBI releases capital and provisioning requirements for bank exposures
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On July 2, 2013, RBI released its draft guidelines on Capital and Provisioning Requirements for
Exposures to Unhedged Foreign Currency Exposure. RBI proposed to introduce incremental
provisioning and capital requirements for bank exposures to corporates that have unhedged foreign
currency exposures. RBI proposes the following calculation methodology:

- determine the amount of unhedged Foreign Currency Exposure (UFCE);
- estimate the extent of likely loss;
- estimate the riskiness of unhedged position.

This loss may be calculated as a percentage of EBID per the latest quarterly results certified by statutory
auditors. The higher the percentage, the higher the incremental capital and provisioning requirements
would apply.

RBI issues circular on Risk Management and Interbank Dealings relating to PN/ODI

On August 1, 2013, RBI issued a circular on Risk Management and Interbank Dealings. RBI referred
to its earlier circular issued on June 26 which provided that if a foreign institutional investor (FII)
wishes to hedge the rupee exposure of one of sub-account holders, it should be done on the basis of a
mandate from the sub-account holder for this particular purpose. In the August 1 circular, RBI clarified
that if an FI1 wishes to enter into a hedge contract for the exposure relating to that part of the securities
held by it against which it has issued any Participatory Notes (PN) / Overseas Derivative Instruments
(ODI), it must have a mandate from the PN /ODI holder for this specific purpose of hedging. AD
Category banks are expected to verify such mandates. In cases where this is rendered difficult, they
may obtain a declaration from the FII regarding the nature/structure of the PN/ODI establishing the
need for a hedge operation and that such operations are being undertaken against specific mandates
obtained from their clients.

RBI allows exporters and importers to cancel and rebook forward contracts

On September 4, 2013, RBI issued a circular on Risk Management and Inter Bank Dealings. With a
view to providing operational flexibility to importers and exporters to hedge their foreign exchange
risk, RBI has reviewed market conditions and decided to allow exporters to cancel and rebook forward
contracts to the extent of 50 percent of the contracts booked in a financial year for hedging their
contracted export exposures. Additionally importers are now allowed to cancel and rebook forward
contracts to the extent of 25 percent of the contracts booked in a financial year for hedging their
contracted import exposures.

Companies Bill 2013

On August 8, 2013, the Upper House of the Indian Parliament passed the Companies Bill, 2013 which
had previously been passed by the Lower House of the Indian Parliament on December 18, 2012. The
Bill received the President’s assent on August 29, 2013. The Bill is intended to replace the Companies
Act 1956. The provisions of the Bill would be enforced in phases. A notification in the Official Gazette
announced the coming into force of 98 sections of the Bill. The Ministry of Corporate Affairs would
facilitate the setting up of the National Company Law Tribunals (NCLTS). In parallel, the draft rules of
the Bill would be finalized through a process of consultation with stakeholders. The Bill brings about
significant changes to existing corporate law and procedures. The changes are varied in nature and
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range from issues relating to the formation of companies, corporate social responsibility, governance,
transparency as well as mergers and acquisitions.

RBI framework for foreign banks’ wholly owned subsidiaries

On November 6, 2013, RBI released the framework for setting up of Wholly Owned Subsidiaries (WOS)
by foreign banks in India. The policy is guided by the two cardinal principles of reciprocity and single
mode of presence. As a locally incorporated bank, the WOSs will be given near-national treatment
which will enable them to open branches anywhere in the country at par with Indian banks (except in
certain sensitive areas where the RBI’s prior approval would be required). They would also be able to
participate fully in the development of the Indian financial sector. The policy creates an incentive for
existing foreign bank branches which operate within the framework of India’s commitment to the WTO
to convert into WOS, due to the attractiveness of near-national treatment.

Key features of the framework include:

e Banks with complex structures, banks which do not provide adequate disclosure in their home
jurisdiction, banks which are not widely held, banks from jurisdictions having legislation giving a
preferential claim to depositors of home country in a winding up proceedings, etc., would be
mandated entry into India only in the WOS mode;

o Foreign banks in whose case the above conditions do not apply can opt for a branch or WOS form
of presence;

e Aforeign bank opting for branch form of presence shall convert into a WOS as and when the above
conditions become applicable to it or it becomes systemically important on account of its balance
sheet size in India;

e Foreign banks which commenced banking business in India before August 2010 shall have the
option to continue their banking business through the branch mode;

e To prevent domination by foreign banks, restrictions would be placed on further entry of new
WOQOSs of foreign banks/capital infusion, when the capital and reserves of the WOSs and foreign
bank branches in India exceed 20 per cent of the capital and reserves of the banking system;

e The initial minimum paid-up voting equity capital for a WOS shall be Rs5 billion for new entrants.
Existing branches of foreign banks desiring to convert into WOS shall have a minimum net worth
of Rs5 billion.

The issue of permitting WOS to enter into M&A transactions with any private sector bank in India
subject to the overall investment limit of 74 per cent would be considered after a review is made with
regard to the extent of penetration of foreign investment in Indian banks and functioning of foreign
banks (branch mode and WOS).

Financial Benchmarks

On January 3, 2014, RBI released its Draft Report of the Committee on Financial Benchmarks. The
Report considered different measures recommended by various international bodies/committees and
reforms which were already underway in key benchmarks, and provided an in-depth analysis of the
existing methodology and governance framework of the major Indian Rupee interest rate and foreign
exchange benchmarks.

ISDA Asia-Pacific Regulatory Profiles January 2018



174

The Report found the existing system generally satisfactory, but several measures are recommended to
strengthen benchmark quality, methodology and the governance framework of the Benchmark
Administrators, Calculation Agents and Submitters. In line with the international move towards greater
regulatory oversight, the Report also reviewed the existing regulatory powers of RBI over the financial
benchmarks. It recommended, as a long term measure, amendments to the Reserve Bank of India Act
to empower RBI to determine benchmark policy in Money, G-sec, Credit and Foreign Exchange
markets and to issue binding directions to all the agencies involved. Pending these amendments, the
Report recommended appropriate regulatory and supervisory framework to be put in place by RBI for
the above financial benchmarks under its existing statutory powers.

o On February 7, 2014, the Final Report of the Committee on Financial Benchmarks was released. The
Committee had finalized its report after taking into account the feedback received from market
participants and other stakeholders.

o RBI complied and published on a daily basis reference rates for spot USD/INR and spot EUR/INR. On
August 7, 2014, RBI announced the following changes in the existing methodology:

e The rate for spot US dollar against Indian rupee will be polled from the select list of contributing
banks at a randomly chosen five minute window between 11.30 a.m. and 12.30 p.m. every week
day (excluding Saturdays, Sundays and Bank Holidays in Mumbai).

e The other three rates, viz. EUR/INR, GBP/INR and JPY/INR would be computed by crossing the
USD/INR reference rate with the ruling EUR/USD, GBP/USD and USD/JPY rates.

e The daily press release on RBI reference rate for US dollar will be issued every week-day
(excluding Saturdays, Sundays and bank holidays in Mumbai) at around 1.30 p.m.

These changes shall be effective from September 1, 2014.

Under the existing methodology, the rates are arrived at by averaging the mean of the bid/offer rates
polled from a few select banks at a randomly chosen five minute window between 11.45 am and 12.15
pm every week day (excluding Saturdays, Sundays and bank holidays in Mumbai). The contributing
banks are randomly selected from a large panel of banks, identified on the basis of their standing,
market-share in the domestic foreign exchange market and representative character.

e By way of background, on June 28 2013, RBI constituted a committee on Financial Benchmarks to
consider various issues relating to financial benchmarks in India. Apart from other existing
benchmarks, the committee also reviewed the process of computation and dissemination of Rupee
reference rate published by RBI and made some recommendations in this regard.

e On April 21, 2016, the Reserve Bank of India (RBI) announced a change to the methodology for the
computation and dissemination of the reference rate for spot USD/INR. Under the existing
methodology, the reference rate is calculated from USD/INR rates polled from certain banks. Based on
the recommendations of the Committee on Financial Benchmarks, the reference rate will now be
derived from actual market transactions in order to better represent the prevailing spot USD/INR rate.
The revised changes are:

- The reference rate for spot USD/INR will be derived from the volume-weighted average of
actual market transactions that have taken place during a randomly selected 15-minute window
between 11:30am local time and 12:30pm local time during trading days.

- The other reference rates (EUR/INR, GBP/INR and JPY/INR) will continue to be derived by
crossing the USD/INR reference rate with the relevant EUR/USD, GBP/USD and USD/JPY
rates.
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- The default window of 15 minutes will be increased over a period of time.
- The daily press release of the RBI reference rate will be issued at around 1:30pm local time
on trading days.

RBI releases guidelines on intra-group transactions and exposures

On February 11, 2014, RBI released its “Guidelines on Management of Intra-Group Transactions and
Exposures” (Guidelines). RBI decided to prescribe these Guidelines based on, among others, comments
received on its draft guidelines issued on August 14, 2012. These Guidelines contain certain
guantitative limits on financial intra-group transactions and exposures (ITEs) and prudential limits for
non-financial ITEs to ensure that banks engage in ITEs in a safe and sound manner in order to contain
concentration and contagion risks arising out of ITEs. The Guidelines set out that banks should adhere
to the following intra-group exposure limits:

Single Group Entity Exposure

o 5% of paid-up capital and reserves in the case of non-financial companies and unregulated financial
services companies; or

e 10% of paid-up capital and reserves in the case of regulated financial services companies.
Aggregate Group Exposure

o 10% of paid-up capital and reserves in the case of all non-financial companies and unregulated
financial services companies taken together; or

e 20% of paid-up capital and reserves in the case of the group i.e. all group entities (financial and
non-financial) taken together.

Banks should also put in place a board approved comprehensive policy on monitoring and managing
of ITEs. The policy should lay down effective systems and processes to identify, assess and report risk
concentrations and material ITEs. The policy should also be reviewed at least annually.

The Guidelines also provide that banks should not enter into cross-default clauses whereby a default
by a group entity on an obligation (whether financial or otherwise) is deemed to trigger a default of the
bank on its obligations. This requirement would be applicable from the effective date of the Guidelines.
Such agreements which have already been executed by banks would be exempted from this requirement.
However, the existing agreements should not be renewed by banks.

The Guidelines became effective from October 1, 2014. Banks should accordingly submit data on intra-
group exposures to RBI from the quarter ending December 31, 2014. In the event a bank’s current intra-
group exposure is more than the limits stipulated in the Guidelines, it should bring down the exposure
within the limits at the earliest but not later than March 31, 2016. The exposure beyond permissible
limits subsequent to March 31, 2016, if any, would be deducted from Common Equity Tier 1 capital of
the bank.

CCIL amends its bye-laws and regulations of voluntary winding-up

On April 23, 2014, CCIL made certain amendments to its Bye-Laws and Regulations. A new Chapter
XV was inserted in the Bye-Laws providing for, among others, that in the event of CCIL filing for
voluntary winding-up or if any insolvency proceeding is admitted against CCIL before any court or
tribunal, all outstanding trades with CCIL under all segments shall be terminated by way of close-out
at a predetermined price as may be notified. A new Bye-Law 16 was also inserted to provide that in the
event of any default or insolvency of CCIL, a non-defaulting member shall have the right of set-off of
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the net payables or net receivables across all segments of CCIL that have become due and payable
resulting in a net pay-in or net pay-out position.

The Forex Forward Regulations of CCIL were also amended to provide that on receipt of a notice
seeking termination and close out, CCIL shall at its discretion, not later than two business days
thereafter, by notifying all members of this segment to effect close-out of outstanding trades of such
member or to close-out all outstanding trades in the segment.

On August 14, 2015, certain amendments to Chapter XV Bankruptcy of Clearing Corporations of
CCIL’s Bye-Laws and Regulations were made to reflect that in the event of CCIL filing for voluntary
winding-up or if any insolvency proceeding is admitted against CCIL before any court or tribunal, all
outstanding trades with CCIL under all segments shall be terminated forthwith by way of close-out at
the mark to market prices of CCIL as at the end of the previous business day. On such close-out, the
member-wise mark-to-market loss or gain (as the case may be) in respect of the trades shall be
determined and notified to each member.

IRDA issues new guidelines on IR derivatives

On June 11, 2014, the Insurance Regulatory and Development Authority (IRDA) in India issued its
Guidelines on Interest Rate Derivatives, replacing earlier IRDA guidelines on the same subject. These
guidelines set out that insurers are allowed to deal as users with forward rate agreements (FRAS),
interest rate swaps (IRS) and exchange traded interest rate futures.

Participants can also undertake different types of plain vanilla FRAs and IRS transactions; however it
should be noted that IRS having explicit /implicit option features are prohibited. Participants must also
meet requirements relating to, among others, the permitted purpose of dealing in interest rate derivatives
and regulatory exposure and prudential limits. Of interest is the requirement that insurers are advised
to ensure documentation requirements are met and completed in all aspects as per relevant guidelines
of the Reserve Bank of India and using ISDA documentation.

The guidelines further state that in order to settle the mark to market profits/losses and maintenance of
collateral, counterparties should enter into suitable two-way Credit Support Annex in order to mitigate
counterparty risk. The guidelines also note that derivative contracts shall be subject to Indian law and
the jurisdiction of the Indian courts and be consistent with relevant guidelines and regulations.

India and US sign FATCA agreement

On June 27, 2014, RBI issued a circular on the inter-governmental agreement (IGA) with the United
States for the implementation of FATCA. India and the US have reached an agreement in substance
and India is now treated as having an IGA with effect from April 11.

The IGA would only be signed however after the approval of Cabinet. Indian financial institutions
would have until December 31, 2014 to register with the US authorities and obtain a Global
intermediary Identification Number (GIIN). Indian financial institutions having overseas branches in
Model 1 jurisdictions, including those jurisdictions where an agreement under Model 1 has been
reached in substance would have up to December 31 to register with US authorities and obtain a GIIN.
Overseas branches of Indian financial institutions in a jurisdiction having an IGA under Model 2 or in
a jurisdiction that does not have an IGA in place but permits financial institutions to register and agree
to an FFI agreement may register with US authorities and obtain a GIIN before July 1 to avoid potential
withholding under FATCA.
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RBI designates domestic systemically important banks

OnJuly 22,2014, RBI released its Framework for dealing with Domestic Systemically Important Banks
(D-SIBs). The Framework considers the methodology to be adopted by RBI in identifying D-SIBs as
well as promulgating additional regulatory or supervisory policies which D-SIBs will be subject to.

RBI has based its assessment methodology primarily on the Basel Committee on Banking Supervision
(BCBS) methodology for identifying Global Systemically Important Banks (G-SIBs). Indicators which
would be used for assessment include size, interconnectedness, substitutability and complexity. Based
on the sample of banks chosen for computation of their systemic importance, a relative composite
systemic importance score of the banks will be computed. RBI will then determine a cut-off score
beyond which banks will be considered as D-SIBs.

RBI noted that based on data as at March 31, 2013, it was expected that about four to six banks may be
designated as D-SIBs under various buckets. D-SIBs would be subject to differentiated supervisory
requirements and higher intensity of supervision, taking into account the risks they pose to the system.
The computation of systemic important scores would be carried out at yearly intervals. The names of
the banks classified as D-SIBs would be disclosed in August of every year starting from 2015.

On August 31, 2015, RBI announced the designation of State Bank of India and ICICI Bank Ltd as D-
SIBs.

RBI issued the framework for dealing with D-SIBs on July 22, 2014, which requires the RBI to disclose
the names of banks designated as D-SIBs every August, starting from August 2015. The framework
also requires D-SIBs to be placed in four buckets depending upon their systemic importance scores.
Based on the bucket in which a D-SIB is placed, an additional common equity tier 1 (CET1)
requirement has to be applied to it. ICICI Bank Ltd has been placed in the first bucket (additional CET1
of 0.2%), while State Bank of India has been placed in the third bucket (additional CET1 of 0.6%).

The additional CET1 requirements for D-SIBs would be applicable from April 1, 2016 in a phased
manner, and would become fully effective from April 1, 2019. The additional CET1 requirement would
be in addition to the capital conservation buffer.

RBI and ECB sign MOU on cooperation

On January 14, 2014, RBI and ECB signed a MoU on cooperation in the field of central banking. The
MoU provides a framework for regular exchange of information, policy dialogue and technical
cooperation between the two institutions. Technical cooperation may take the form of joint seminars
and workshops in areas of mutual interest in the field of central banking.

Guidelines for Implementation of Countercyclical Capital Buffer

On February 5, 2015, RBI issued its guidelines for implementation of Countercyclical Capital Buffer
(CCCB). The CCCB may be maintained in the form of Common Equity Tier 1 (CET1) capital or other
fully loss absorbing capital only and may vary from 0-2.5% of total risk weighted assets (RWA) of the
banks. The CCCB decision would normally be pre-announced with a lead of four quarters. However,
depending on the CCCB indicators, the banks may be advised to build up requisite buffer in a shorter
span of time.
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The credit-to-GDP gap will be the main indicator in the CCCB framework in India and will be used in
conjunction with GNPA growth. The CCCB framework will have two thresholds, a lower and an upper
threshold, with respect to the credit-to-GDP gap. The lower threshold of the credit-to-GDP gap where
the CCCB is activated shall be set at 3%. The upper threshold where CCCB reaches its maximum shall
be kept at 15% of the credit-to-GDP gap. In between the 3- 15% of the credit-to-GDP gap, the CCCB
shall increase gradually from 0-2.5% of RWA of the bank but the rate of increase would be different
based on the level/position of credit-to-GDP gap.

RBI issues draft guidelines on covered options

On June 25, 2015, RBI issued its draft guidelines on the writing of covered options by resident exporters
and importers against their contracted exposures. Persons resident in India are currently permitted to
buy plain vanilla European call or put options to hedge foreign currency exposures. The RBI now
intends to permit resident exporters and importers of goods and services to sell standalone plain vanilla
European call or put options against their contracted export or import exposures to any AD Cat-1 bank
in India, subject to certain operational guidelines and prescribed terms and conditions as set out in the
draft guidelines.

SEBI Developments

On September 1, 2015, the Securities And Exchange Board of India (SEBI) announced that its
Committee on Clearing Corporations had tabled a report. The committee was established in November
2012 with the following broad terms of reference:

e The viability of introducing a single clearing corporation (CC) or interoperability between different
CCs;

e Investment by a recognised CC and the manner of utilisation of CC profits;

e Toexamine and review the existing regulation of transfer of profits every year by recognised stock
exchanges to the fund of a recognised CC;

e To define ‘the liquid assets’ of CCs for the purpose of calculating the net worth of a CC; and

e Any other matter that the committee considers relevant or incidental to this. The issue of transfer
of depositories’ profits to their investor protection fund (IPF) was referred to the committee.

SEBI also announced it would seek public comments on the recommendations of the committee. These
include:

e On the interoperability/viability of a single CC, the committee recommended that maintaining
separate CCs for each exchange would be prudent at this stage. However, the SEBI may keep the
interoperability option open and consider the proposal for implementation when conditions are met,
which include clear intent of the participants coming together and having a suitable framework in
place to the satisfaction of the SEBI.

e On investments by CCs, the committee recommended that CCs be permitted to invest in fixed
deposits and central government securities. However, CCs may not invest in instruments like non-
convertible debentures (NCDs), commercial paper (CP) and money-market mutual funds, as these
instruments carry credit/liquidity risks.

e As the requirement of a core settlement guarantee fund (SGF) has already been met, it was
recommended that the requirement to transfer 25% of every recognised stock exchange’s profits to
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the fund of the recognised clearing corporation may no longer be required. However, the risk
management review committee of the SEBI may review the stress-test model used to determine the
minimum required corpus of the core SGF before making such a departure.

e The ‘liquid assets’ of CCs for the purpose of calculating net worth shall comprise fixed
deposits/central government securities. Other instruments like NCDs, CP and money-market
mutual funds carry credit/liquidity risks and so cannot be considered in the calculation.

o With regards to the transfer of profits by depositories, it was recommended they may transfer 5%,
or such percentage as may be prescribed by the SEBI, of their profits from depository operations
every year to the IPF since the date of amendment of the SEBI (Depositories and Participants)
(Amendment) Regulations 2012 requiring transfer of profits.

e On September 8, 2015, SEBI issued the Securities and Exchange Board of India (Stock Brokers and
Sub-Brokers) (Amendment) Regulations, 2015. The regulations impose requirements on clearing
members, including self-clearing members, such as:

o Prohibiting a stock broker carrying on the activity of buying, selling or dealing in securities (other
than commodity derivatives) from the activity of buying, selling or dealing in commodity
derivatives unless permitted by SEBI, and vice-versa;

e Imposing fees on members dealing in securities, other than commaodity derivatives;
e Imposing non-refundable fees for applications made under the regulations;

e Imposing new net-worth and deposit requirements for members dealing in securities other than
commodity derivatives and members dealing in commodity derivatives.

e On September 28, 2015, SEBI commenced regulating the Indian commodity derivatives market; taking
over from the Forward Markets Commission (FMC). The SEBI created a number of new departments
to fulfil this additional responsibility and has named 12 commodity exchanges as recognised stock
exchanges. The SEBI also released a circular to regional commodity exchanges on risk management.
The circular sets out a number of requirements that must be met by April 1, 2016 at the latest, including
in the areas of:

e Member deposits;

e Ordinary margins;

e  Other margins;

e Additional ad-hoc margins;

e Margin computation at client level;

e Margin collection and enforcement;

e Collateral types to cover margin/deposit requirements; and
e  Mark-to-market settlement.

e On October 6, 2015, SEBI released a circular announcing a medium term framework for Foreign
Portfolio Investor (FPI) limits in Government securities in consultation with the Government of India.

Key notable changes include:

o limits for FPI investment in debt securities shall henceforth be announced/fixed in rupee terms;
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o limits for FPIs in Central Government securities (Government debt, Long-term Government debt
and State Development Loans (SDLs)) will be increased in 2 stages, on 12 October 2015 and 1
January 2016;

e a security-wise limit of 20% of the amount outstanding under each Central Government security.
Existing investments in the Central Government securities where aggregate FPI investment is over
20% may continue. However, fresh purchases by FPIs in these securities shall not be permitted
until the corresponding security-wise investments fall below 20%;

o all future investments by Long Term FPIs shall be required to be made in Central Government
securities and SDLs which have a minimum residual maturity of 3 years;

e investment of coupons received by FPIs on their existing investments in Central Government
securities as well as SDLs shall continue to be outside the applicable limits; and

e depositories shall put in place the necessary systems for the daily reporting by the custodians of the
FPIs and shall also disseminate on their websites the negative investment list, the aggregate
security-wise holdings by FPIs and the coupon investment data along with the daily debt utilization
data.

e OnJanuary 11, 2016, the SEBI published a circular to commodity derivatives exchanges, setting out
the circumstances under which a commodity derivatives exchange would be liable to exit. This builds
on an existing circular of May 19, 2015. In the new circular, SEBI stipulates that if there is no trading
operation on the platform of any commodity derivatives exchange for more than 12 months, then the
exchange shall be liable to exit. In addition, all national commodity derivatives exchanges must
continuously meet the turnover criteria of Rs1000 crores per annum. Regional commodity exchanges
must ensure they have at least 5% of the nation-wide market share of the commodity principally traded
on their platform. In case the national and regional commodity exchanges fail to meet these criteria for
two consecutive years, then they shall be liable to exit.

In the event a recognised commodity derivatives exchange, for any reason, suspends its trading
operations, it may only resume trading after ensuring that adequate and effective trading systems,
clearing and settlement systems, monitoring and surveillance mechanisms, and risk management
systems are put in place. They must also comply with all other regulatory requirements stipulated by
SEBI. In addition, these recognised commodity derivatives exchanges can only resume trading
operations after obtaining prior approval from SEBI.

The circular also sets out requirements for commodity derivatives exchanges that want to voluntarily
surrender their recognition.

e OnJanuary 15, 2016, the Securities and Exchange Board of India (SEBI) announced it has decided to
make a number of regulatory changes with regards to the trading of agricultural commodities to curb
speculation and volatility in agricultural commodity prices. These include:

e Reducing position limits for near-month contracts for both the member and client level from 50%
to 25% of the overall position limits for all contracts expiring in the month of March 2016 and
onwards; and

e Reducing the daily price limits from 6% to 4%.

SEBI has reviewed the performance and operation of forward contracts being traded on commodity
derivatives exchanges, and decided to stop participants entering into new forwards contracts until
further notice. However, existing contracts will be allowed to be settled as per the terms of the contracts.
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e OnJanuary 15, 2016, SEBI announced it has decided to enhance the gross open position limits for bank
stock brokers as authorised by the RBI with respect to USD-INR.

Gross open positions across all contracts shall not exceed 15% of the total open interest or $100 million,
whichever is higher. For bank stock brokers, as authorised by the RBI, the gross open position across
all contracts shall not exceed 15% of the total open interest or $1 billion, whichever is higher.

The RBI will keep SEBI and the stock exchanges informed about the bank stock brokers that are
authorised to have enhanced position limits.

e On March 9, 2016, the Securities and Exchange Board of India (SEBI) announced it will permit
recognised stock exchanges to introduce cross-currency futures and options contracts on EUR-USD,
GBP-INR and USD-JPY, and currency options on EUR-INR, GBP-INR and JPY-INR currency pairs.
The existing limits applicable to USD-INR contracts and non-USD-INR will remain unchanged.

Before launching these products, the stock exchange/clearing corporation must submit a proposal to
the SEBI for approval, containing information on contract specifications, the risk management
framework, surveillance systems and compliance. Stock exchanges are also required to implement
dynamic price bands, so as to prevent acceptance of orders placed beyond the price limits set by the
stock exchanges.

It has also been decided, in consultation with the Reserve Bank of India, to allow trading in cross-
currency derivatives contracts between 9:00am and 7:30pm. Accordingly, stock exchanges are
permitted to set their trading hours for cross-currency derivatives contracts subject to the fulfillment of
certain conditions.

e On April 25, 2016, the Securities and Exchange Board of India (SEBI) released a circular announcing
the alignment of provisions relating to proprietary trading carried out by stock brokers of commaodity
derivatives exchanges with those for the securities market. Provisions of previous circulars applicable
to commodity derivatives brokers, requiring disclosure of whether they trade on a proprietary basis,
are now applicable to all commodity derivatives exchanges. Similarly, all commodity derivatives
exchanges are now required to ensure compliance with the SEBI provisions on pro-account trading
terminals.

e On May 4, 2016, the Securities and Exchange Board of India (SEBI) published a circular setting out
new requirements for clearing corporations in the areas of investment policy, transfer of profits and
liquid assets calculations, as recommended by a committee formed to examine these issues.
Accordingly, clearing corporations will now be required to:

e Consider principles stipulated by SEBI, and align their investment policies for utilisation of profits
and investments to these principles;

e Calculate their net worth according to a set of eligible investment instruments specified by SEBI;
and

o Transfer 25% of profits to the core settlement guarantee fund, refund any contributions made by
clearing members and top up any shortfall in the fund at any time.

o On May 19, 2016, the Securities and Exchange Board of India (SEBI) issued a release detailing the
minutes of its board meeting. The focus of the meeting was on eligibility and investment norms for
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offshore derivative instruments (ODIs). The board approved the following measures on the issuance of
ODils:

e In order to ensure uniformity, Indian know-your-customer (KYC) and anti-money laundering
norms will now be applicable to all ODI issuers, in line with those for domestic investors. ODI
issuers will be required to identify and verify the beneficial owners in the subscriber entities that
hold in excess of the threshold defined under Rule 9 of the Prevention of Money-laundering
(Maintenance of Records) Rules, 2005. This is currently 25% for a company and 15% for
partnership firms/trusts/unincorporated bodies. In such cases, the ODI issuers will be required to
identify and verify the persons who control the operations of these entities.

e The KYC review will have to be conducted on the basis of risk criteria, as determined by the ODI
issuers. This will be at the time of on-boarding and once every three years for low-risk clients, and
at the time of on-boarding and every year for other clients.

o ODI subscribers will have to seek prior permission of the original ODI issuer for the transfer of
ODls.

e In addition to the mandatory monthly reporting of ODI holders’ details, ODI issuers will also have
to include all intermediate transfers during the month.

o ODI issuers will be required to file suspicious transaction reports with the Indian Financial
Intelligence Unit in relation to the ODIs issued by it.

e ODl issuers will be required to carry out reconfirmation of ODI positions on a semiannual basis.

e ODlissuers will be required to put in place the necessary systems and carry out a periodical review
and evaluation of its controls, systems and procedures with respect to ODIs.

Amendments to the relevant regulations and circulars will be made to bring these measures into effect.

On June 10, 2016, SEBI issued a circular detailing the revised eligibility and investment norms for
offshore derivative instruments (ODIs). This circular brings into effect the measures that were
approved at the SEBI board meeting on May 19 and will come into effect on July 1. The reporting of
the ODI in the revised format will be applicable for the month of July, to be submitted on or before
August 10.

On June 29, 2016, SEBI issued a circular clarifying the following points with respect to foreign
portfolio investors (FPIs) issuing offshore derivative instruments (ODIs):

e ODI subscribers under foreign institutional investor (FII) regulations can continue to subscribe to
ODls under the FPI regime, subject to complying with regulation 22 of SEBI FPI Regulations,
2014, and meeting with other eligibility criteria. Those ODI subscribers that do not meet these
criteria can continue to hold their positions until expiry or December 31, 2020, whichever is earlier.
These subscribers cannot take fresh positions or renew the old positions.

e Fresh ODIs can be issued to entities that comply with Regulation 22 of SEBI FPI Regulations,
2014, along with other conditions and circulars that may be notified by SEBI.

On June 30, 2016, SEBI released a set of frequently asked questions (FAQs) on the SEBI (Foreign
Portfolio Investors) Regulations 2014. The FAQs give guidance on the following areas of those
regulations:

e Transition from the foreign institutional investors (FII) regime to the foreign portfolio investors
(FPI) regime;
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e Transition from the qualified foreign investors (QFI) regime to the FPI regime;
e Eligibility of FPlIs;

e Roles and responsibilities of designated depositary participants (DDPs);

e Generation of an FPI registration certificate and fees;

e Clubbing of investment limits;

e FPI investments in debt securities;

e Offshore derivative instruments (ODIs); and

e Replies to additional queries received from DDPs.

e OnJuly 15, 2016, SEBI issued a circular advising clearing corporations not to accept fixed deposit
receipts (FDRs) from trading/clearing members as collateral if these are issued by the trading/clearing
member themselves, or banks who are associates of the trading/clearing member. Trading/clearing
members who have deposited such collateral are required to replace these with other eligible
collateral within a period of six months from the date of the circular.

Clearing corporations are also required to take the necessary steps to put in place systems for the
implementation of the circular, including necessary amendments to the relevant bye-laws, rules and
regulations. They are also required to bring the provisions of this circular to the notice of their
members, implement the provisions of this circular, and communicate to SEBI the status of
implementation.

These guidelines are in line with the Principles for Financial Market Infrastructures published by the
International Organization of Securities Commissions.

e On August 19, 2016, SEBI issued a circular reviewing the position limits for hedgers in the
commodity derivatives market. SEBI has instructed commodity derivatives exchanges to stipulate a
hedge policy for granting hedge limits to their members and clients. The exchanges should adhere to
the following broad guidelines while granting hedge limit exemptions to their members and clients:

e The hedge limit to be granted by the exchanges shall be in addition to the normal position limit.
The hedge limit is non-transferrable and shall be utilised only by the hedger to whom the limit has
been granted;

e This hedge limit granted for a commodity derivative shall not be available for the near month
contracts;

e Hedge limits for a commodity shall be determined on a case-to-case basis, depending on the
applicant’s hedging requirement in the underlying physical market based upon certain guidelines
and other factors as the exchanges may deem appropriate;

e The exchanges shall undertake proper due diligence by verifying documentary evidence of the
underlying exposure and ensuring that the hedge limit granted is genuine;

e At any point of time during the hedge period, hedging positions taken in derivatives contracts by
the hedger across multiple exchanges/contracts should not exceed its actual or anticipated ;exposure
in the physical market, even if there is a usable hedge limit available as per allocation made by the
exchanges to the hedger;

e A hedger having availed of hedge limits shall preserve relevant records for a period of minimum
three years for inspection by SEBI or the exchange;
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e The exchanges shall disclose on their website the hedge position allocated to various hedgers,
indicating the period for which approval is valid, in an anonymous manner and in a fixed format.

These guidelines come into effect from September 29, in supersession of all earlier directives issued
by the Forward Markets Commission.

On September 1, 2016, SEBI issued a circular outlining additional risk management measures to be
implemented by national commodity derivatives exchanges. The risk management measures relate to
initial margin, procedures for regaining a matched book, minimum capital levels for clearing
members, and default waterfall requirements, as well as several other risk management issues.

On September 28, 2016, SEBI announced that commodity derivatives exchanges will introduce
trading in options. Commaodity derivatives exchanges will need to take approval from SEBI prior to
the trading of options, for which detailed guidelines will be introduced in due course.

Commodity derivatives exchanges are required to make the necessary amendments to the relevant by-
laws, rules and regulations for the implementation of trading in options.

On December 16, 2016, SEBI announced that the following commodity derivatives exchanges will be
designated as systemically important financial market infrastructures (FMIs), and will be required to
comply with the Principles for Financial Market Infrastructures published by the Committee on
Payments and Market Infrastructures and the International Organization of Securities Commissions:

¢ National Commodity & Derivatives Exchange Ltd
e  Multi Commodity Exchange of India Ltd

Commodity derivatives exchanges that are currently providing in-house clearing services and that had
an annual turnover above a certain level in the previous financial year shall be deemed to be
systemically important FMIs. This criteria may be reviewed by SEBI from time to time.

RBI Developments & Circulars

On October 8, 2015, RBI announced the liberalisation of the Foreign Exchange Management (Foreign
Exchange Derivative Contracts) Regulations, 2000 for Authorised Dealers Category-1 (AD Cat-I)
banks, regarding Booking of Forward Contracts — Liberalisation, in terms of which resident
individuals, firms and companies, to manage / hedge their foreign exchange exposures arising out of
actual or anticipated remittances, both inward and outward, are allowed to book forward contracts,
without production of underlying documents, up to a limit of USD 250,000 based on self-declaration.
The RBI has decided to allow all resident individuals, firms and companies, who have actual or
anticipated foreign exchange exposures, to book foreign exchange forward and FCY-INR options
contracts up to USD 1,000,000 without any requirement of documentation on the basis of a simple
declaration. While the contracts booked under this facility would normally be on a deliverable basis,
cancellation and rebooking of contracts are permitted. Based on the track record of the entity, the
concerned AD Cat-I bank may, however, call for underlying documents, if considered necessary, at
the time of rebooking of cancelled contracts.

On February 8, 2016, the Reserve Bank of India (RBI) released a report from the working group on the
introduction of interest rate options. In 2015, the RBI’s technical advisory committee on financial
markets had constituted a working group to consider and provide recommendations on the framework
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for the introduction of interest rate options in India. The working group was to make specific
recommendations on the product design (including appropriate tenor and benchmarks), suggest a
feasible market microstructure, and recommend appropriate guidelines for valuation and capital
requirements. In its report, the working group made the following key recommendations:

e As a start, to consider permitting simple call and put options, caps, floors, collars and swaptions.
Complex structures may be considered subsequently.

e Both over-the-counter (OTC) and exchange-traded options may be introduced. However, for the
OTC segment, only European options may be permitted. For exchanges, both US and European
structures may be permitted.

e The Fixed Income Money Market and Derivatives Association of India and the Financial
Benchmark India Private Limited may provide a list of eligible domestic money or debt market
rates.

e Subject to the approval of the relevant regulators, banks, primary dealers and other regulated
entities that have sound financials and prudent risk management may be allowed as market
markers. All domestic entities that have an underlying interest rate risk may be permitted as users.

No documentation relating to underlying exposures is required for exposures up to Rs 5 crores. Large
corporates may be allowed to take hedging positions for their anticipated interest rate exposures.

e On February 25, 2016, the Reserve Bank of India (RBI) issued the master direction on Know Your
Customer (KYC), anti-money laundering and combating of financing of terrorism. The master direction
consolidates all relevant instructions issued by different departments of the RBI on the subject, and will
be applicable to all its regulated entities.

RBI master directions consolidate instructions on rules and regulations framed by the central bank
under various acts, including banking issues and foreign exchange transactions. The process of issuing
master directions involves issuing one master direction for each subject matter, covering all instructions
on that subject. Any change in the rules, regulation or policy is communicated during the year by way
of circulars or press releases. The master directions will be updated whenever there is a change in the
rules/regulations or there is a change in the policy. Explanations of rules and regulations will be issued
after the release of master directions in easy to understand language wherever necessary. The existing
set of master circulars issued on various subjects will stand withdrawn with the issue of the master
direction on the subject.

e On April 5, 2016, the Reserve Bank of India (RBI) Governor announced the First Bi-monthly Policy
Statement for 2016-2017. This statement reviews the progress on various monetary, development, and
regulatory policy measures announced by the RBI in recent policy statements. The statement also sets
out new measures to be implemented for:

e Margin requirements for non-centrally cleared OTC derivatives. A consultation paper will be issued
by end-April 2016, with the target of a final framework by end-July 2016.

e Revising the regulatory framework for measuring counterparty credit risk (SA-CCR), the capital
treatment of bank exposures to CCPs, and Pillar 3 disclosure requirements. Draft guidelines will
be issued by May 31, 2016. There will also be a revision to the securitization framework, for which
draft guidelines will be issued by June 2016.

e The introduction of money market futures. Specifics will be decided in conjunction with the
Securities and Exchange Board of India (SEBI) by end-September 2016.
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o A policy framework for the introduction of trading platforms for OTC derivatives. The draft
framework will be released by end-September 2016. There will also be a review of the existing
guidelines on OTC derivatives by end-May 2016.

e The easing of restrictions on plain vanilla currency options. Draft guidelines will be issued by end-
September 2016.

e Changes in the methodology for the RBI Indian Rupee reference rates effective May 2, 2016, and

o Allowing Non-Resident Indians (NRI’s) to participate in the Exchange Traded Currency
Derivatives (ETCD) market. Guidelines will be issued in consultation with SEBI by end-June 2016.

On April 7, 2016, the Reserve Bank of India (RBI) issued a release calling for public comments on the
draft operational guidelines for the hedging of currency risk arising out of trade transactions by
residents under the contracted exposure route.

The draft proposal introduces a more liberalised framework for exporters and importers by reducing
the documentary requirements for hedging under the contracted exposure route. Under the proposed
framework, clients will be able to book foreign exchange derivatives contracts for hedging trade
transactions based on underlying exposure on the basis of self-declaration, subject to the operational
guidelines, terms and conditions outlined in the draft proposal.

On April 28, 2016, the Reserve Bank of India (RBI) released a circular permitting the waiver of
physical confirmations of OTC trades on the Financial Market Trade Reporting and Confirmation
Platform (F-TRAC). The RBI had issued an earlier circular in 2014 that allowed the waiver of
physical confirmations of trades subject to participants entering into a bilateral agreement.

On June 23, 2016, the Reserve Bank of India (RBI) issued a circular permitting resident exporters and
importers of goods and services to write standalone, plain vanilla European options against their
contracted exposure to any authorised dealer bank in India. These guidelines will be reviewed after one
year, if needed.

On September 14, 2016, the RBI announced the formation of a working group to review the guidelines
for the hedging of commaodity price risk by residents in overseas markets. The working group is
constituted of members from the RBI, the Securities and Exchange Board of India (SEBI), commercial
banks and corporates. The working group may also invite representatives from any sector relevant to
its terms of reference, and interested parties may also email their suggestions and comments. The
working group will submit its report by February 28, 2017.

On September 21, 2016, the Reserve Bank of India (RBI) announced that Legal Entity Identifier India
Limited (LEIL) will be the designated issuer of legal entity identifiers under the amended Payment
and Settlement Systems Act of 2007.

On November 7, 2016, the Reserve Bank of India (RBI) issued clarifications on hedging practices in
the External Commercial Borrowing (ECB), market with a view to provide clarity and bring
uniformity in hedging practices in the market so as to effectively address currency risk at a systemic
level. The RBI issued the following clarifications:

1. Coverage
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Wherever hedging has been mandated by the RBI, the ECB borrower will be required to cover
principal as well as coupon through financial hedges. The financial hedge for all exposures on
account of ECB should start from the time of each such exposure (i.e. the day liability is created in
the books of the borrower).

2. Tenor and rollover

A minimum tenor of one year of financial hedge would be required, with periodic rollover ensuring
that the exposure on account of ECB is not unhedged at any point during the currency of the ECB.
3. Natural Hedge

A natural hedge, in lieu of financial hedge, will be considered only to the extent of offsetting
projected cash flows or revenues in a matching currency, net of all other projected outflows. For this
purpose, an ECB may be considered naturally hedged if the offsetting exposure has the maturity or
cash flow within the same accounting year. Any other arrangements or structures where revenues are
indexed to foreign currency will not be considered as natural hedge.

The designated AD Category-I bank will have the responsibility of verifying that the 100 percent
hedging requirement is complied with. All other aspects of the ECB policy shall remain unchanged.

e On November 4, 2016, RBI released draft operational guidelines to provide greater flexibility for
hedging the currency risk arising from current account transactions of Indian subsidiaries of
multinational companies by the parent or any non-resident group entity. The draft guidelines apply to
all OTC or exchange-traded currency derivatives that the Indian subsidiary is eligible to undertake.

Terms and conditions of the draft guidelines include:

- Non-resident entity should be incorporated in a country that is member of the Financial Action
Task Force (FATF) or member of a FATF-style regional body;

- The non-resident entity may approach an authorised bank that handles the foreign exchange
transactions of its subsidiary for hedging the currency risk of and on the latter’s behalf, either
directly or through its banker overseas;

- The Indian subsidiary shall be responsible for compliance with the rules, regulations and
directions issued under the Foreign Exchange Management Act (FEMA) and any other laws or
regulations applicable to these transactions in India;

- The transactions under this facility will be covered under a multiple party agreement involving
the Indian subsidiary, the non-resident entity and the authorised bank;

- The concerned authorised bank shall be responsible for monitoring all hedge transactions
booked by the non-resident entity, and also responsible for ensuring that the Indian subsidiary
has the necessary underlying exposure for the hedge transactions;

- Authorised banks should report hedge contracts booked under this facility by the non-resident
related entity to CCIL’s trade repository with a special identification tag.

Comments on the draft guidelines are due by November 11, 2016.

e On December 1, 2016, RBI published the final large exposures framework (LEF) in line with the
draft guidelines published on August 25, as summarized below:
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- Banks will have to comply with the LEF at the consolidated (group) level, as well as at the solo
(branch) level;

- A bank’s exposure to all its counterparties and groups of connected counterparties will be
considered for exposure limits, with certain defined exceptions;

- The sum of all exposure values of a bank to a counterparty or a group of connected
counterparties is defined as a large exposure (LE) if it is equal to or above 10% of the bank’s
eligible capital base;

- The sum of all the exposure values of a bank to a single counterparty must not be higher than
20% of the bank’s available eligible capital base at all times; and

- The sum of all the exposure values of a bank to a group of connected counterparties must not
be higher than 25% of the bank’s available eligible capital base at all times.

The LEF will be effective from April 1, 2019.

Bankruptcy and Bank Resolution and Recovery

On April 28, 2016, the joint committee on insolvency and bankruptcy code submitted its report to
parliament. The committee was constituted in December 2015 to examine the code and propose
recommendations. The report included proposed modifications to various clauses of the code, including
time frames for insolvency resolution and liquidation, requirement of creditor consent, and the inclusion
of public financial institutions in the definition of financial institutions.

On September 29, 2016, an Indian Ministry of Finance committee submitted a draft of the Financial
Resolution and Deposit Insurance Bill 2016. Some key provisions of the draft bill are:

- Establishment and structure of a resolution corporation;

- Funds and accounts of the resolution corporation;

- Designation of systemically important financial institutions (SIFIs);

- Classification of institutions based on their risk to viability;

- Resolution and restoration plans;

- Stay on termination rights;

- Tools of resolution;

- Receivership and liquidation; and

- Cross-border insolvency

Fintech

On July 14, 2016, the Reserve Bank of India (RBI) announced the formation of a 13-member inter-
regulatory working group to study regulatory issues related to financial technology and digital banking
in India. The working group was formed based on the recommendation of the sub-committee of the
Financial Stability and Development Council (FSDC), in view of the growing significance of fintech
innovations and their interactions with the financial sector as well as financial sector entities. The
working group will be chaired by RBI executive director Shri Sudarshan Sen and will focus on:
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e Gaining a general understanding of the major fintech innovations and developments,
counterparties and entities, technology platforms involved, and how markets and the financial
sector are adopting new delivery channels, products and technologies.

e Assessing the opportunities and risks arising for the financial system from digitisat