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To: Foreign Debt Administration Division, Capital Account Administration Department, the State Administration of Foreign Exchange 

Address: Huarong Plaza, No.18 Fucheng Road, Haidian District, Beijing

Postal code: 100048

Fax: 010-68402208   
dan-bao@mail.safe.gov.cn
Sent by facsimile and email 


10 March 2014
Re: Consultation on Draft Provisions for Foreign Exchange Administration on Cross-border Security (Consultation Draft)
Dear Sirs, 

We, on behalf of the members of the International Swaps and Derivatives Association ("ISDA"), hereby submit to the State Administration of Foreign Exchange ("SAFE") our comments with respect to the Consultation on Draft Provisions for Foreign Exchange Administration on Cross-border Security (Consultation Draft) (《跨境担保外汇管理规定（征求意见稿）》) (the "Consultation Draft"). 

Since 1985, ISDA has been working to make the global over-the-counter ("OTC") derivatives markets more secure and efficient. Today, ISDA is one of the world's largest global financial trade associations and has over 800 member institutions from 62 countries and regions spread over six continents. Its members comprise a broad range of OTC derivatives market participants, including international and regional banks, asset managers, energy and commodities traders, government and supranational entities, insurance companies and other financial institutions and corporations. In addition to market participants, its members also include key components of the derivatives market infrastructure such as exchanges, clearinghouses and repositories, as well as law firms and other service providers. Information about ISDA and its activities are available on the Association's web site: www.isda.org. 

ISDA welcomes the publication of the Consultation Draft. Since the implementation of the Implementation Rules for Administrative Measures for Foreign Security by Domestic Institutions (《境内机构对外担保管理办法实施细则》), the People's Republic of China ("PRC") has progressed enormously in terms of financial market development and foreign exchange regulatory reform. Therefore, the existing rules and regulations on foreign security are becoming, in many aspects, obsolete and unsuitable in light of the current economic developments. We believe that the publication of the Consultation Draft will have significant impact on the reform of the foreign exchange regulatory regime. We deeply appreciate your hard work in preparing the Consultation Draft and commend SAFE on your effort to simplify the administration approval process and streamline the administration procedures as reflected in the Consultation Draft. 
We have discussed with our members the provisions of the Consultation Draft and summarized below our comments and suggestions on the Consultation Draft: 

1.  
Article 2 of the Consultation Draft
Article 2 of the Consultation Draft provides that: "the term "cross-border security" refers to any undertaking provided by a security provider to its creditors in writing, using its credits, assets or rights to secure the contractual payment obligations of the security provider itself or any third party (a debtor) in the form of a guarantee, mortgage, pledge or any other forms of security interest recognized by PRC laws, which is legally binding and may result in payment on a cross-border basis (e.g. receipt and payment of cross-border funds or cross-border transfer of asset ownership, etc.)." 
 (1) 
Scope of application of the Consultation Draft 

We understand that the "cross-border security" as referred to in Article 2 covers not only security denominated in foreign currency but also security denominated in Renminbi ("RMB"). We have learned that there is some confusion among market participants regarding whether a cross-border security in RMB is also covered under the Consultation Draft.  If our understanding is correct, we would be very grateful if SAFE could confirm this point expressly in the final regulations or the explanatory note to the regulations. In addition, if the Consultation Draft governs RMB cross-border security, we would also urge SAFE to clarify whether RMB cross-border security will be included in the calculation of various quotas mentioned in the Consultation Draft. 
 (2) 
Security interests created under the laws of other jurisdictions 
With respect to the underlined text in the first paragraph, we would like to point out that cross-border security transactions often involve collateral located in other jurisdictions. If foreign collateral is involved, according to the principle of lex situs under international private law, the contract in relation to offshore collateral is most likely governed by the law of the jurisdiction where the collateral is located. However, certain security interests created under foreign laws (in particular, laws of common law jurisdictions, e.g., "charge of bank account" or "mortgages of shares" commonly used under Hong Kong law and English law) are not recognized by PRC law. Moreover, in international markets, parties often use the Credit Support Annex (English Law) and the Credit Support Annex (New York Law) published by ISDA when documenting collateral arrangement in respect of OTC derivatives transactions. Under the Credit Support Annex (English Law), collateral is provided to the counterparty by way of title transfer and the document is not intended to create any security interest; Under the Credit Support Annex (New York Law), a security interested is created over the collateral in accordance with the laws of the state of New York but the New York law governed security interest is not the same concept as a pledge recognized under PRC law.  
As mentioned in your explanation of the Consultation Draft, foreign exchange regulation should be decoupled from the validity and legality of cross-border security contracts. We are of the view that the definition of "cross-border security" should not be limited to security interest recognized under PRC law. Therefore, we would suggest that this Article be amended as below (please refer to the words in red for the proposed amendment):
"the term "cross-border security" refers to any undertaking provided by a security provider to its creditors in writing, using its credits, assets or rights to secure the contractual payment obligations of the security provider itself or any third party (a debtor) in the form of a guarantee, mortgage, pledge or any other forms of security interest recognized by PRC laws or other applicable laws,… "
For the same reason, we are of the view that the definition of "Domestic Loan with Foreign Security" (外保内贷) in Article 17(4) and Article 27 of the Consultation Draft, Article 1(4) of Part 2 of Appendix III and Article 4 of Part 4 of Appendix III of the Operation Guidelines on Foreign Exchange Administration for Domestic Loan with Foreign Security (《外保内贷外汇管理操作指引》) should also be amended accordingly. 
Furthermore, if collateral is provided to the counterparty by way of title transfer, we would urge SAFE to carve it out from the definition of cross-border security in the Consultation Draft as a contract using title transfer is not intended to create any security interest over the collateral transferred.
2.
Article 3 of the Consultation Draft 

Article 3 of the Consultation Draft divides cross-border security into two categories: financing security and non-financing security, but does not address which category a security provided in respect of derivatives transactions will fall into. In light of the ongoing reforms of RMB exchange rates and interest rates and the needs of PRC companies for outbound investments, we expect that more and more PRC companies would need to hedge their risks via derivatives transactions and provide security to collateralize its exposure as agreed between the parties. Furthermore, there are numerous existing derivatives transactions (including both exchange-traded derivatives and OTC derivatives) between onshore institutions (especially banks) and offshore institutions which often involve cross-border security. We would urge that SAFE expressly provides which category a security in respect of derivatives transactions would fall within under this Article in order to give clear guidance to market participants. 
In particular, we note that in "Foreign Loan with Domestic Security" (内保外贷), the Consultation Draft provides separate rules for financing security and non-financing security, but we do not see such differentiation in "Domestic Loan with Foreign Security" (外保内贷). In the context of "Foreign Loan with Domestic Security" (内保外贷), the Consultation Draft provides that where a financial institution is the security provider of a financing security, the financial institution will be subject to the conditions set out in Article 10 including the requirements that outstanding principal amount to be paid by the financial institution in respect of its financing security provided as "Foreign Loan with Domestic Security" (内保外贷) at the end of any business day must not exceed 50% of its net unaudited assets in the last recent year end. However, the conditions in Article 10 do not apply to any financial institution in regard to its non-financing security. This would be critical for our members in carrying out their business.  We hope SAFE could make it clear in Article 3 which category a security provided  in respect of derivatives transactions will fall within and this would help market participants understand whether the relevant conditions will apply. 
As to the categorization of a security provided in respect of OTC derivatives transactions, we are of the view that such a security should be categorized as a non-financing security. This is because OTC derivatives transactions are often entered into for the purpose of hedging
. In particular, non-financial institutions usually use OTC derivatives transactions for the purpose of hedging the risks associated with sales and purchases of their products (e.g., to hedge the exchange rate risks under the relevant export contracts) and not for the purposes of financing. In addition, the nature of OTC derivatives transactions is different from that of payment obligations under financing transactions. OTC derivatives transactions generally involve the exchange of cash flows, rather than one way cash flows where one party lends and another party borrows money. 
Furthermore, if a security provided for derivatives transactions constitutes "Foreign Loan with Domestic Security" (内保外贷), the Consultation Draft provides that where a non-financial institution is the security provider, it must register the relevant security contract with SAFE on a case-by-case basis, and any change to the key terms of the registered security contract must also be registered with SAFE. Our members pointed out that such registration requirements are not practicable and cause many operational difficulties in practice. One of the characteristics of derivatives transactions is that the value of the transactions changes all the time. As part of the prudent risk control procedures, parties should have a mark-to-market mechanism in place which enables a party to require its counterparty to top up collateral as agreed when the mark-to-market value of the transaction changes. Currently, in the domestic derivatives market, cash is the most commonly used type of collateral. However, a security interest over cash collateral can only be created over funds in a designated account, sealed money or a security deposit under PRC law. With respect to a pledge over funds in a designated account which we understand is the most commonly used security arrangement by banks, it is generally believed that PRC law requires the funds in the designated account be a fixed amount. This means that if the amount in the account changes, a supplemental agreement must be entered into to confirm the new pledge created over  the increased funds in the account and the supplemental agreement will need to be registered with SAFE under the Consultation Draft. In practice, the registration requirement will be very cumbersome. We hope that SAFE can take these practical difficulties into account when deliberating on the categorization of a security provided in respect of OTC derivatives transactions. 
3.
Article 17 of the Consultation Draft
Article 17 of the Consultation Draft provides that: 
"When an onshore entities takes loans or obtains a credit line from a domestic financial institution, a security provided by an overseas institution or individual is permitted and the parties can agree on the terms of the agreement for a "Domestic Loan with Foreign Security" Contract on their own provided that the following conditions are satisfied:
(i) The debtor is a non-financial institution registered and operated within the PRC; 
(ii) The creditor is a financial institution registered and operated within the PRC;
(iii) The secured obligation is an ordinary loan in domestic or foreign currency borrowed by the debtor or a credit line granted by a financial institution;  
(iv) The form of security is a guarantee, mortgage or pledge permitted by PRC laws and regulations.
Onshore entities and financial institutions shall not engage in any "Domestic Loan with Foreign Security" business beyond the aforesaid scope without approval."
In relation to sub-paragraph (iii) above, please note that the "credit line" referred to in Article 17 would not be applicable to derivatives transactions. The reasons are: (a) a derivatives transaction's value fluctuates all the time, (b) the exposure arising from a derivatives transaction differ from its notional amount significantly, and (c) the methodology used for calculating credit lines assigned to counterparties in derivatives transactions varies among banks. Although banks often have credit lines assigned to counterparties in their internal systems for daily risk control and monitor purpose, the credit lines are not disclosed to the counterparties. In this regard, we would suggest that SAFE add a few words in sub-paragraph (iii) to clarify that it covers derivatives transactions as well. With respect to sub-paragraph (iv), please refer to our comments in Section 1(2) of this letter. 
4.
Article 26 of the Consultation Draft
Paragraph 1 of Article 26 of the Consultation Draft provides that:
"Where an onshore entity provides or accepts other forms of cross-border security which are not required to be registered or filed with [SAFE] (provided that it is in compliance with PRC laws and regulations and the Provisions hereof), it may enter into security contracts at its own discretion. Unless otherwise expressly required by [SAFE], security providers and the secured party are not required to register or file such cross-border security with [SAFE]."
In OTC derivatives transactions, particularly transactions between financial institutions, the parties usually provide collateral to each other to secure its own obligations under the transaction. Our understanding of the Consultation Draft is that where an onshore entity provides a cross-border security to secure its own obligations or receives a cross-border security from an offshore entity securing that offshore entity’s obligations, it is not required to seek approval from, or register or file the cross-border security with, SAFE no matter at the time of entering into the security contract or the time of performing the security contract. We would urge SAFE to add a sentence to Paragraph 1 of Article 26 to confirm this interpretation.     
5.
The Operation Guidelines on Foreign Exchange Administration for Foreign Loan with Domestic Security 
Article 4(iii)(c) of the Operation Guidelines on Foreign Exchange Administration for Foreign Loan with Domestic Security (《内保外贷外汇管理操作指引》) provides that: 
"Where the secured obligations under the "Foreign Loan with Domestic Security" Contract are the payment obligations of an overseas institution under derivatives transactions, the secured party should engage in the derivatives transactions for hedging purpose only and the transactions should fall within the scope of its principal business and be duly authorized by its shareholders."
We believe that it is problematic to limit the purpose of the transactions entered into by overseas institutions to "for hedging purpose only". What types of derivatives transactions an overseas institution may enter into depends on the law of the jurisdiction where it is incorporated and its constitutional documents and many jurisdictions do not have any legislation which restricts the types and purposes of the derivatives transactions a commercial entity may enter into.  In addition, this article does not distinguish between financial institutions and non-financial institutions. According to the relevant rules issued by the China Banking Regulatory Commission, PRC banks are permitted to engage in derivatives transactions for non-hedging purposes and they ought to be allowed to provide credit support in respect of non-hedging transactions entered into by their offshore subsidiaries. For example, many PRC financial institutions have subsidiaries in Hong Kong which have obtained the Hong Kong banking/securities license and may engage in various derivatives transactions, including derivatives transactions for non-hedging purposes. Article 4(iii)(c) would restrict such entities’ capability to enter into derivatives transactions when the transactions have a PRC credit support provider. Moreover, whether a derivatives transaction is subject to approval by the shareholders of an overseas entity is determined by its constitutional documents. If the company’s constitutional documents only require the approval of the board of directors, the requirement for shareholder approval is obviously inconsistent with the constitutional documents. The limitation on the trading capabilities of an overseas entity and requirement regarding trade authorization are inconsistent with the objective of SAFE to separate the foreign exchange administration from the validity of cross-border security contracts.
If Article 4(iii)(c) is intended to prevent the overseas subsidiaries of state-owned enterprises ("SOEs") from engaging in high-risk derivatives transactions, given that the State-owned Assets Supervision and Administration Commission has issued detailed rules on SOEs' overseas derivatives transactions (including provisions on the purpose of transactions, authorization and the approval process), we would suggest that this Article be deleted.        

We would be very grateful if SAFE could consider our comments set out in this letter. If you have any questions regarding the letter, please do not hesitate to contact Ms. Gu Jing of the ISDA Hong Kong office (telephone: +852 2200 5908, email: JGu@isda.org).
Yours faithfully, 
On behalf of ISDA 
Gu Jing 　　　





Keith Noyes







Assistant General Counsel, Asia



Regional Director, Asia Pacific

� PRC law permits certain financial institutions to enter into derivatives transactions for non-hedging purposes. 
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