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18 November 2021

To: Standing Committee of the National People’s Congress of the People’s Republic of China
Legislative Affairs Commission
No.1 Qianmen West Street, Xicheng District
Beijing, China
100805

Dear Sirs,
The Futures and Derivatives Law of the People’s Republic of China (Second Reading Draft)

On behalf of its members, the Futures Industry Association (FIA)' respectfully presents to the
Legislative Affairs Commission (the “Commission”) of the Standing Committee of the 13t National
People's Congress this letter of submission in relation to the second reading draft of “Futures and
Derivatives Law of the People’s Republic of China” (the “Futures and Derivatives Law”), which is
currently being reviewed by the Standing Committee of the National People’s Congress (NPC).

FIA would first like to congratulate the NPC on the publication of the second reading draft of the
Futures and Derivatives Law which is a key step in establishing a robust legal framework for China's
futures and derivatives markets. FIA members are extremely encouraged to see that many of their
key observations on the first reading draft have been reflected in the second reading draft, which
include:

e confirming settlement finality for futures transactions, ensuring that a cleared futures
transaction will be final and conclusive and not liable to be set aside in any bankruptcy
proceeding;

e extending settlement finality protection to the bankruptcy of futures clearing institutions; and

o extending protections for futures clearing, such as for settlement finality and collateral
enforcement, to central clearing of derivatives transactions.

FIA strongly believes that by taking on board these critical changes, the Futures and Derivatives
Law will provide comprehensive protections for futures and derivatives transactions in China and
will lay a solid foundation for the ever-growing Chinese financial markets.

' FIAis the leading global trade organization for the futures, options and centrally cleared derivatives markets, with offices

in Brussels, London, Singapore and Washington, D.C. FIA’s membership includes clearing firms, exchanges,
clearinghouses, trading firms and commodities specialists from about 50 countries as well as technology vendors, law
firms and other professional service providers. FIA’s mission is to support open, transparent and competitive markets,
protect and enhance the integrity of the financial system, and promote high standards of professional conduct. As the
principal members of derivatives clearinghouses worldwide, FIA’s clearing firm members play a critical role in the reduction
of systemic risk in global financial markets. Further information is available at www.fia.org.
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FIA wholeheartedly welcomes the positive developments of the Futures and Derivatives Law. We
set out in this letter a few further observations on the draft Futures and Derivatives Law for the kind
consideration of the Commission.

1 Finality for futures transactions and derivatives transactions

With the finality concept being a cornerstone for a robust clearing system, it is heartening to
see that both trading and settlement finality in respect of futures transactions have been
clarified in the second reading draft. The draft law now provides that, subject to exceptional
conditions affecting the normal trading of futures, the trading outcome conducted in
accordance with the rules of a futures exchange shall not be altered (Article 26).
Furthermore, clearing and settlement of futures conducted in accordance with the law will
not be suspended, invalidated or revoked as a result of the commencement of bankruptcy
proceedings in respect of any party participating in the clearing and settlement process
(Article 43). In view of how crucial the finality concept is to the futures market, FIA respectfully
submits that the Committee further consider the following suggestions:

e All aspects of futures clearing and settlement should benefit from express
finality protection — As noted in our previous submission, the finality concept aims
to protect any settlement and default management process with the futures clearing
institution as central clearing counterparty (CCP). Accordingly, such action will be
final and must not be affected by the bankruptcy of any party. To this end, while
Article 43 paragraph 3 specifically provides that clearing and settlement will be final
notwithstanding bankruptcy proceedings, a similar express statement has not been
provided in respect of other operative clearing and settlement provisions (such as
Articles 41 and 42). For the avoidance of doubt and for consistency purposes, given
the paramount importance of this concept, FIA strongly recommends that such an
express statement (such as Article 43 paragraph 3) be inserted at the end of Chapter
3 as an independent article so that all material aspects of futures clearing and
settlement are clearly given finality protection (including protection from bankruptcy
laws).

e Finality protection should extend specifically to default management
measures — In addition to margin enforcement and liquidation, default management
measures now also extend to include default fund contributions, portfolio auctions,
loss allocation, margin haircutting and other techniques. Given the evolving nature
of default management measures, FIA respectfully suggests that the Commission
specifically extend the coverage of these finality provisions to all other default
management measures set out in the clearing rules of a futures clearing institution
to provide the necessary flexibility and certainty to the futures clearing institution.

In terms of central clearing of derivatives, FIA notes that Article 37 of the second reading
draft expressly provides that central clearing of derivatives is final and conclusive
notwithstanding bankruptcy proceedings and that any property involved in the clearing of
derivatives shall be first applied for clearing and settlement, and shall not be impounded,
frozen, seized or subject to any compulsory enforcement. FIA strongly supports such
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enhanced protections and robust legal framework for derivatives clearing. As FIA has noted
in our previous submission, the central clearing process for derivatives transactions is the
same as the process for futures transactions. Accordingly, the clearing process and default
management measures applicable to centrally cleared derivatives transactions would
require a similar level of robust legal protection.

Therefore, FIA respectfully suggests that the all-round protection for futures clearing under
the law should similarly apply to central clearing of derivatives, such as the protection and
recognition of finality and effectiveness of liquidation of positions, enforcement of margin
collateral and other default management measures.

Our proposed amendments to Articles 37 and 43 are set out in the Appendix.

Client clearing for futures transactions and derivatives transactions

Article 43 of the second reading draft now expressly protects settlement finality for futures
transactions from any bankruptcy proceedings of “any party participating in the clearing
process”, which clearly encompasses the bankruptcy of futures clearing institutions or the
clearing participants. However, it is less clear whether the settlement finality protection under
article 43 would also extend to the bankruptcy of the client of a clearing participant.

FIA understands that the Futures and Derivatives Law recognises that settlement of futures
transactions comprises settlement (i) between a futures clearing institution and its clearing
participants; and (ii) between a clearing participant with its clients (Article 39 of the second
reading draft). This principle of “settlement at different levels” has been recognised in State
Council administrative regulations and CSRC rules for a long time. FIA believes it will
enhance the stability of the futures market in the People’s Republic of China (the PRC) and
benefit all market participants if the protection for settlement finality is extended to cover a
fuller scope of the futures clearing ecosystem. Therefore, FIA respectfully suggests that
Article 43 make it clear that the settlement between a clearing participant and its clients is
also protected for settlement finality notwithstanding the bankruptcy of any client of the
clearing participant.

In addition, given the similarities in the central clearing process of derivatives transactions
and futures transactions, FIA respectfully suggests that the protection for settlement finality
under Article 37 expressly cover scenarios where clients of a clearing participant become
insolvent.

Close-out netting between clearing participants and clients

Article 93 of the second reading draft of the Futures and Derivatives Law expressly protects
the enforceability of close-out netting arrangements of a futures clearing institution. Close-
out netting arrangements are without doubt one of the key risk reduction methods for credit
risks associated with financial derivatives and futures. In addition to the close-out netting
arrangements of a futures clearing institution and its clearing participants, FIA also notes the
critical importance of the close-out netting arrangements between a clearing participant and
its client in relation to futures transactions conducted on one or multiple futures trading
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venues. Therefore, FIA respectfully suggests that the recognition for close-out netting
arrangements in Article 93, including protection from any bankruptcy law, be extended to
cover close-out netting between a clearing participant and its clients.

Our proposed amendments to Article 93 are set out in the Appendix.

Regulatory deference or substituted compliance

Global futures and derivatives markets enable firms to raise financing and manage their risks
efficiently and cost-effectively. For this to work properly, trust, cooperation, and recognition
are needed amongst regulators globally. FIA strongly believes that the Futures and
Derivatives Law will provide a solid foundation for international financial institutions and
investors to participate in the Chinese financial markets. To further ensure robust
international participation, we encourage that attention be paid in the current legislative
phase of policymaking to the potential cross-border implications of the regulations.

FIA believes policymakers should implement a substituted compliance model, i.e., relying on
counterpart-regulators in other jurisdictions to supervise certain cross-border activities if the
national rules in such jurisdictions are benchmarked to internationally agreed standards. The
principle of “substituted compliance” has been proven to be effective and remains a key
plank in ensuring open access to global cleared markets, increasing market efficiency, and
avoiding contradictory requirements, duplicative supervision and counter-reactions by global
regulatory authorities. FIA therefore respectfully suggests that policymakers in the PRC
consider applying this “substituted compliance” principle when regulating cross-border
activities as contemplated in Chapter 11 of the Futures and Derivatives Law. To this end, a
comparability assessment framework should be established so that substituted compliance
determinations can be made in a predictable, consistent, and timely manner.

Further issues for consideration

a. Cross-border transactions — FIA notes that the second reading draft of the Futures
and Derivatives Law contains a number of protections (finality for settlement, margin
enforcement, default management and close-out netting arrangements as
supplemented by our comments in paragraphs 1-3 of this letter) for a safe, sound and
robust functioning of a futures and derivatives clearing ecosystem. Given the
fundamental importance of these protections, FIA respectfully submits that these
protections should not be limited to transactions involving onshore clearing institutions
in the PRC and should be extended by the Futures and Derivatives Law to cover cross-
border transactions of clearing participants and clients from the PRC involving clearing
institutions outside the PRC. This will ensure the enforceability and finality of the
transactions with clearing participants and clients from the PRC, which will help promote
a sound and safe futures and derivatives clearing ecosystem globally and facilitate the
participation by Chinese institutions in the global futures and derivatives markets. If
considered more appropriate, the Commission may empower the competent authority
of the futures and derivatives markets in the PRC to extend such protections for cross-
border transactions in relevant implementing regulations.
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b. Implementing regulations — In addition, FIA notes that the Futures and Derivatives
Law will set up an overarching legal framework for the futures and derivatives markets
in the PRC and contemplates that more specific implementing regulations will be
promulgated by the State Council. FIA respectfully suggests that the Commission and
the competent authority of the futures and derivatives markets consider addressing the
following comments from FIA members when formulating such implementing
regulations.

e Exemptions for offshore service providers. FIA noted that Article 120 allows the
futures regulatory body of the State Council to provide an exemption from
registration for certain offshore futures brokerage institutions entrusted by an
onshore futures brokerage institution. FIA suggests that the implementing
regulations provide for a standing exemption where institutional investors (i.e. non-
retail investors) seek offshore services. In addition, with respect to the approval
requirement under Article 122, it is recommended that standing exemptions be
provided for an offshore institution marketing and dealing with non-retail investors
where such offshore institution does not have a place of business in the PRC.

e Licensing in relation to outbound futures investments. Article 120 paragraph 2
seems to contemplate that the registration requirement will only be applicable to the
provision of trading services by offshore intermediaries but not to the provision of
clearing services. Where an offshore clearing participant is appointed by an onshore
broker to provide client clearing services in respect of the futures trades of onshore
clients, such offshore clearing participant may not always be the same person as
the one who is being appointed as offshore broker. Hence FIA suggests further
clarification to be made as to whether such offshore clearing participant be subject
to any registration requirement.

6 Appendix

In addition to setting out our key observations on the second reading draft of the Futures
and Derivatives Law, we have also included into this submission an Appendix which sets out
in more detail our suggested amendments to the text of the second reading draft as well as
the issues to be clarified in the Futures and Derivatives Law itself, implementing regulations
or in the form of Questions and Answers (Q&As).

Next steps

FIA is extremely grateful for the opportunity to comment on the second reading draft of the Futures
and Derivatives Law and would be pleased to discuss the issues addressed above further or
otherwise to assist in any way that the Commission deems appropriate. Publication of the Futures
and Derivatives Law will be a key milestone in the history of futures legislation in China and a
fundamental step towards the establishment of a sound and comprehensive legal framework for
China's futures and derivatives markets.

We would be delighted to engage in further discussions with the Commission in relation to our
comments and provide further industry input. If you have any questions, please do not hesitate to
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contact Bill Herder, Head of Asia Pacific, at bherder@fia.org or +65 6549 7333 or Tze Min Yeo, Head
of Legal & Policy, Asia Pacific, at tmyeo@fia.org or +65 9111 0717.

In the meantime, to facilitate dialogue, we will also share a copy of our submission with Dr. FANG
Xinghai, Vice President of the China Securities Regulatory Commission.

Yours faithfully,

W 7

Walt Lukken
President and Chief Executive Officer, Futures Industry Association (FIA)

(This submission is made in English and Chinese)




Article 2

Article 3

Appendix

Suggested Amendments and Issues to Be Clarified

Comments / Issues to Be Clarified Suggested Amendments

Chapter 1 General Principles

Comments:

FIA respectfully suggest that the law makes it clear that
protections such as settlement finality and netting apply to
cross-border derivatives transactions and activities as well.

Comments:

Whether or not the contract is in a “standardised” form is not
the key distinction separating derivatives transactions from
futures transactions. There are derivatives transactions in
standardised form (where contracting parties enter into a
transaction based on bilateral negotiation and agree on a
standardised set of parameters of the transaction, such as
the notional amount, the length of calculation period, etc.)
which are not futures transactions. Therefore, FIA suggests
that the law distinguish futures transactions and derivatives
transactions by contracting methods to avoid confusion.

FIA suggests that the following paragraph be inserted as the third
paragraph under Article 2:

“Where domestic entities or individuals participate in offshore futures
transactions and offshore derivatives transactions in accordance with
the relevant laws, administrative regulations and rules formulated by
the futures requlatory authority under the State Council or the
departments authorised by the State Council, the trading outcome
and the clearing and settlement shall be protected by this Law.”

FIA suggests that the first paragraph under Article 3 be amended as
follows:

“Under this Law, “futures transactions” refer to transactions with
futures contracts or standardised-option contracts as trading objects
and entered into by way of centralised bidding or other transaction
methods as prescribed in Article 10 paragraph 1.”

FIA suggests that the second paragraph under Article 3 be amended
as follows:

“Under this Law, “derivatives transactions” refer to transactions other
than futures transactions, with nen-standardised option contracts,
swap contracts and forward contracts, as well as any combination of
such contracts as trading objects and entered into by way of




Comments / Issues to Be Clarified Suggested Amendments

Issues to Be Clarified: contractual negotiation or other transaction methods as prescribed in
Article 10 paragraph 3.”

FIA suggests further clarification that the definition of
“options contract” includes both cash-settled options (with no
actual buying or selling of the underlying assets) and physical
settled options.

Chapter 2 Futures and Derivatives Transactions — Section 2 Futures Transactions

Article 22 Comments: FIA suggests that the last paragraph under Article 22 be amended as

follows:
FIA understands that there is no requirement on the amount

and payment time relating to the premium, which means the = “The option premium referred to in the preceding paragraph means the
premium could be zero and could be paid at the expiry of the funds paid by the buyer for the purchase or the exercise of the
option. standardized option contract.”

Chapter 2 Futures and Derivatives Transactions — Section 3 Derivatives Transactions
Article 37 Comments: FIA suggests that Article 37 be amended as follows:

FIA respectfully suggests that (i) the all-round protection for “Where derivatives transactions are centrally cleared by the clearing
futures clearing under the law similarly apply to the central @ institutions approved by the futures regulatory authority or the
clearing of derivatives and (ii) settlement finality protections = department authorised under the State Council which act as the central
under Article 37 expressly cover the scenario of bankruptcy = counterparty, the central counterparty may carry out its central clearing
of the clients of a clearing participant. activities with clients via clearing members by way of hierarchical
settlement. Central clearing activities include the settlement and
delivery between central counterparty and its clearing members, and
the settlement and delivery between clearing members and their
clients.

In addition, FIA would respectfully submit that finality
protection should not be limited to transactions involving
onshore clearing institutions and should also be extended to
cover cross-border transactions of clearing participants and
clients from the PRC involving offshore clearing institutions.
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Comments / Issues to Be Clarified Suggested Amendments

The margin collected by the central counterparty from clearing
members, and collected by clearing members from their clients
includes cash, bonds, and other negotiable securities with high
liquidity, as well as other properties as prescribed by the futures
requlatory authority or the department authorised under the State
Council. Where margin is in the form of negotiable securities, it may
be collected by means of pledge or other methods with performance
assurance features in accordance with the law.

Amounts such as margin received by any party participating in the
clearing shall be held separately from the proprietary funds of the
relevant clearing institutions and clearing participants. Such amounts
shall be placed and administered in a segregated account. Uses in
violation of the regulations shall be prohibited.

The margin, guarantee funds, risk reserve funds and other the-property
involved in the clearing of such derivatives transactions shall be first
applied for clearing and settlement, and shall not be impounded,
frozen, seized or subject to any compulsory enforcement; no one shall
use such property before the completion of clearing and settlement.

The outcome of centrally cleared derivatives shall not be altered.
Central clearing conducted or any default management measures
taken in accordance with the-taw the rules of a central counterparty
and related contractual arrangements shall not be stayed, invalidated
or revoked due to the commencement of any bankruptcy proceeding
with respect to any party (including central counterparties, clearing
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Comments / Issues to Be Clarified Suggested Amendments

participants and transaction parties) participating in the clearing in
accordance with the law.”

Chapter 3 The Clearing and Settlement of Futures

Article 43 Comments: FIA suggests that the third paragraph of Article 43 be inserted at the

end of Chapter 3 as an independent article and amended as follows:
FIA respectfully suggests an express provision to clarify that P P

finality protection should cover all aspects of futures clearing = “Clearing and settlement conducted or any default management

and settlement and default management process, and shall measures taken in accordance with thedaw rules of a futures clearing

not be set aside by any bankruptcy proceeding of the clients = institution and related contractual arrangements shall not be stayed,

of a clearing participant. invalided or revoked due to the commencement of any bankruptcy
proceeding with respect to any party (including futures clearing

In addition, FIA would respectfully submit that finality institutions, clearing participants and transaction parties) participating

protection should not be limited to transactions involving ' in the clearing in accordance with the law.”

onshore clearing institutions and should also be extended to

cover cross-border transactions of clearing participants and

clients from the PRC involving offshore clearing institutions.

Chapter 7 Futures Clearing Institutions

Article 93 Comments: FIA suggests that Article 93 be amended as below:

FIA suggests the definition of CCP be consistent with PMFI: = “Futures clearing institutions, as the central counterparty, shall-be-the
‘A central counterparty interposes itself between cemmon—counterparty—of-theclearing—participants; interposes itself
counterparties to contracts traded in one or more financial between the futures counterparties, becoming the buyer to every seller
markets, becoming the buyer to every seller and the sellerto and the seller to every buyer. It carries te—earry out close-out net
every buyer and thereby ensuring the performance of open = settlement and provide centralised performance assurance for futures
contracts.” transactions.

Close-out net settlement conducted by a futures clearing institution, a
futures clearing participant or its client in accordance with the business

In addition, FIA would respectfully submit that close-out
netting protection should not be limited to transactions

10
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Comments / Issues to Be Clarified Suggested Amendments

involving onshore clearing institutions and should also be ' rules of the relevant futures clearing institution or the relevant contracts
extended to cover cross-border transactions of clearing between a futures clearing participant and its client, shall not be
participants and clients from the PRC involving offshore stayed, invalidated or revoked due to the commencement of any
clearing institutions. bankruptcy proceeding with respect to any party (including the futures
clearing institution, clearing participant and transaction party)
participating in the futures clearing in accordance with the law.”

Chapter 8 Futures Service Institutions

Article Comments: FIA suggests that Article 101 be amended as below:

101
Given the wide scope of software and hardware product “Information technology service institutions that provide software and

updates involved in the futures market and the need for hardware products, information technology systems or technical
frequent updates, requiring all the information technology @ services to futures business institutions, futures exchanges, futures
service agencies to perform filing procedures would take up = clearing institutions and clearing participants of non-futures business
a lot of regulatory resources and impede the healthy  institutions shall comply with national and futures industry information
development of the market. Therefore, FIA recommends safety-related technical management regulations and standards, and
aligning with the relevant practices in the securities market. = if an important information system is involved, file with the futures
Article 9 of the Regulations on the Administration of regulatory authority under the State Council for record.”
Recordation of Securities Service Institutions Engaged in
Securities Service Business stipulates that all the important
information systems need to be filed with regulatory
agencies.

Chapter 11 Cross-Border Transactions and Regulatory Coordination

Article Issues to Be Clarified:
124

As FIA has noted in our previous submission, frequent cross-
border information sharing is necessary in the normal

1"
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Comments / Issues to Be Clarified Suggested Amendments

operations of both onshore and offshore participants in the
futures market.

Given that the requirement to obtain consent from
governmental authority has been moved to the last sentence
of Article 124 paragraph 1, it seems that such requirement is
now applicable only if domestic institutions and individuals
provide documents and materials to overseas regulatory
bodies during investigations / evidence collection.

FIA therefore respectfully suggests that further clarification
be made that such consent requirement is limited to cross-
border investigations or that an exemption be provided for
the sharing of documents and information in connection with
certain permitted purposes.
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