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15 October 2022

To: The China Securities Regulatory Commission
Focus Place 19, Jin Rong Street, West District
Beijing China 100033

Dear Sirs or Madams,
The Measures for the Administration of Futures Exchange (Consultation draft)

On behalf of its members, the Futures Industry Association (FIA)! respectfully presents to the Futures
Department of the China Securities Regulatory Commission (the “CSRC”) this letter in relation to the
“Measures for the Administration of Futures Exchange” (Consultation draft) (the draft “Measures”).

First and foremost, FIA would like to extend our warmest congratulations to the CSRC on the coming
into effect of the Futures and Derivatives Law (the “FDL”) on 15t August. The FDL provides, for the
first time ever, a comprehensive and robust legal framework for the operation of the burgeoning
futures market in the People’s Republic of China (the “PRC” or “China”). In this connection, FIA is
delighted to see the publication of the draft Measures which implement a number of the key provisions
of the FDL including:

e the central clearing counterparty (CCP) role played by futures clearing institutions (Article
85);

¢ margin enforcement and default management measures over defaulting clearing participants
(Article 87);

e segregation of futures margin and positions (Articles 75 & 79); and

e separate-tier settlement model (i.e., the futures clearing institution settles with its clearing
participant whilst such clearing participant settles with its clients. (Articles 64 & 65)).

FIA considers the draft Measures to be of great significance as they establish a unified framework
and lay down common requirements to be adopted by all futures exchanges established in the PRC.
We fully support the policy objectives of the draft Measures, including many of the major revisions to
the provisions in the Measures. We have also identified some key observations on the draft Measures
and set these out for the kind consideration of the CSRC.

" FIA is 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.

1




FlA.org
1 Default of a futures clearing institution

Finality is one of the cornerstones of any sound and robust clearing system, playing a
fundamental role in risk management systems. To this end, settlement and default
management measures must be final and conclusive not just upon the default of a clearing
participant, but also the default of a CCP. FIA notes that this principle is now enshrined in
the FDL, which provides for the finality of settlement and default management measures and
that they “shall not be stayed, invalidated or revoked due to the bankruptcy of any party to
clearing” (Article 43). This critical provision has been included into the FDL notwithstanding
the fact that the possibility of a default of a futures cleaning institution may be extremely
remote.

However, FIA notes that the draft Measures provide only for the default of a clearing
participant but not for the default of a futures clearing institution. The absence of such
provisions will have a material adverse impact on clearing participants.

First, there will not be certainty and finality of settlement since clearing participants will not
be able to take swift action to terminate transactions and conduct net settlement with the
futures clearing institution upon its default. Accordingly, clearing participants would be
unable to manage their risk exposures and minimise the impact of such a default.

Second, clearing participants would suffer punitive regulatory capital treatment? under
applicable Basel rules if they are unable to terminate transactions with a futures clearing
institution in the unlikely event of its failure to perform or insolvency. This will prevent clearing
participants and end-investors globally from transacting Chinese futures products at
significant levels and make futures exchanges in the PRC less competitive and attractive,
running counter to the objectives of the FDL and recent relaxation under the Qualified
Foreign Investor (“QFI”) regime for QFls to access a broad range of onshore futures
products.

Therefore, FIA respectfully suggests that default related provisions in the Measures be
extended to the default and bankruptcy of the futures clearing institution and also to mandate
futures clearing institutions to provide for their own default in their default management rules.
This will bring the Measures in line with the FDL (Article 43), as well as global standards and
prevailing practices in the international markets. This will also assist futures clearing
institutions from the PRC to be recognised as qualified CCPs (QCCPs) in overseas
jurisdictions such as the U.S. and E.U., which will in turn enable clearing participants from
these jurisdictions to trade more futures products from China.

To this end, we set out suggested language for such amendments in Part 1 of Appendix 1
(Suggested amendments and issues for further clarification) to this letter for your kind
consideration.

2 For instance, under U.S. regulatory capital requirements, one of the requirements for treating exposures against a CCP on
a net basis (which directly impacts the QCCP determination) is the ability to close-out and net against the CCP. To do so,
a clearing participant would need the ability to trigger a “close-out” against the CCP in the event of a CCP insolvency (or
equivalent proceeding) or a CCP’s failure to perform. There are similar requirements under the EU Capital Requirements
Regulation (CRR) as well. For instance, one of the conditions to apply the favourable 2% risk weighting in respect of a
CCP is such CCP is a QCCP and the ability of a clearing participant to close-out against the CCP also helps with the third-
country CCP recognition in the E.U..
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“Separate tier’ settlement model

Articles 61 and 65 of the draft Measures provide that the futures settlement model in the
PRC is that of “separate tier” settlement.

FIA notes that there are two clearing models in the international markets for futures clearing:
namely the “agency” model and “principal” model. Broadly speaking, under the principal
model, the clearing participant acts as a principal with respect to a futures transaction with
the CCP and, after novation of the transaction, there is (i) a transaction between the CCP
and a clearing participant and (ii) another back-to-back transaction between such clearing
participant and its client. On the other hand, under the agency model, the clearing participant
acts as an agent for the client with respect to the transaction with the CCP but also
“guarantees” the performance of the transaction to the CCP.

Given that “principal” and “agency” models are concepts broadly used in the international
markets, it is key for international financial institutions (particularly the globally systemically
important banks and their subsidiaries) to be able to categorise the “separate-tier” futures
clearing model in the PRC into one of these models for regulatory capital requirements and
other purposes. To this end, there are different views in the market as to the precise
characterisation of the “separate-tier” futures settlement model which can be potentially
confusing. We understand that the “separate-tier” settlement model means that the clearing
institution will deal with clearing participants, who will in turn interface with their end-investors
(so that the clearing institution will not interface directly with end-investors). The requirement
that clearing participants will interface with its end-investors directly does not necessarily
require there be any separate back-to-back transactions between clearing participants and
their clients. Accordingly, we understand that market participants generally agree that the
futures clearing model in China is more akin to the agency model.

To align the understanding in the market and avoid any confusion, FIA believes it would be
helpful to clarify in the Measures or by way of Q&A the precise characterisation of “separate-
tier” futures settlement. Certainty in the precise characterisation of the clearing model in the
PRC will help to clarify the precise legal relationship between the clearing participants and
their investors and the regulatory capital treatment in respect of the futures transactions,
which will in turn make it more attractive for overseas investors to access China’s futures
market.

Segregation, porting and return of client assets

Principle 14 (Segregation and portability) of the PFMI requires a CCP to have rules and
procedures that enable the segregation and portability of positions of the clients of a clearing
participant as well as the collateral provided to the CCP with respect to those positions.
Segregation arrangements are crucial to an end-investor to make sure the positions and
assets of such investor are bankruptcy remote in the event of the default or insolvency of the
relevant clearing participant or one or more of the other clients of such clearing participant.
On the other hand, porting is also critical to make sure such investor’s positions would not
have to be forcibly liquidated in the event of the default or insolvency of the relevant clearing
participant and hence critical to its risk management and business continuity.

FIA is delighted to see that an end-investor’s positions and margin are required to be
segregated pursuant to both the FDL (Article 40) and the draft Measures (Articles 68 & 79).
However, FIA notes that the draft Measures and the FDL are silent in respect of porting. FIA
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appreciates that porting is not otherwise prevented by any applicable PRC law and often
futures exchanges will provide for porting in their own rules. That being said, given the
significance of porting to end-investors and to make sure such porting arrangement is
consistent across different futures exchanges and can form part of “settlement conducted in
accordance with law” as set out in Article 43 of the FDL and hence covered by finality
protection under the FDL, FIA respectfully suggests to expressly cover (or require futures
exchanges to cover in their rules) porting in the Measures.3

Furthermore, although segregation is expressly provided for under the FDL and the draft
Measures, in the event of insolvency of a clearing participant, it appears that any excess
margin belonging to an end-investor may only be returned by the futures clearing institution
to such end-investor indirectly via the bankruptcy administrator of the insolvent clearing
participant, given there is no direct settlement relationship between the futures clearing
institution and such end-investor. The primary responsibility of a bankruptcy administrator is
to liquidate, manage and distribute bankruptcy estate and therefore it would not be ideal or
appropriate for a bankruptcy administrator of a defaulting clearing participant to handle and
intervene in the return of excess margin by a futures clearing institution to the end-investor.
To this end, FIA respectfully suggests a requirement be added to the Measures for a futures
clearing institution to return excess margin to end-investors directly or through another non-
defaulting intermediary in the event of the bankruptcy of a clearing participant.

We set out some suggested language for the amendments in Part 1 of Appendix 1
(Suggested amendments and issues for further clarification) for your kind consideration.

4 Program trading

Article 90 of the draft Measures sets out the reporting regime that a futures exchange shall
maintain in relation to program trading. FIA appreciates the benefits of transparency such
reporting regime can bring to the markets, but FIA notices there is no statutory definition for
program trading in either the FDL or the draft Measures. Although futures exchanges would
be free to adopt such definition in their own rules, FIA strongly believes that having one single
statutory definition in the Measures outlining the scope of program trading captured by such
Measures would likely provide the market with a more desired level of legal certainty and
consistency, which would also make the reporting regime more effective.

Further, FIA notes that the draft Measures require future exchanges to adopt the appropriate
measures to properly supervise activities and maintain market order. We fully support this
approach as we believe that this provides the flexibility necessary to accommodate and react
appropriately to new technologies and practices in such a dynamic and evolving marketplace.

FIA also sets out in Appendix 2 (Material in relation to program trading) links to various
papers recommending industry best practices and guidelines for identifying risks and
strengthening safeguards in program futures markets prepared by us in recent years for your
ease of reference.

3 You may also refer to the recent CPMI-IOSCO paper on “Client clearing: access and portability”
(https://www.iosco.org/library/pubdocs/pdf/IOSCOPD712.pdf) that supports the recommendations in the letter in its ‘Porting
Section’ to foster possible changes to mitigate impediments to portability.
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5 Other observations

In addition to setting out our key observations on the draft Measure, we have also set out in
Part 2 of Appendix 1 (Suggested amendments and issues for further clarification) to this letter
certain questions on the draft Measures and other issues which we would like to draw to your
attention. We should be most grateful for your clarifications of these questions (whether in
the form of Questions and Answers (Q&As) or clarifications in the Measures itself).

Next steps

FIA is extremely grateful for the opportunity to comment on the draft Measures and would be pleased
to discuss the issues addressed above further or otherwise to assist in any way that the CSRC deems
appropriate. Publication of the Measures will be another key milestone in the history of futures
legislation in China and an important step towards the establishment of a sound and comprehensive
legal framework for China's futures markets.

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

Yours faithfully,

Bill Herder
Head of Asia Pacific
Futures Industry Association (FIA)

Copy: Dr. FANG Xinghai, Vice Chairman of the CSRC
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Appendix 1 — Suggested amendments and issues for further clarification

Part 1: We set out below sample language for some of the amendments to the draft Measures
suggested in the letter for your kind consideration.

Default of a futures
clearing institution
as discussed in
Section 1 of the
letter

Article [X] A futures clearing institution shall provide in its rules default
management measures dealing with its own failure to pay or deliver
and its own bankruptcy or similar proceedings which will allow clearing
participants to terminate and net settle transactions and shall bear
liability for its default accordingly.

Porting as
discussed in
Section 3 of the
letter

Article [X] A futures clearing institution shall provide in its rules
arrangements relating to porting of clients’ margin and positions in the
event of default or bankruptcy or similar proceedings in respect of the
relevant clearing member.

Return of client
assets as
discussed in
Section 3 of the
letter

Article [X] Upon commencement of bankruptcy or similar proceedings
in respect of a clearing member, any excess margin posted by a client
of such clearing member to a futures exchange via such member, after
setting all the liabilities born, and discharging all the amounts payable,
by such client in relation to its futures trading, shall be returned by the
futures exchange to such client directly without going through the
bankrupt member or the administrator of such bankrupt member.
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most grateful for your clarifications to these questions (whether in the form of Questions and Answers
(Q&As) or in the Measures).
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53 Unlike the FDL, the draft Measures do not distinguish between trading venue and
futures clearing institution and uniformly uses the term “futures exchanges” to
describe them. We note that the trading venue and clearing institution are usually
the same entity in the Chinese futures markets. However, given the FDL applies
different terminologies which seems to suggest it is possible for trading venue and
clearing institution to be different, we would suggest that the Measures align its
expressions to that of the FDL for consistency and provide more flexibility for future
developments.

68 Apart from the statutory protections over clients’ margin that have been provided
for under current regime, it would be helpful to allow for an additional option where
an end-investor may elect to have sub-account opened in its own name (for
instance, can be opened in the name of “X clearing participant/Y client”) under the
omnibus client margin account opened by either the futures clearing institution or
the clearing participant with their respective custodian bank. This would enable the
cash margin posted by a client to be deposited in an individually segregated
account should such client opt for such arrangement. This can provide even better
protection over client assets, makes it easier for excess margin to be returned by
futures clearing institution to the end-investors in the event of default or insolvency
of the relevant clearing participant and also helpful for the end-investors’ regulatory
capital purposes.

95 Even in an emergency situation, forced liquidation is still an extreme measure that
has a significant impact on investors’ positions, hedging strategies and overall
portfolio management. It would therefore be very helpful if further guidance can be
issued to limit or clarify as to in what circumstances will such forced liquidation
power be exercised by a futures exchange and what restrictions would apply when
a futures exchange exercises such power.

105 How should “information exchange arrangement” and “market impact assessment”
be understood? What contents would such “information exchange arrangement”
need to contain? Does this Article apply to arrangements that already exist between
onshore futures exchanges and overseas futures exchanges? More clarity on those
requirements would be appreciated.

106 What detail in relation to the futures, options and derivatives contracts that fall into
the scope of Article 106 should be reported to the CSRC and in what way? Does
this Article apply to arrangements that already exist between onshore futures
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exchanges and overseas futures exchanges? More clarity on such reporting
requirement would be appreciated.

126 We understand the reference here to trading venue refers only to onshore trading
venues which is consistent with the scope of application of the Measures as set out
in Article 2 but would be grateful if such understanding can be confirmed.

Other We suggest to also consider the appropriate recovery tools for the futures
exchanges. For instance, upon the occurrence of default or insolvency of a clearing
participant, as of today the futures exchange is responsible for closing out all the
outstanding positions of such default clearing participants primarily by way of taking
on offsetting trades on the market and the losses resulting from that will be
absorbed in accordance with the waterfall as described in the draft Measure. It
probably worth also considering what if the positions subject to such close-out are
illiquid. It would be helpful for the relevant futures exchanges in that case to have
guidance on how to close out such positions, for instance, by adopting tools such
as auction, tear up and allocation depending on the underlying contracts.




FlA.org

Appendix 2- Material in relation to program trading
Since April 2010, FIA has published various papers recommending industry best practices and
guidelines for identifying risks and strengthening safeguards in electronic futures markets
globally, we set out below link to the relevant material for your ease of reference.
» Market Access Risk Management Recommendations (Click here, Apr. 2010);

* Recommendations for Risk Controls for Trading Firms (Click here, Nov. 2010);

+ Order Handling Risk Management Recommendations for Executing Brokers (Click here,
Mar. 2012);

+ Software Development and Change Management Recommendations (Click here, Mar 2012);
* Drop Copy Recommendations (Click here, Sept. 2013);

« FIA and FIA Europe Special Report Series: Algorithmic and High Frequency Trading (Click
here, Feb. 2015);

*  Guide to the Development and Operation of Automated Trading Systems (Click here, Mar.
2015);

+ FIAMIFID Il Due Diligence Assessment of Prospective DEA Clients (Click here, Sept. 2017);
*  FIA Summary of MIFID Il DEA Requirements (Click here, Dec. 2017); and

* FIA Guidance for Firms and Third Party Algorithmic Trading Providers (Click here, Dec.
2018).
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TR T 2 52 UM LERR ], R AR AR AT B -

105 INTHAR “f5 BT ZHE A TR 7 SR 3 BB REA
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