EXPLANATORY STATEMENT

Select Legislative Instrument No. 157, 2015

Issued by authority of the Assistant Treasurer

Corporations Act 2001
Corporations Amendment (Central Clearing and Single-Sided
Reporting) Regulation 2015

Subsection 1364(1) of the Corporations Act 2001 (the Corporations Act) provides that
the Governor-General may make regulations prescribing matters required or permitted
by the Act to be prescribed, or necessary or convenient to be prescribed for carrying
out or giving effect to the Act.

Paragraph 901D(a) provides that the regulations may prevent the derivative
transaction rules (DTRs) made by the Australian Securities and Investments
Commission (ASIC) from imposing requirements on certain classes of persons.
Paragraph 907E(2)(a) allows the regulations to exempt a person from the provisions
in Part 7.5A of the Corporations Act, including regulations made under that part, and
DTRs made by ASIC with respect to the regulation of derivatives as authorised under
Part 7.5A.

The Australian Government is implementing reforms to the regulation of over-the-
counter (OTC) derivatives markets. OTC derivatives are traded directly between two
parties, without using a formal exchange such as the ASX. These reforms form part of
a coordinated effort by G20 jurisdictions to improve transparency and risk
management in these important markets. As one of these reforms the Australian
Government is imposing by Ministerial determination a central clearing mandate for
prescribed classes of interest rate derivatives denominated in Australian dollars and
four global currencies.

In addition to the Ministerial determination amendments made by the Corporations
Amendment (Central Clearing and Single-Sided Reporting) Regulation 2015 (the
Regulation) sets key parameters for the proposed clearing mandate.

Central clearing improves risk management in OTC derivatives markets by
interposing specialised central counterparties (CCPs) into each transaction. The CCP
thereby guarantees completion of the transaction at maturity and therefore assumes
and manages the risk that one of the counterparties to the transaction could default.

The Regulation limits the effect of the central clearing mandate to a small number of
major domestic and foreign banks that act as dealers in the Australian OTC
derivatives market. Smaller financial institutions and all corporate end users are not
affected.

Under the Corporations Act central clearing could occur through all central
counterparties (CCPs) licensed in Australia. To provide some flexibility with respect
to overseas CCPs that are not required to be licensed in Australia, but through which
Australian dealers may wish to clear, there is a provision in the proposed Regulation
prescribing a number of such CCPs by name so that they can be used to satisfy
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mandatory clearing requirements. A general power for ASIC to prescribe additional
CCPs is also provided, subject to a number of conditions.

A further set of amendments in the Regulation amends the existing OTC derivatives
trade reporting obligations.

In July 2013 ASIC made trade reporting DTRs under which the trade reporting
obligation is being implemented in 3 phases. Phase 1 and 2 entities have started
reporting. Phase 3 entities were originally due to begin reporting on 1 October 2014.
In June 2014 ASIC made a class order splitting phase 3 into two subphases (3A and
3B) and delaying the start of their reporting requirements by up to 12 months.

The DTRs require both sides of a transaction to report (so-called ‘double-sided
reporting’). In December 2014 the Government announced 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 concluded their
derivatives transactions with counterparties that were already required or agreed to
report.

Amendments in the Regulation implement this relief by introducing single-sided
reporting for phase 3B entities as defined in the ASIC class order. Phase 3B entities
have less than $5 billion gross notional OTC derivatives positions outstanding. The
relief is available to these entities subject to the condition that the counterparty to the
transaction is required or agrees to report.

The amendments contain provisions determining when and how phase 3B entities
transition in and out of the single-sided reporting relief regime if their outstanding
OTC derivatives positions rise above or below the $5 billion threshold. Transitional
arrangements also clarify a range of circumstances that may arise when the reporting
regime applying to phase 3B entities and the single-sided reporting relief commence
in October 2015.

Finally, an amendment in the Regulation clarifies that the DTRs can only impose
requirements relating to a particular class of derivatives on Australian Financial
Service Licence holders who are specifically authorised to provide financial services
in relation to that class of derivatives.

Details of the amendments are set out in Attachment A.

Extensive public consultation occurred in 2014 through two Australian Government
proposals papers for a central clearing mandate for OTC interest rate derivatives
denominated in Australian dollars and four global currencies (US dollars, euros,
Japanese yen and British pounds), limited to transactions between internationally
active dealers.

There was general support for the proposed mandate. There was some disagreement
on the appropriate definition of ‘internationally active dealer’. Further targeted
consultation was held to develop an improved definition.

Following the Government’s announcements on its decisions with respect to central
clearing and single-sided reporting in December 2014, the draft Regulation was
provided for final public consultation in May 2015. The draft Regulation sets out a
number of important elements of the central clearing mandate, including the definition
of internationally active dealers that are subject to the mandate.
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Submissions provided strong support for the proposed mandate, including the
proposed product and entity scope. A small number of changes to the drafting were
made as a result of suggestions made in submissions, mainly to avoid unintended
consequences.

With respect to single-sided reporting, a number of submissions expressed concerns
that the proposed drafting of the provisions exposed entities benefiting from the
exemption to considerable legal risk, if the counterparty for some reason failed to
report the required information. The drafting was subsequently amended to provide a
safe harbour from this risk, subject to a requirement to undertake a reasonable amount
of due diligence to check that the counterparty was required to report or complying
with its obligation to report.

A number of foreign banks were critical of the fact that the proposed relief provided
some advantage to reporting entities regulated in Australia in assisting phase 3B
entities in benefiting from single-sided reporting relief. While some changes were
made to address this imbalance, it was not possible to completely remove it, as this
could only be done by giving up the requirement for at least one side of each
transaction to report the required information. This would have been counter to the
critical principle underlying the Government’s decision to proceed with single-sided
reporting relief, i.e. that Australian regulators would continue to have access to the
reported information from at least one party to the transaction.

The Office of Best Practice Regulation (OBPR) has approved a final stage Regulation
Impact Statement (RIS) for the central clearing mandate (OBPR reference ID number
17591). The approved RIS is at Attachment B.

OBPR has confirmed that the single-sided reporting relief measure does not require a
RIS (OBPR reference ID number 17859).
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ATTACHMENT A

Details of the Corporations Amendment (Central Clearing and Single-Sided
Reporting) Regulation 2015

Section 1 — Name

This section provides that the title of the Regulation is the Corporations Amendment
(Central Clearing and Single-Sided Reporting) Regulation 2015 (the Regulation).

Section 2 — Commencement

This section sets out the commencement dates for the various parts of the Regulation.

Schedule 1, Part 1 containing the amendments relating to central clearing commences
the day after the Regulation is registered.

Schedule 1, Parts 2 and 3 containing the amendments relating to single-sided
reporting and their application arrangements commences on 1 October 2015. This
aligns with the commencement of the phase 3B trade reporting regime in October
2015 under the trade reporting derivative transaction rules (DTRs).

Schedule 1, Part 4 contains provisions relating to notifiable instruments which can
only commence once the Acts and Instruments (Framework Reform) Act 2015
commences, as provided in this section. Please refer to the discussion below for a
detailed explanation of this provision.

Section 3 — Authority

This section provides that the Regulation is made under the Corporations Act.

Section 4 — Schedules

This section provides that each instrument that is specified in a Schedule to the
Regulation is amended or repealed as set out in the applicable items in the Schedule
concerned, and any other item in a Schedule to this instrument has effect according to
its terms.
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Amendments

Schedule 1 — Amendments

Part 1 — Amendments commencing day after registration

Item [1] — Regulation 7.5A.30 (heading)

Item 1 amends the heading of regulation 7.5A.30 to “Reporting requirements —
prescribed facilities”, in order to better reflect its contents which relate to prescribed
trade repositories.

Item [2] — After subregulation 7.5A.50(2)

Item 2 inserts a new subregulation 7.5A.50(2A) in regulation 7.5A.50. The new
subregulation provides that the DTRs can only impose requirements on financial
services licensees for classes of derivatives for which they are explicitly authorised to
provide financial services.

This amendment ensures that licensees whose Australian Financial Services Licence
(AFSL) only covers one or more specific types of derivatives (e.g. electricity
derivatives) do not have to comply with DTRs imposing requirements with respect to
other types of OTC derivatives, for example interest rate derivatives.

Paragraph (2A)(a) clarifies that a person who, for example, is both an Australian
authorised deposit-taking institution (ADI) and an AFSL holder does not fall within
the scope of this provision.

Item [2A] - Subparagraph 7.5A.50(3)(d)(i)

Item 2A makes a small amendment to existing subparagraph 7.5A.50(3)(d)(i) in order
to clarify that it only refers to entities that provide financial services in this
jurisdiction, and not anywhere else. This removes an ambiguity that would otherwise
have considerably expanded the scope of the provision. The amendment ensures that
this provision is drafted in the same manner as new subparagraph 7.5A.62(1)(b)(i1)
(definition of foreign clearing entity, see item 4 below).
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Item [3] — At the end of subregulation 7.5A.50

Item 3 inserts a new subregulation 7.5A.50(4) in regulation 7.5A.50. The new
subregulation provides that the exemptions provided in regulation 7.5A.50 do not
apply to clearing or clearing-related DTRs. The reason for this provision is that these
exemptions are incorporated in the regulations which set out which entities are
affected by the central clearing mandate.

Thus, for example, the definition of Australian clearing entity in regulation 7.5A.61
has the effect that among domestic Australian entities only authorised deposit-taking
institutions (ADIs) and financial services licensees can be affected by the mandate.
For foreign entities, the central clearing mandate similarly only applies to either ADIs
or AFSL holders, or to entities providing derivatives-related services to wholesale
clients in Australia.

Other entities, including all corporates that do not hold AFSLs, are not subject to the
central clearing mandate.

Item [4] - After Subdivision 2.1 of Division 2 of Part 7.5A

Item 4 inserts new subdivision 2.1A into Division 2 of Part 7.5A of the Corporations
Regulations 2001 (Corporations Regulations). New subdivision 2.1A follows existing
subdivision 2.1 and contains the amendments relating to central clearing.

Subdivision 2.1A4 — Derivative transaction rules imposing clearing requirements

Regulation 7.54.60 — Definitions for Subdivision 2.1A4

This regulation contains a number of definitions used in determining the scope of the
proposed central clearing mandate.

Important terms include representative capacity, which assists in clarifying how the

central clearing amendments apply with respect to transactions concluded or held on
an entity’s own account, as well as transactions concluded or held by an entity acting
as responsible entity of a registered scheme or as trustee of a trust.
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Subregulation (2) of the proposed regulation provides that the DTRs can set out the
detailed method of calculating the level of an entity’s total gross notional outstanding
OTC derivatives positions held on its own account and on behalf of a registered
scheme or a trust. The DTRs are also able to set out transitional measures addressing
situations when an entity’s total rises above or falls below the threshold set out in
proposed regulations 7.5A.61 and 7.5A.62.

Regulation 7.54.61 — Meaning of Australian clearing entity

This regulation defines the term Australian clearing entity as domestic ADIs or
AFSL holders with $100 billion or more total gross notional outstanding OTC
derivatives positions. The term also includes entities that have opted to be treated as
Australian clearing entities in accordance with ASIC’s central clearing DTRs.

Subregulation (2) allows ASIC’s DTRs to determine under what circumstances
entities acting as responsible entities for registered schemes and as trustees of a trust
are Australian clearing entities.

As mentioned above, this definition, in conjunction with the definition of foreign
clearing entity (see below), in effect replicates the scope of the end user exemption in
current regulation 7.5A.50 with respect to central clearing. In combination with the
level of the threshold it ensures that only major financial institutions are included in
the scope of the mandate.

Regulation 7.54.62 — Meaning of foreign clearing entity

The definition of foreign clearing entity includes foreign ADIs or AFSL holders with
$100 billion or more total gross notional outstanding OTC derivatives positions, as
well as overseas-regulated foreign entities that exceed the threshold of $100 billion,
provide derivatives-related services to wholesale clients in Australia and do not hold
an AFSL because they have a specific exemption in the Corporations Act (and related
legislation). It also includes entities that opt in to the regime in accordance with the
central clearing DTRs.

The central clearing DTRs are allowed under subregulation (2) to determine under
what circumstances this term applies to entities acting as responsible entities for
registered schemes and as trustees of a trust.
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Regulation 7.54.63 — Clearing requirements-prescribed facilities

This proposed regulation prescribes a number of central counterparties (CCPs) that
can be used to satisfy an entity’s central clearing obligations in addition to CCPs
licensed in Australia’, as provided for in subsection 901A(7) of the Corporations Act
2001 (Corporations Act).”

Agreement has been reached with five overseas CCPs on including them in the list of
prescribed CCPs (CME Clearing Europe Limited, Eurex Clearing AG, Japan
Securities Clearing Corporation, OTC Clearing Hong Kong Limited and NASDAQ
OMX Clearing AB). In addition, subregulations (3) to (6) of the proposed regulation
allow ASIC to determine further CCPs to be added to the list of prescribed CCPs,
subject to these CCPs meeting a number of conditions set out in the proposed
regulation. These conditions are that the CCP is authorised to provide central clearing
services in its home jurisdiction; that the home jurisdiction substantially complies
with key international standards applying to the regulation of CCPs; and that ASIC
and the Reserve Bank of Australia (RBA) have access to an adequate level of
information about the activity of Australian participants in the CCP. ASIC has to
publish any determinations it makes on its website.

Regulation 7.54.64 — Persons on whom clearing requirements cannot be imposed

This regulation states that the central clearing requirements can only apply to
Australian clearing entities and foreign clearing entities, as defined in regulations
7.5A.61 and 7.5A.62. A note to the proposed regulation clarifies that this provision in
effect carves out, among others, a wide range of international bodies such as central
banks, multilateral development banks, the Bank for International Settlements and
other similar organisations, as they are unlikely to meet the two definitions of entities
that are covered by the central clearing mandate.

Regulation 7.5A4.65 — Circumstances in which clearing requirements can be imposed

This regulation clarifies, in relation to Australian clearing entities and foreign clearing
entities, which OTC derivatives transactions are subject to the central clearing
mandate. It states that only transactions with other Australian clearing entities, other
foreign clearing entities and an additional category of international financial
institutions called foreign internationally active dealers must be centrally cleared.

! There are currently three licensed CCPs in Australia clearing OTC derivatives, including a subsidiary
of the ASX.

* There are a number of reasons why Australian dealers may wish or have to use overseas CCPs. For
example, some countries make it mandatory for their regulated entities to use a domestic CCP for
clearing transactions denominated in their currencies.

Explanatory Statement to F2015L01411



Importantly, this provision ensures that all other transactions do not have to be
centrally cleared. Thus, if a major Australian bank (which is likely to be an Australian
clearing entity) concludes an OTC derivatives transaction with a corporate client, or
with a small financial institution that does not have OTC derivatives positions that
meet the $100 billion threshold, that transaction does not have to be centrally cleared.

The reason for the inclusion of the additional category of foreign internationally
active dealers is to ensure that Australian entities can to the extent possible benefit
from substituted compliance arrangements under which they may be allowed to
centrally clear OTC derivatives transactions with overseas financial institutions in
accordance with Australian rules, rather than with the rules governing the clearing
activities of the overseas counterparty to the transaction.

Foreign internationally active dealers are defined in subregulation (4) as entities that
are not foreign clearing entities and are listed as swap dealers by the US Commodity
Futures Trading Commission (CFTC) or, in future, as security-based swap dealers
with the US Securities and Exchange Commission (SEC). This definition is not
intended to target US financial institutions; rather it aims to capture the population of
all large internationally active financial institutions, because most of these entities are
likely to have registered with the CFTC (and, in future, the SEC). These institutions
will by virtue of their status as registered swap dealers be subject to the CFTC’s
clearing mandate and, in many cases, may also be or become subject to further
clearing mandates such as the proposed EU central clearing regime.

If no Australian clearing mandate applied to transactions between Australian-
regulated entities and these foreign internationally active dealers then the transaction
would automatically have to be centrally cleared according to the US central clearing
rules (or, in future, other international central clearing regimes such as that proposed
in the EU). Making the Australian clearing mandate apply to these transactions leaves
open the possibility, where the necessary substituted compliance arrangements are in
place, of the transaction being cleared in accordance with Australian central clearing
rules. This may allow the Australian-regulated party to the transaction to avoid the
significant compliance costs associated with clearing under a foreign regime.

It is important to note that subregulations (2) and (3) of the regulation do not impose
the Australian central clearing obligation on the foreign party to the transaction, but
only on the Australian-regulated party. This prevents the inappropriate application of
Australian regulatory requirements to foreign entities that are not active and regulated
in Australia.’

? If such an entity was active and regulated in Australia it would likely be captured by the definition of
a foreign clearing entity.
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In addition, the use of the public CFTC list of swap dealers (and, in future, of the
public SEC list of security-based swap dealers) provides clarity and certainty to
Australian and foreign clearing entities as to whether a transaction with a foreign
international institution is subject to the Australian central clearing mandate or not.

Part 2 — Amendments commencing 1 October 2015

Item [5] - After Subdivision 2.1A of Division 2 of Part 7.5A

Item 5 inserts new subdivision 2.1B into Division 2 of Part 7.5A of the Corporations
Regulations. New subdivision 2.1B contains the amendments relating to single-sided
reporting.

Subdivision 2.1B — Phase 3 reporting entities - exemption from OTC derivative
reporting requirements

Regulation 7.5A.70 — Definitions for Subdivision 2.1B

Regulation 7.5A.70 contains a number of definitions of terms used in Subdivision
2.1A. In particular, it contains the key definition of a phase 3 reporting entity, stating
that this term has the same meaning as in the ASIC Instrument [14/0633] (the ASIC
Instrument). Other definitions, for example of OTC derivative and related terms,
reflect the ASIC Derivative Transaction Rules (Reporting) 2013 (the reporting DTRs).
The use of common definitions is intended to ensure consistency between these
amendments and the trade reporting requirements imposed by ASIC in the reporting
DTRs as amended by the ASIC Instrument.

The ASIC Instrument was made on 27 June 2014 and introduced the split between
phase 3A and phase 3B reporting entities, as well as amended starting dates for the
reporting requirements for these two classes of entities.

It is noted that some of the definitions refer to the meanings of those terms on the day
these amendments commenced, i.e. they do not change even if those provisions are
subsequently amended.

The definition of representative capacity assists in clarifying how the proposed
amendments apply to responsible entities of registered schemes and trustees of a trust
when they enter into or hold OTC derivatives transactions and positions on behalf of
the registered schemes or trusts, rather than for their own account. The definition is
not intended to apply to other parties acting as agents on behalf of responsible entities
or trustees.
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Regulation 7.5A.71 — Exemption-single-sided transaction reporting

Subregulation (2) of this proposed regulation provides an exemption from the trade
reporting requirements in the reporting DTRs for a phase 3 reporting entity
concluding an OTC derivatives transaction if proposed regulation 7.5.73 applies to it,
and if the counterparty is a reporting counterparty as defined in proposed regulation
7.5A.72.

Proposed regulation 7.5A.73 (see below) would provide further detail on when it is
taken to apply to a phase 3 reporting entity with total gross notional outstanding
positions of less than 5 billion Australian dollars, which is the threshold used to define
phase 3B entities in the ASIC Instrument.

Subregulation (3) would provide the same exemption with the same conditions with
respect to reporting of OTC derivatives positions.

Subregulations (4) and (5) would ensure that conditions set out in the ASIC
Instrument imposing certain reporting requirements did not apply to transactions or
positions that were exempt under this regulation. Subsection 907D(3) would
otherwise require compliance with those requirements.

Regulation 7.5A.72 — Reporting counterparties

This regulation sets out when an entity is a reporting counterparty as mentioned in
proposed regulation 7.5A.71. As explained above, this is one of the necessary
conditions for obtaining single-sided reporting relief as it ensures that the
counterparty to the phase 3B entity is reporting the transaction or position.

Subregulations (2) and (3) set out the relevant circumstances if the entity is a
reporting entity as defined in the reporting DTRs. This includes both domestic and
foreign entities.

Subregulation (2) addresses the situation where the counterparty is a reporting entity
under the reporting DTRs and is not able itself to enjoy single-sided reporting relief
(i.e. it was a phase 1, 2 or 3A entity). In that situation the phase 3B entity is able to
rely on a representation by the counterparty that it is such a reporting entity, provided
the phase 3B entity makes regular enquiries reasonably designed to determine that the
representation is true, and does not have any reason to suspect that it is not true.
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What is reasonable will be determined by the circumstances relating to the phase 3
entity, the level of its OTC derivatives activities and the counterparty. For example,
where the counterparty is a major financial institution that acts as a market-maker in
OTC derivatives the enquiries need not be very exhaustive. This will likely not be the
case if the counterparty is a smaller entity and is not a regular participant in the OTC
derivatives market. In such a case some form of reliable evidence demonstrating the
counterparty’s status as a reporting entity may have to be obtained.

Similarly, the frequency of the enquiries will depend on the circumstances. For a
phase 3 entity with few transactions or provisions and few or no changes to them,
such enquiries could be undertaken as infrequently as once or twice a year. On the
other hand, for a phase 3 entity with a larger number of outstanding transactions or
positions and with frequent changes to them, these enquiries will be expected to take
place more frequently.

Subregulation (3) allows a counterparty that is a reporting entity to be a reporting
counterparty by making a representation that it will report the transaction. This
includes all reporting entities, including phase 3 entities that could benefit from the
single-sided reporting exemption. For other reporting entities, this subregulation
provides an alternative method that could be used where it proves difficult to confirm
the counterparty’s status as a reporting entity. The non-reporting phase 3 entity will
have to make regular enquiries reasonably designed to determine whether the
counterparty is discharging its obligation under the representation. It will also be
required to not have a reason for suspecting that the counterparty is not complying
with the representation.

What is reasonable will again be determined by the circumstances relating to the non-
reporting phase 3 entity and its activities in OTC derivatives. With respect to the
frequency of the enquiries, for a phase 3 entity with few transactions or positions and
few or no changes to them, these regular enquiries could be undertaken as
infrequently as once or twice a year. On the other hand, for a phase 3 entity with a
larger number of outstanding transactions or positions and with frequent changes to
them, these enquiries will be expected to take place more frequently. The nature of the
enquiries will likely consist of obtaining details of reported trades or positions and
comparing them with the phase 3 entity’s own records to verify that all the required
information is being reported.

Subregulations (4) and (5) set out the circumstances in which foreign entities that are
not reporting entities under the reporting DTRs are regarded as reporting
counterparties.
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Subregulations (4) and (5) provide that the exemption is also available to a phase 3
entity to which proposed regulation 7.5.73 applies and where the counterparty is a
foreign entity that is not a reporting entity under the reporting DTRs. The foreign
entity has to report the transaction or position, either under substantially equivalent
foreign reporting requirements using the substituted compliance provisions in the
reporting DTRs, or under the reporting DTRs using the ASIC data fields.

In both of these circumstances the phase 3 entity is obliged to obtain representations
from the foreign entity that it will report the transaction to a prescribed or, in the latter
circumstances, a licensed trade repository and that it will designate or ‘tag’ the
information so that the trade repository knows that it can be provided to ASIC.

The non-reporting phase 3 entity again has to make regular enquiries reasonably
designed to determine whether the foreign entity is discharging its obligations under
the representations. The discussion above in relation to what is reasonable under the
circumstances also applies to this requirement. Similarly, the non-reporting phase 3
entity is required to not have a reason for suspecting that the foreign entity is not
complying with its representations.

Subregulation (6) allows entities to choose which method they want to use to become
a reporting counterparty, provided they satisfy the prescribed conditions. As an
example, an entity that could use subregulation (2) is also able to use subregulation
(3) instead if it prefers to do so.

Regulation 7.54.73 — Application of exemptions

This regulation sets out when, for purposes of the exemptions provided in proposed
regulation 7.5A.71, regulation 7.5A.73 applies to a phase 3 reporting entity. It is
important to note that, for purposes of obtaining the benefit of the single-sided
reporting exemption, it is primarily the rules set out in this Regulation that must be
satisfied, rather than the reporting DTRs.

Key definitions provided in subregulation (3) include qualifying quarter day and
disqualifying quarter day, which respectively denote quarter days on which a phase 3
reporting entity holds total gross notional outstanding positions below and above the
threshold of $5 billion (which is the threshold used to distinguish phase 3A and phase
3B entities in the ASIC Instrument). Quarter day is defined as in the Corporations
Act, being one of 31 March, 30 June, 30 September and 31 December.

In addition, the defined term relevant capacity as employed in the definitions of
qualifying and disqualifying quarter day is intended to ensure that these amendments
apply either to OTC derivatives transactions concluded or held on an entity’s own
account, as well as to transactions concluded or held by an entity on behalf of a
registered scheme or trust.
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In general, the proposed approach requires that an entity remains below the $5 billion
threshold for two consecutive quarters in order to gain the benefit of the exemption,
but also has to remain above the threshold for two consecutive quarters in order to
lose the exemption. This approach is intended to prevent changes in status from
occurring because of a short-term increase or decrease in the level of an entity’s OTC
derivatives activities. One further general rule is that, following two consecutive
qualifying or disqualifying quarter days, the benefit of the exemption is gained or lost
at the end of the following quarter.

Subregulation (1) clarifies when regulation 7.5A.73 applies to a new phase 3
reporting entity, which is defined in subregulation (3) as an entity that becomes a
phase 3 reporting entity on or after 1 October 2015. The rule is that the regulation
starts applying on the day the entity becomes a phase 3 reporting entity and ends on
the quarter day following two successive disqualifying quarter days. In other words, a
newly established phase 3 reporting entity will benefit from the single-sided reporting
exemption until it exceeds the $5 billion threshold for two successive quarters. Once
that occurs, the exemption stops applying to the entity after one further quarter has
passed. The example provided illustrates how this rule operates in practice.

Subregulation (2) provides a corresponding rule for continuing phase 3 reporting
entities, which are defined in subregulation (3) as entities that already are phase 3
reporting entities on 1 October 2015. The definition clarifies that the term also
includes new phase 3 reporting entities once they have lost the benefit of the single-
sided reporting exemption. The rule is that such entities will start benefiting from the
exemption on the quarter day following two successive qualifying quarter days, and
will lose the benefit of the exemption on the quarter day following two successive
disqualifying quarter days.

In other words, if an entity is a phase 3B reporting entity at the start of the regime in
October 2015, it will only lose the benefit of the exemption if it remains above the $5
billion threshold for two successive quarters. In that situation, the exemption will stop
applying to the entity after a further quarter has passed. Going forward the entity can
regain the benefit of the exemption if it remains below the $5 billion threshold for two
successive quarters. In such circumstances the exemption will start applying again to
the entity after a further quarter has passed. An example is provided illustrating how
this rule operates in practice.

A crucial question for continuing phase 3 reporting entities is under what
circumstances they will benefit from the exemption at the outset of the regime in
October 2015. The note to the definition of continuing phase 3 reporting entity
draws the reader’s attention to the application provisions in Part 3 which clarify this
question. Please refer to the relevant paragraphs below for a detailed discussion of
these provisions.
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Regulation 7.5A.74 — Reporting requirement-exemption stops applying

This regulation sets out when a phase 3 reporting entity to which proposed regulation
7.5A.73 formerly applied (and which consequently benefited from the exemptions in
proposed regulation 7.5A.71) has to report its OTC derivatives positions.
Subregulation (2) of the regulation provides a period of 6 months within which the
entity has to report the prescribed information relating to its OTC derivatives
positions held at the time proposed regulation 7.5A.73 stopped applying to the entity.
Under subregulation (3) failure to do so will result in the exemptions being taken
never to have applied.

Part 3 — Application

Item [6] - After Part 10.20

This item inserts a new Part 10.21 following existing Part 10.20 in the Corporations
Regulations. This new part sets out the application and transitional provisions relating
to the proposed Regulation.

Part 10.21 Application provisions relating to the Corporations Amendment
(Central Clearing and Single-Sided Reporting) Regulation 2015

Regulation 10.21.01 — First application of 7.54.73-existing phase 3 reporting entities

Subregulation (4) of this regulation clarifies that the terms used in this regulation have
the same meanings as in proposed regulation 7.5A.73. This includes the meaning of
terms as defined in proposed regulation 7.5A.70.

Subregulation (1) sets out the main rule applying to phase 3 reporting entities that are
in existence as of 30 September 2015. The rule is that these entities will benefit from
the single-sided reporting exemption starting on 1 October 2015 and ending on the
quarter day following two successive disqualifying quarter days. Importantly, all
disqualifying quarter days from (and including) 30 June 2015 onwards are taken into
account when applying this rule.

This means that such entities will benefit from the exemption until they remain above
the $5 billion threshold for two successive quarters. Once that is the case, they will
lose the benefit of the exemption after another quarter has passed. In applying this
rule, the 30 June and 30 September quarter days have to be taken into account.
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As an example, such an entity will continue to benefit from the exemption if on 30
June it is above the threshold, but is below the threshold on 30 September. In that case
it would need to remain above the threshold for two consecutive quarters before
losing the benefit of the exemption, which would occur after the passing of a further
quarter.

If, on the other hand, such an entity is below the threshold on 30 June, but above it on
30 September, it will also continue to benefit from the exemption. Should it remain
above the threshold on the next quarter day, being 31 December, it would lose the
benefit of the exemption at the end of the following quarter. If on 31 December it is
below the threshold, it would have to remain above the threshold for two successive
future quarter days before losing the benefit of the exemption.

Subregulations (2) and (3) would address the special case of a phase 3 reporting entity
that was in existence on 31 March 2015 and remained above the threshold on that day
and on 30 June 2015. This entity will lose the benefit of the exemption from the end
of the following quarter, i.e. from 30 September 2015. In order to regain the
exemption it would have to remain below the threshold for two successive quarter
days (which could include the 30 September quarter day), in which case the
exemption will apply again after a further quarter has passed.

All other circumstances that could arise in relation to these entities are adequately
covered by the rule set out in subregulation (1).

Part 4 - Amendments relating to notifiable instruments

Corporations Regulations 2001

Item [7] - Subregulation 7.5A.63(4)

Subsection 7.5A.63(4) allows ASIC to determine in writing whether a facility satisfies
the criteria set out in that subregulation. If so ASIC may determine that the facility is
a prescribed CCP which may be used to satisfy an entity’s central clearing
obligations.

This item provides a contingent amendment to this subregulation allowing ASIC to
make the determination in the form of a notifiable instrument, subject to the Acts and
Instruments (Framework Reform) Act 2015 coming into effect (as provided for in the
commencement provisions for this part in Section 2). Under the provisions of that Act
this will occur at some time before 5 March 2016. The Acts and Instruments
(Framework Reform) Act 2015 will allow determinations such as these to be made in
the form of notifiable instruments, which will be non-legislative instruments listed on
the Federal Register of Legislative Instruments.
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ASIC determinations of prescribed CCPs are not legislative instruments because they
do not determine or alter the law. They are the outcomes of assessments by ASIC
whether the criteria set out in the proposed regulation apply to specific CCPs.

Item [8] - Subregulation 7.5A.63(5)

This subregulation requires ASIC to publish any determinations of prescribed CCPs it
makes on its website. This item removes this requirement as it will no longer be
necessary once the amendment in Item [7] comes into effect, since all notifiable
instruments will be publicly available on the Federal Register of Legislative
Instruments.
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ATTACHMENT B

Regulation Impact Statement — Implementation of Reforms to
Australia’s Over-the-counter Derivatives Markets — Central
Clearing Mandate for G4 and AUD Interest Rate Derivatives

1. Problem Definition

This final stage Regulation Impact Statement (RIS) follows an early assessment RIS
supporting the Government’s in-principle decision to make a Ministerial
determination and accompanying regulations allowing the Australian Securities and
Investment Commission (ASIC) to issue derivative transaction rules (DTRs)
mandating central clearing of prescribed classes of over-the-counter (OTC)
derivatives. This decision was announced by the Acting Assistant Treasurer in
December 2014.*

In May 2015 the Government released for public consultation a draft Ministerial
determination and regulations imposing a central clearing mandate for prescribed
classes of OTC derivatives. ASIC simultaneously released its draft central clearing
DTRs for public consultation. The Government intends to finalise and make the
determination and regulations taking into account the outcomes of the public
consultation.

Central clearing is one of the reforms being implemented globally in OTC derivatives
markets. Clearing mandates in overseas jurisdictions are impacting on Australian
banks and businesses active in global financial markets. The implementation of a
clearing mandate in Australia is intended, as explained in detail below, to mitigate the
negative effects of this impact. This RIS accordingly does not focus on issues
associated with Australia’s OTC derivatives central clearing framework, but is
primarily concerned with mitigating the impact of foreign OTC derivatives
regulations on Australian banks and businesses.

This RIS only relates to the making of the Ministerial determination and related
regulations. ASIC’s central clearing DTRs are subject to a separate regulatory impact
assessment.

Background - global OTC derivatives reforms

The OTC derivatives market is one of the largest global financial markets, with total
volume of over US$ 700 trillion’. OTC derivatives are used by a wide range of
market participants to hedge numerous types of financial and other risks, as well as
for speculative purposes.

The global financial crisis (GFC) of 2008 highlighted structural deficiencies in the
OTC derivatives market, in particular with respect to transparency and default risk
management.

* http://mhc.ministers.treasury.gov.au/media-release/058-2014/
> Bank for International Settlements, as of end 2013. This figure is however acknowledged to
exaggerate the size of the market because it double-counts a large number of cleared transactions.
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G20 leaders at the 2009 Pittsburgh Summit in response agreed to a number of reforms
designed to address these deficiencies.

*  Transparency was to be improved by requiring OTC derivatives contracts to be
reported to specialised data warehouses known as trade repositories, which
would make this information available to regulators. Also, standardised OTC
derivatives should be traded on public exchanges or electronic trading platforms,
with public access to prices and transaction information as appropriate; and

*  Default risk management was to be improved by requiring standardised OTC
derivatives to be centrally cleared through central counterparties (CCPs) which
would assume the responsibility of managing and containing the consequences of
a default by a market participant.

G20 jurisdictions have started implementing these agreed reforms. Australia in late
2012 established a general framework in its legislation for the regulation of its OTC
derivatives markets. In 2013 specific requirements in relation to reporting of OTC
derivatives contracts to trade repositories were introduced. Mandating central
clearing is the next step in the implementation of the global OTC derivatives reforms
in Australia.

Background — central clearing

Central clearing seeks to streamline and simplify the management of default risk in
markets, including in OTC derivatives markets. It does this by interposing a CCP into
every transaction concluded on a market through the legal process of novation,
resulting in two transactions in which the CCP has become the counterparty to each of
the two original parties.

This has the effect of making CCPs the focal points of all transactions in centrally
cleared markets, with the following main benefits:

*  Concentration of default risk management in the hands of the CCP, in order to
contain the contagion effect of the default or potential default of a market
participant;

*  Minimisation of total bilateral exposures through netting of offsetting positions,
creating significant efficiencies in risk management processes such as margining
and capital provisioning; and

*  Ability of regulators to focus supervisory efforts on CCPs, rather than having to
deal with widely dispersed default risks.

Many important financial markets use central clearing to obtain these benefits. For
example, all share trading on the ASX is centrally cleared.

Context — financial system stability

Ensuring adequate default risk management in OTC derivatives markets is a major
challenge in maintaining financial system stability in crisis situations. Central
clearing is one of the key measures intended to address this issue, by concentrating
default risk management in the hands of CCPs. CCPs employ a variety of means to
manage default risk, including through careful selection of members, initial margin
and collateral requirements, and the establishment of default funds that can be drawn
upon to mitigate the consequences of a member default.
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Central clearing is a key tool for safeguarding financial system stability. Because
they are focal points of risk in the financial system, CCPs are subject to extensive
regulatory requirements. In Australia, the Reserve Bank of Australia (the RBA) is the
main supervisory agency for CCPs.

Nevertheless, the uptake of central clearing as such is not the key problem addressed
in this RIS. This is because, as will be explained in detail below, a range of
regulatory and commercial factors have already led to the widespread uptake by
dealers of central clearing in Australian OTC derivatives markets.

Background — the Australian OTC derivatives market

Information compiled by ASIC, the RBA and the Australian Prudential Regulation
Authority ((APRA) — collectively the Regulators) in a series of reports on the
Australian OTC derivatives markets indicates a number of key factors about these
markets, including the following:

»  the market is dominated by two product classes, single-currency IRD and foreign
exchange derivatives;

*  AUD-denominated IRD (AUD-IRD) are the biggest product category among
single-currency IRD; and

»  the market is dominated by dealers, which consist of the major domestic and
foreign banks. Smaller banks and corporate entities do not play a systemically
significant role.

The two latest reports by the Regulators were issued in July 2013° (the 2013 Report)
and April 20147 (the 2014 Report), in both of which recommendations were made
with respect to central clearing. The Reports were compiled following surveys of
market participants’ OTC derivatives market activities and practices, covering
institutions such as large domestic and international banking groups, smaller
authorised deposit-taking institutions, fund managers, government borrowing
authorities and corporate treasuries.

Central clearing in Australian OTC derivatives markets

As set out above, G20 jurisdictions have committed to mandatory central clearing as
an important method to address inadequate default risk management in OTC
derivatives markets. The first jurisdiction to mandate central clearing was the US,
where central clearing of IRD denominated in G4 currencies (G4-IRD) and certain
classes of credit derivatives has been mandatory since March 2013. Since then a
small number of further jurisdictions, for example Japan, have introduced clearing
mandates. In the near future central clearing mandates will come into force in more
G20 jurisdictions, including in globally important markets such as the European
Union (EU).

Central clearing obligations in foreign jurisdictions may impact on Australian
businesses that want to enter into OTC derivatives transactions in those jurisdictions
or with counterparties that are subject to those obligations, even if they are not subject

SReport on the Australian OTC Derivatives Market, July 2013, available at
http://www.cfr.gov.au/publications/cfr-publications/2013/report-on-the-australian-otc-derivatives-
market-july/index.html.

" Report on the Australian OTC Derivatives Market, April 2014, available on the same website of the
Council of Financial Regulators (CFR).
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to a central clearing mandate in Australia. An Australian bank concluding an OTC
derivative transaction with a US bank will have to centrally clear the transaction if the
US bank is subject to a clearing mandate in the US. It will have to do so under US
rules which will require, for example, that the CCP must be licensed by the US
regulator, the Commodity Futures Trading Commission (CFTC). This may be the
case even if the transaction is concluded in Australia with the local branch of the US
bank, because bank branches are generally subject to the regulatory framework
applying to their parent entities’.

Australian banks are particularly exposed to this type of extraterritorial regulation,
because they raise large amounts of wholesale funding in overseas financial markets
and use OTC derivatives transactions in those markets to hedge various types of risks.
In such circumstances, the banks may have little choice other than to comply with
local regulations if they wish or need to continue doing business in that jurisdiction or
with entities subject to its regulatory regime.

The impact of foreign clearing requirements, especially coming out of the US, is one
of the main forces driving the uptake of central clearing in Australia. However, there
are also other factors that are reinforcing this trend. For example, new international
prudential standards known as the Basel III rules have provided further incentives for
central clearing due to reduced capital charges imposed on centrally cleared
transactions.9 Commercial factors, such as better liquidity in cleared markets, and
more efficient management of margin and collateral requirements by CCPs, have also
played an important role.

The 2013 Report accordingly concluded that a substantial proportion of new
transactions in G4-IRD between dealers was already being cleared (p.33). The 2014
Report found that the trend towards central clearing had accelerated further, and that
even in AUD-IRD dealers were centrally clearing almost all new transactions (p.34).
It therefore appears safe to conclude that, as far as AUD and G4-IRD transactions
between dealers is concerned, almost all new transactions that can be cleared are now
being centrally cleared.

Problem definition — mitigation of impact of foreign regulation through substituted
compliance

The extraterritorial impact of local regulations on businesses from other jurisdictions
has become a key problem in the implementation of the OTC derivatives reforms.
Complying with the regulatory framework of another jurisdiction imposes significant
legal and compliance costs. For businesses with wide-ranging international activities
such as the major Australian banks there may be a need to comply with more than one
country’s regulatory framework simultaneously — for example, this may be the case
for Australian banks operating in the US and the EU. Costs may be multiplied if
these regulatory frameworks are inconsistent, imposing duplicative or even
conflicting requirements.

¥ An unguaranteed Australian subsidiary of a US bank would not, but global banks have in the past
generally structured their overseas operations as branches and not subsidiaries wherever possible.

? See discussion in Council of Financial Regulators, OTC Derivatives Market Reform Considerations,
March 2012, p.18 for a discussion of the effect of prudential standards. Available at :
http://www.rba.gov.au/payments-system/clearing-settlement/otc-derivatives/201203 -otc-der-mkt-ref-
con/pdf/201203-otc-der-mkt-ref-con.pdf
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Globally regulators are addressing this problem through an approach known as
substituted compliance, under which regulators grant relief from their own regulatory
requirements if a foreign entity is subject to equivalent requirements in their home
jurisdiction.”” An Australian bank concluding an OTC derivative transaction in the
US would under this approach be exempt from complying with the relevant US
regulations if the CFTC had made a formal determination granting substituted
compliance to Australian-regulated entities, following an equivalence assessment by
the CFTC of the Australian regulatory framework.

The impact of foreign OTC derivatives regulations on Australian banks and
businesses is the key problem addressed in this RIS. Market assessments by
Australian regulators show that the Australian OTC derivatives market is dominated
by the big banks, including the major Australian banks as well as the local operations
of global financial institutions. According to the 2013 Report, the majority of G4-
IRD transactions are concluded between Australian banks and global financial
institutions (2013 Report, p.30). A similar conclusion holds for AUD-IRD (2014
Report, p.24). These global banks are or will soon become subject to clearing
mandates imposed by their home regulators, especially in the US and the EU. In turn,
Australian banks entering transactions with these global banks will be captured by US
and EU regulations, and will have to bear the associated compliance costs, unless
relief can be obtained through substituted compliance determinations in these
jurisdictions.

Failure to assist Australian banks and businesses in obtaining substituted compliance
relief in important jurisdictions would impose significant costs on these entities in
doing business in global financial markets. The main costs in this respect include
direct compliance costs arising from specific foreign regulatory requirements as well
as indirect costs attributable to problems in the implementation of the global OTC
derivatives reforms. An example of the former would be the CFTC requirement to
establish a comprehensive risk management program and a compliance monitoring
system, which would impose significant legal, IT and personnel costs’’. An example
of the latter would be the obligation to use different CCPs in different regional
markets due to a lack of coordination and agreement among important global
regulators’”. This would impose additional membership fees and related costs on
Australian banks and businesses, but also lead to significant indirect costs such as
reduced netting efficiencies in margin and collateral management.

Increased costs and reduced efficiencies in accessing global financial markets,
especially for the major Australian banks, would have significant implications for the
Australian economy and consumers, given the importance of global financial markets
as funding sources for the banks. The impact would occur through increased costs
passed on to business and individual customers of the banks, but also through
increased risks borne by the banks due to difficulties in implementing appropriate
hedging strategies.

' The equivalence or not of regulatory requirements in foreign jurisdictions is determined by the local
regulator through a formal assessment. Where equivalent obligations are identified relief from local
requirements is then granted to foreign entities subject to those requirements in the overseas
jurisdiction.

' An assessment of the cost impact of this item is provided in Section 4 below.

"2 This is an outcome that may arise out of a current dispute between European and US regulators with
respect to the mutual recognition of CCPs.
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In practical terms, addressing this problem means minimising the impact of US and
EU regulation on the major Australian banks by maximising the scope of substituted
compliance determinations granted by the CFTC and the EU authorities”” to
Australian banks and businesses. Protecting the access of the major Australian banks
to global financial markets is a priority for the Australian Government, given their
importance as sources of funding to the banks and the potential impact (as explained
above) of any funding and hedging problems on the wider Australian economy.
Finding a solution to this problem is therefore a key consideration in deciding how to
implement the global OTC derivatives reforms in Australia.

Australia’s CCP framework

There are currently three CCPs clearing OTC derivatives licensed in Australia: ASX
Clear (Futures) Pty Ltd (ASX Clear), owned and operated by the ASX; LCH.Clearnet
Limited (LCH), based in the UK; and Chicago Mercantile Exchange Inc. (CME),
based in the US. ASX Clear started operating in July 2013. Previously all OTC
derivatives in Australia were cleared offshore. For interest rate derivatives
denominated in Australian dollars LCH has in the past been the largest CCP. LCH
and CME offer clearing for a wide range of OTC derivatives, whereas ASX Clear is
focusing on Australian dollar interest rate derivatives at this stage.

Becoming a participant in a CCP is expensive, due to costs such as membership fees,
default fund contributions, clearing fees and margin payments. Businesses therefore
minimise the number of CCPs they deal with. Choice of CCP may be determined by a
number of factors, including:

*  Cost — this includes direct costs such as fees and default fund contributions, but
also indirect costs. Netting efficiencies, which are largely driven by the scale and
scope of a CCP’s operations, are critical in this context, because they can
significantly reduce capital costs and margin payments;

*  Product range — it may be more attractive for a business to join a CCP which can
cover all of its product needs; and

e Other factors — for example, a domestic CCP may offer operating times
consistent with local business practice, whereas an overseas CCP may face some
difficulties in this regard.

No single factor is decisive in all situations. The final choice will depend on the
circumstances of each possible CCP and how they match the specific needs of the
business.

Because OTC derivatives transactions are frequently concluded across borders, it is
critical for CCPs to be formally recognised in foreign jurisdictions. CCPs are critical
elements of each jurisdiction’s financial infrastructure, and all jurisdictions only allow
clearing to occur through authorised CCPs. Recognition and authorisation of foreign
CCPs occurs through the formal equivalence assessment process described above. For
an Australian CCP such as ASX Clear it is critical to obtain overseas authorisation
based on the Australian regulatory framework being accepted as equivalent by foreign
jurisdictions. ASX Clear has been authorised in the US and the EU, allowing it in

" The main regulator in the EU is the European Securities and Markets Authority (ESMA). Substituted
compliance determinations are formally made by the European Commission, after technical advice is
provided by ESMA.
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principle to clear transactions involving businesses subject to clearing mandates in
those jurisdictions.

2. Why Is Government Action Required?

Current legislative framework

As noted above, the Australian legislative framework for OTC derivatives was passed
in December 2012.

Under this legislation, the relevant Minister has the power to prescribe certain classes
of derivatives as being subject to an ASIC rule making power in relation to mandatory
clearing by a central counterparty, mandatory reporting to a trade repository, or
mandatory execution on a trading platform. The legislation also provides a power to
set boundaries for ASIC’s DTRs by regulation with regard (among others) to the
types of derivatives and the classes of persons they may cover.

To give effect to a particular mandate, a Ministerial determination is required giving
ASIC powers to develop DTRs clarifying matters such as who is subject to the rules,
which specific products are covered and when the mandate comes into force.

Why is Government action required?

The market assessment reports undertaken by the Regulators have shown, as
mentioned, that the OTC derivatives markets in Australia are largely dominated by
the banks, especially the major Australian banks as well as a small number of global
financial institutions active in Australia. Ensuring that these entities centrally clear
their OTC derivatives transactions would therefore substantially achieve the financial
system stability benefits inherent in central clearing (2013 Report, p.23). For this
reason, the 2013 and 2014 Reports recommend that central clearing mandates for
AUD and G4-IRD should be restricted to these major financial institutions (called
‘dealers’ in the reports)."*

However, the 2013 and 2014 Reports also conclude that the majority of new AUD
and G4-IRD transactions entered into by dealers are already being centrally cleared."
The main reasons for this development are:

* Many of the foreign financial institutions active in the Australian OTC
derivatives market are already subject to an overseas obligation to centrally clear
(2013 Report p.30). This would notably apply to the Australian branches of US
banks; and

*  Prudential standards under the Basel III reforms are imposing higher capital
charges on non-centrally cleared OTC derivatives transactions, thereby providing
a strong incentive to centrally clear (2013 Report p.10).

*  As more and more transactions are centrally cleared, market forces such as the
search for better liquidity and netting efficiencies are reinforcing the uptake of
central clearing.

42013 Report p.33, and 2014 Report p.36.
132013 Report p.30, and 2014 Report p. 34.
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This means that international developments, other regulatory requirements and market
forces are already driving market participants towards central clearing. A central
clearing mandate imposed by the Government is not required to achieve this outcome
and the associated financial stability benefits.

The main reason why Government intervention is being proposed is to minimise the
impact of extraterritorial regulation on Australian businesses through substituted
compliance determinations by overseas regulators.

Equivalence assessments by overseas regulators of the Australian regulatory
framework for OTC derivatives will only consider legally binding requirements. The
fact that most OTC derivatives transactions in the Australian market are already being
centrally cleared will not be considered as a material factor in an equivalence
assessment of Australia’s regulatory framework for OTC derivatives.

A clear demonstration of this can be seen in the advice provided by the EU regulator,
the European Securities and Markets Authority (ESMA), to the European
Commission with respect to its assessment of the Australian regulatory framework. '
With respect to central clearing, ESMA found that while the Australian legal
framework made provision for the imposition of a clearing mandate, actual
equivalence with the European framework would only be achieved once a Ministerial
determination was made mandating central clearing. Equivalence would also be
limited to the specific types of OTC derivatives covered by the determination, and to
transactions involving counterparties covered by the clearing obligation as specified
in regulations and/or DTRs made by ASIC.

This example shows clearly that substituted compliance will only be granted by
overseas regulators on the basis of legally binding obligations. Government action
through a Ministerial determination, regulations and ASIC DTRs is consequently
essential to achieve the desired outcome.

3. Options

The focus of governments and regulators in implementing the global central clearing
reforms for OTC derivatives is at this stage limited to central clearing for OTC IRD.
One reason is that IRD constitute the largest class of OTC derivatives, both globally
and in Australia. The central clearing mandate in the US is limited to certain types of
IRD denominated in a range of global currencies. Recommendations by the
Regulators in the 2013 and 2014 Reports in Australia have focused on central clearing
requirements with respect to G4 and AUD-IRD.

As noted above, foreign exchange derivatives are a second important OTC derivatives
product class in Australia and globally. However, there are structural problems that
have to date prevented CCPs from offering central clearing for foreign exchange OTC
derivatives. The lack of practical clearing opportunities will have to be overcome
before central clearing requirements can be applied to this product class.

The options set out below are therefore limited to central clearing requirements for
OTC IRD denominated in G4 currencies and Australian dollars.

'® As noted above ESMA provides relevant technical advice to the European Commission following a
detailed equivalence assessment. The formal granting of substituted compliance relief is done by the
Commission through implementing acts.
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Option 1: Status quo option

Under this option the Government would not use its legislative powers to impose a central
clearing requirement for OTC IRD in Australia. This does not mean that there would not be
any central clearing of OTC IRD transactions. Because of the combined impact of market
forces, other regulatory requirements such as prudential standards, and through the
extraterritorial reach of foreign central clearing requirements, central clearing of OTC IRD
would continue to expand in Australia. This would however occur without the backing of a
formal Government mandate.

Option 2: Light touch option

Under this option the Minister would make a determination providing ASIC with rule
making power to prescribe G4 and AUD-IRD to be centrally cleared by a limited
number of internationally active financial institutions. It is envisaged that this would
mainly be achieved through an activity threshold calculated on the basis of the total
notional volume of OTC derivatives entered into by an entity.

It is envisaged that the threshold would be set at $100 billion, calculated on the basis
of an entity’s total gross notional outstanding positions across all OTC derivatives.'’
Currently available information suggests that at this level approximately 20 entities
would be subject to ASIC’s rules. They would include the 5 largest Australian banks
and a number of major foreign financial institutions, especially the global investment
banks.

The available information also suggests that the entities captured under this threshold
would account in aggregate for the majority of transactions and would include the
systemically significant entities active in the market.

The Ministerial determination would be accompanied by regulations setting high-
level parameters for ASIC’s central clearing DTRs and addressing a small number of
other issues related to central clearing as well as the wider OTC derivatives markets
reforms. The regulations would mainly address the following matters:

*  The key elements of the activity threshold defining the entities that are subject to
the clearing mandate: This would include for example the level of the threshold
(anticipated to be $100 billion) and how offshore dealers are to be treated for
purposes of the mandate;

*  An exemption for public entities such as central banks from the central clearing
requirement: Such a provision is standard internationally and is necessary to
obtain reciprocal treatment for our public institutions; and

* A provision allowing the use of prescribed in addition to domestically licensed
CCPs, subject to a number of conditions. This ensures that market participants
can continue to access a small number of widely used global and regional CCPs
that do not wish to apply for a licence in Australia, to avoid restricting the scope
of clearing opportunities currently available.

In addition, it is proposed to make a minor amendment to the regulations clarifying
that for AFSL holders that only have authorisation for specific types of derivatives

"1t is likely that this calculation would have to be done at the end of each quarter, and an entity would
be deemed to have exceeded the threshold if it remained above it for two consecutive quarters. The
details of the proposed calculation method are set out in ASIC’s central clearing DTRs.
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rather than having a general derivatives authorisation, the DTRs can only impose
requirements with respect to those types of derivatives covered by their licence
authorisation.

Option 3: Wider scope option

Under this option the Minister would make a determination providing ASIC with rule
making powers to mandate central clearing of G4 and AUD-IRD for a wider class of
financial entities. This would mainly be achieved by lowering the threshold to a level
that would capture a number of smaller Australian and overseas banks, as well as a
number of large fund managers.

It is anticipated that under this option the threshold would be lowered to about $10
billion. According to currently available information this would mean that about 40
entities would become subject to the clearing mandate. This group of entities is
estimated to account for almost all of the activity in this segment of the market.

The same regulations as outlined under Option 2 would be made under this option.

4. Net Benefit Analysis

Option 1: Status quo

Under this option the Government would not impose any direct regulatory costs on
stakeholders.

However, the absence of an Australian central clearing mandate would not relieve
Australian participants in OTC IRD markets from the need to centrally clear. As
mentioned above, forces such as prudential requirements and overseas regulations
would still ensure that most OTC IRD transactions in Australia would be centrally
cleared. For example, the majority of G4-IRD transactions entered into by Australian
banks have an international bank as the counterparty, many of which are subject to the
US clearing requirement.18. Australian banks would therefore still have to incur the
costs to put in place and maintain the necessary arrangements for central clearing if
they wished to participate in OTC IRD markets.

Failure by Australia to put in place a central clearing mandate would mean that
Australian participants in OTC IRD markets would not be able to benefit from
substituted compliance rulings and would have to clear in accordance with overseas
regulatory frameworks. Relief provided in the past would be likely not to be extended
or revoked if Australia reneged on its commitment to implement a central clearing
mandate.

Australian market participants already benefit from relief granted by the CFTC from a
number of its so-called ‘entity-level” requirements.19 This relief is time limited and
subject to renewal. Failure on the part of Australia to implement central clearing as
one of the key agreed reforms to OTC derivatives markets is likely to put the renewal
of existing relief at risk. It will also make it very unlikely that the US will agree to
extend other kinds of substituted compliance relief to Australian entities.

The European Commission is currently conducting an equivalence assessment of the
Australian regulatory framework for OTC derivatives, with a view to determining

'8 See the 2013 Report, p.30.
1 See CFTC press release of 20 December 2013, available at:
http://www.cftc.gov/PressRoom/PressReleases/pr6803-13
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what substituted compliance relief it will provide. Failure to put in place a central
clearing mandate would significantly reduce the scope of the relief that would be
provided by the Commission.

Similar outcomes would result as mandatory central clearing is adopted by further
jurisdictions. Australian participants in global OTC derivatives markets would as a
consequence face an increasing compliance burden in continuing their activities in
these markets.

This option would in sum not address the key problem of providing relief to
Australian OTC derivatives market participants from the impact of overseas
regulation, resulting in increased costs for Australian banks and other institutions
accessing global capital markets. This would include the direct costs of complying
with foreign regulations, but also indirect costs such as those caused by having to
withdraw from certain markets and as a result not being able to hedge certain products
or currencies. Markets most likely to be impacted in this manner are in the US and
EU, and products that are likely to be affected include in particular interest rate
derivatives denominated in Australian dollars and global currencies such as the US
dollar and the euro. These markets and derivatives play a critical role in the funding
activities of the Australian banks, and any increased costs incurred would ultimately
be borne by Australian businesses, consumers and investors.

While it does not address the main problem, this option also would not provide any
compensating benefits to Australian participants in OTC derivatives markets since it
would not reduce the pressure driving the uptake of central clearing in Australia and
globally. Australian banks and businesses would therefore have to maintain the
necessary arrangements for central clearing in order to continue participating in OTC
derivatives markets.

Option 2: Light touch regulation

The light touch option would, as noted above, bring about 20 Australian financial
institutions (including the local operations of major overseas banks) within the scope
of ASIC’s central clearing DTRs. As these institutions have established the
infrastructure required for central clearing and are already clearing most of their new
OTC IRD transactions, the additional compliance costs associated with the mandate
would be minimal.

The imposition of this mandate may provide some marginal financial stability benefits
by reinforcing the existing strong trend towards central clearing in OTC IRD markets.
While the scope of the mandate may appear relatively narrow, it would nevertheless
capture the systemically significant participants in the market as shown by the fact
that these institutions in aggregate hold the majority of total gross notional OTC
derivatives outstanding in Australia.

This option would protect the existing substituted compliance benefits provided by
the CFTC to Australian entities and may in time lead to further relief being provided
by the CFTC and the EU. Once the Ministerial determination, associated regulations
and ASIC’s DTRs have been made, it will be possible for Australian financial
institutions active in the US markets to apply to the CFTC for further, clearing-related
relief. As it is expected that the EU will have a central clearing regime in place
starting in 2016, it may also be possible to apply for substituted compliance relief
under that regime.
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The light touch option is the preferred option put forward in this RIS, as it imposes
minimal costs on market participants while preserving the substituted compliance
benefits granted to Australian entities and possibly leading to further relief.

For purposes of quantifying the expected benefits of the proposed mandate, the
approach taken has been to focus on those benefits that are confirmed and are actually
available to Australian market participants. These are the existing entity-level relief
measures granted by the CFTC in December 2013. The assumption applied is that
this relief will be extended by the CFTC, as compared to the do-nothing option, where
it may be expected that the CFTC would revoke the measures. The additional
potential benefits accruing from additional substituted compliance grants provided by
the CFTC and the EU have not been quantified, as it is impossible to forecast the type
and extent of relief that may be provided.

The detailed calculation is based on a number of specific types of relief provided by
the CFTC, in particular requirements relating to risk management and swap data
recordkeeping. The cost of complying with these requirements is calculated for the
20 Australian entities subject to the proposed mandate. This cost is assumed to be the
savings achieved under this option because it would have to be incurred under the do-
nothing option which assumes that the relief will be withdrawn. The following relief
provided by the CFTC is quantified:

« 1 support staff for chief compliance officer (salary costs)>’;

*  Risk management requirements, including establishment of a comprehensive risk
management program and a compliance monitoring system in line with Dodd-
Frank and CFTC requirements (legal, IT and personnel costs); and

*  Swap data record-keeping and reporting requirements (mainly personnel costs).

The calculation per dealer is set out in the table below”':

Item One-off costs Annual costs
Support  compliance $100,000
staff

Risk management set-

P +  $50,000

. Legal « $50,000

. IT

Compliance monitoring $15,000 $200,000

system: set-up and

2 Many dealers already have a chief compliance officer. Some may not, but this potential saving is
ignored.

*! Estimates based on industry input and publicly available information, for example with respect to
average salaries in the US.
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ongoing monitoring

Record-keeping $50,000 $20,000

Total costs per dealer $165,000 $320,000

The estimated total annual benefit of this option calculated based on 20 dealers is
$6.73 million, as set out in the below table.

Change in Business Community Individuals Total change in
costs organisations costs

($ million)

Total, by ($6,730,000) $- $- ($6.73)
sector

Cost offset Business Community Individuals Total, by

($ million) organisations source
Agency $ $ $ $

Are all new costs offset?

O Yes, costs are offset 0 No, costs are not offset @ Deregulatory—no offsets
required

Total (Change in costs — Cost offset) ($ million) = ($6.73)

Option 3: Wider scope of regulation

This option would impose a central clearing mandate on a wider class of financial
entities. It is estimated that 20 additional entities would be captured under this option.
This would be likely to include entities such as smaller banks and fund managers that
are currently not centrally clearing their OTC derivatives transactions. These entities
would therefore have to incur the costs of establishing the infrastructure and
arrangements necessary for central clearing.

The benefits of this option are in general similar to those of the light touch option.
The financial stability benefits are considered to be similar because the additional

entities captured are not systemically significant market participants. This option

would also be highly likely to ensure that the relief currently granted by the CFTC
would be extended.

Explanatory Statement to F2015L01411



For purposes of quantifying the estimated benefit of this option the underlying
approach is the same as for the previous option, i.e. it is based on estimating the cost
savings resulting from the CFTC substituted compliance relief granted in December
2013. As with the previous option no further savings have been estimated due to the
impossibility of forecasting what further relief may be provided. There are however
significant costs associated with this option, as the additional 20 entities captured
would have to incur the expenses of establishing central clearing infrastructure and
arrangements.

These costs relate mainly to legal, IT and training expenses required to establish such
arrangements and instruct staff in how to operate them. As the 20 major dealers have
already established clearing arrangements and are clearing the majority of their new

transactions, no further costs are created in this respect for them. The additional costs
therefore affect the 20 non-dealers captured under this option on top of the 20 dealers.

These set-up costs include internal and external costs, the latter arising mainly in
relation to legal advice, tax advice and IT systems changes. Internal costs relate to
these matters and to putting in place changes in operational processes. These are all
personnel costs. It is expected that the new central clearing arrangements will replace
the current uncleared derivatives operations of the 20 non-dealers and can be handled
by existing staff working on the latter, i.e. no additional ongoing costs will arise under
this option.

The calculation per non-dealer is set out in the table below™*:
Item One-off costs Annual costs

External costs

Set-up costs:

* Legal * $200,000
« IT «  $500,000

Internal costs

Staff costs $435,000

Total costs per dealer $1,135,000 NA

The estimated annual benefit for this option is $4.46 million, as set out in the table
below. It is noted that for this option the costs are entirely borne by the 20 non-
dealers, whereas the benefits mainly accrue to the 20 dealers (because the non-dealers
are not active in overseas markets and therefore do not profit from substituted
compliance relief).

*? Estimates based on industry input.
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Change in Business Community Individuals Total change in
costs organisations costs

($ million)

Total, by ($4,460,000) $- $- ($4.46)
sector

Cost offset Business Community Individuals Total, by

($ million) organisations source
Agency $ $ $ $

Are all new costs offset?

O Yes, costs are offset 0 No, costs are not offset @ Deregulatory—no offsets
required

Total (Change in costs — Cost offset) ($ million) = ($4.46)

5. Consultation

The Australian Government released a consultation paper on a proposed central
clearing mandate in February 2014. The paper asked for stakeholder views on a
number of matters, including a central clearing mandate for G4-IRD restricted to
internationally active dealers, and the best methodology for defining these dealers.
Initial views were also requested for a possible future central clearing mandate for
AUD-IRD, and the timing of such a mandate.

23 submissions were received, mainly from financial peak bodies and the major
banks. Other submissions were received from one smaller financial institution,
corporate entities, energy and commodity companies, and financial consultants.

There was almost universal support for a G4-IRD mandate limited to transactions
between internationally active dealers. There was wide in principle support for a
similar AUD-IRD mandate, but somewhat less of a consensus on timing. A number
of submissions supported a simultaneous move to impose G4 and AUD-IRD
mandates, while others noted that international consistency is a key consideration, and
that an AUD-IRD mandate in Australia should be timed to coincide with a similar
move in key overseas jurisdictions.

There was very firm support to restrict any clearing mandate to internationally active
dealers, but no consensus on how to define these entities. Many submissions,
especially from the major domestic banks, called for further detailed consultation on
this question.
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Following the release of the 2014 Report (which recommended the imposition of a
central clearing mandate for AUD-IRD) the Government decided to release a further
consultation paper requesting stakeholder views on:

. a proposal to proceed with an AUD-IRD central clearing mandate (in
combination with the G4-IRD mandate) limited to internationally active dealers;

* the timing of the commencement of such a mandate; and
* an amended definition of internationally active dealers.

This paper was released in July 2014, with consultation closing in early August.

Stakeholders on the whole supported combining the AUD-IRD and G4-IRD
mandates, and limiting the scope of the mandate to internationally active dealers.
Views on the detailed definition of internationally active dealers continued to diverge.

Following this consultation Treasury and the regulators continued to engage with key
stakeholders on this definition. A reworked definition of internationally active dealers
was subsequently developed and incorporated in the draft legislation.

On 28 May 2015 the Government released a draft Ministerial determination and draft
regulations imposing a central clearing mandate for certain classes of OTC
derivatives. The main features of the proposed mandate are:

. Limited to interest rate derivatives denominated in Australian dollars and four
global currencies, with the detailed scope of products to be set out in ASIC
DTRs;

* Limited to a small number of internationally active dealers, by means of a
definition that captures the major domestic banks as well as large foreign
financial institutions active in Australia and subject to Australian regulation; and

*  Clearing allowed through all CCPs licensed in Australia as well as at least four
prescribed overseas CCPs, with a power provided to ASIC to prescribe
additional CCPs, subject to a number of conditions.

17 submissions were received in response. There was strong support for the proposed
mandate, including for the proposed product and entity scope. The $100 billion
threshold was supported as appropriate for Australian market conditions by almost all
submissions.

A comment was received relating to the drafting of the definition of a ‘foreign
clearing entity’ in the regulations which could result in a wider scope of entities being
captured than intended. A recommendation will be made to the Government to amend
the definition as proposed in the final regulations.

A number of specific concerns and comments were made in relation to matters
addressed in the ASIC DTRs. As noted elsewhere ASIC is consulting separately on its
central clearing DTRs. The issues raised in the submissions have been brought to
ASIC’s attention.

6. Conclusion and Recommendation

OTC derivatives are an important segment in global financial markets. For Australian
businesses they provide an essential service for hedging their foreign exchange,
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interest rate and other risks. This is particularly important for the major Australian
banks, because they depend on global capital markets for raising a substantial
proportion of their funding needs. Given the central importance of the major banks in
providing financing to Australian consumers and businesses, preserving their
unhindered access to global financial markets, including OTC derivatives markets, at
the lowest possible cost is a key concern for the Government.

The reforms to OTC derivatives markets are an important global initiative to improve
the stability of financial markets and minimise the risk of future financial crises. The
Government is prepared to play its part in implementing the reforms, including with
respect to central clearing of OTC derivatives.

However, in implementing any reforms the Government is determined to minimise
the regulatory impact on Australian banks and businesses operating in OTC
derivatives markets. With respect to the OTC derivatives reforms, it is of particular
importance to limit the potential impact of extraterritorial regulation. Failure to do so
could significantly increase the costs of Australian banks and businesses raising funds
and hedging risks in global financial markets.

In considering the options examined in this RIS the central issue is whether the main
problem set out in Section 1 (i.e. maximising substituted compliance relief) is
successfully addressed. Option 1 fails this test because it would likely cause the US
to withdraw the substituted compliance benefits already provided to Australian
businesses active in the US OTC derivatives market. It would also not be helpful in
obtaining substituted compliance benefits in other important overseas markets such as
the EU as they implement their own OTC derivatives reforms. Option 2 addresses
this problem, which is also the case for Option 3. Option 3 however imposes higher
compliance costs on industry stakeholders.

Following consideration of these options and their relative impact on Australian banks
and businesses it is recommended that the Government proceed with Option 2, i.e. the
light touch regulatory option.

7. Implementation and Evaluation

The central clearing mandate will be implemented in detail through ASIC’s central
clearing DTRs. These are being drafted and developed in a separate process by ASIC,
including through consultation with industry stakeholders. ASIC will produce a
separate RIS for its DTRs.

ASIC released its draft DTRs for consultation in May 2015. Under the DTRs, actual
implementation of the central clearing mandate will occur in April 2016.
Responsibility for overseeing the smooth implementation of the mandate rests with
ASIC.

Evaluation of the impact of the central clearing mandate will occur on several levels.

As mentioned above, the Regulators regularly survey the Australian OTC derivatives
markets and report on key developments and issues. Based on the results of their
work the Regulators have in the past provided recommendations to the Government
for regulatory action in implementing the global reforms to OTC derivatives markets.
It is anticipated that the regulators will continue this series of reports, including with
respect to any issues or new developments they may identify in relation to central
clearing.
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Regular global surveys of the state of OTC derivatives markets regulation are
conducted by the Financial Stability Board (FSB). Seven such reports have been
produced to date, with the next one due in late 2014. These reports provide a
comparative view of the progress of the reforms to OTC derivatives markets across
jurisdictions, including with respect to central clearing. The FSB reports provide a
good overview of the state and progress of the global reforms to OTC derivatives
markets, and a way for individual jurisdictions including Australia to benchmark their
own progress against that achieved by their peers.
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GLOSSARY

2013 Report
2014 Report
AFSL
APRA
ASIC

AUD
AUD-IRD
CCp

CFTC
DTRs
ESMA

EU

FSB

G20
G4-IRD

GFC
IRD
OoTC

Proposals Paper

Regulators
Report
RBA

Supplementary

Paper

US

Report on the Australian OTC Derivatives Market, July 2013
Report on the Australian OTC Derivatives Market, April 2014
Australian Financial Services Licence

Australian Prudential Regulation Authority

Australian Securities and Investments Commission
Australian dollar(s)

Australian dollar-denominated interest rate derivatives
Central counterparty

U.S. Commodity Futures Trading Commission

Derivative transaction rules

European Securities and Markets Authority

European Union

Financial Stability Board

Group of Twenty

US dollar-, euro-, British pound- and yen-denominated interest
rate derivatives

Global financial crisis
Interest rate derivative(s)
Over-the-counter

Implementation of Australia’s G20 over-the-counter
derivatives commitments, G4-IRD central clearing mandate,
February 2014

APRA, ASIC and the RBA
Report on the Australian OTC Derivatives Market, April 2014
Reserve Bank of Australia

Implementation of Australia’s G20 over-the-counter
derivatives commitments, AUD-IRD central clearing mandate,
July 2014

United States of America

Explanatory Statement to F2015L01411



Statement of Compatibility with Human Rights

Prepared in accordance with Part 3 of the Human Rights (Parliamentary Scrutiny)
Act 2011

(Insert)

This Legislative Instrument is compatible with the human rights and freedoms
recognised or declared in the international instruments listed in section 3 of the
Human Rights (Parliamentary Scrutiny) Act 2011.

Overview of the Legislative Instrument

The Corporations Amendment (Central Clearing and Single-Sided Reporting)
Regulation 2015 (the Regulation) sets a number of important parameters with respect
to the Government’s decision to mandate central clearing of prescribed classes of
over-the-counter (OTC) interest rate derivatives. The Regulation also provides
‘single-sided’ reporting relief for entities with low levels of OTC derivatives
transactions, provided they concluded their derivatives transactions with
counterparties that were already required or agreed to report.

Human rights implications
This Legislative Instrument does not engage any of the applicable rights or freedoms.
Conclusion

This Legislative Instrument is compatible with human rights as it does not raise any
human rights issues.
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