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ABBREVIATIONS

AIFM Alternative Investment Fund Manager

AUD Australian Dollar

Bio. Billion

CAD Canadian Dollar

CEA Commodity Exchange Act

CCp Central Counterparty

CDS Credit Default Swap

CFD Contract for Difference

CFTC Commodities Futures Trading Commission
CHF Swiss Franc

Chiff. Chiffre

DCM Designed Contract Market

DLT Distributed Ledger Technology

EC European Commission

ECP Eligible Counterparties

EMIR European Market Infrastructure Regulation
EONIA European Overnight Index Average

ESMA European Securities Market Authority

ETD Exchange Traded Derivative

EUR Euro

EURIBOR Europe Interbank Offer Rate

FCA UK Financial Conduct Authority

FINIA Financial Institutions Act (SR 954.1)

FINMA Swiss Financial Market Supervisory Authority FINMA
FINSO Financial Services Ordinance (SR 954.11)
FMIA Financial Market Infrastructure Act (SR 958.1)
FMIO Financial Market Infrastructure Ordinance (SR 958.11)
GBP British Pound

HKD Hong Kong Dollar

HKMA Hong Kong Monetary Authority

IRS Interest Rate Swap

ISDA International Swaps and Derivative Association
JPY Japanese Yen

LEI Legal Entity Identifier

LIBOR London Interbank Offered Rate

MAS Monetary Authority of Singapore

MiFID Markets in Financial Instruments Directive
MSD Major Security-based Swap Dealers
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MSP
MTF
No
NOK
OoJ
OoTC
OTF
Para.
PLZ
REMIT
SD
SEC
SEF
SEK
SFA
SGD
SIF
STIBOR
SWD

T
UCITS
USA
USD
WIBOR
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Major Swap Participants

Multilateral Trading Facility

Number

Norwegian Kronor

Official Journal

Over-the-Counter

Organized Trading Facility

Paragraph

Polish Zsloty

Regulation on wholesale Energy Market Integrity and Transparency
Swap Dealer

Securities Exchange Commission

Swap Exchange Facility

Swedish Kronor

Securities and Finance Act

Singaporean Dollar

State Secretariat for International Finance SIF
Stockholm Interbank Offered Rate

Security Based Swap Dealer

Transaction

Undertakings for Collective Investments in Transferable Securities
United States of America

United States Dollar

Warsaw Interbank Offered Rate
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L. PART I: INTRODUCTION

A. SCOPE OF OUR MANDATE

The State Secretariat for International Finance SIF (“SIF”) mandated PricewaterhouseCoopers AG
(“PwC”) to draft a report on the market conduct in derivatives trading rules set out in Articles 93 to 117
of the Swiss Financial Market Infrastructure Act (“FMIA”). In addition, this report covers the rules on
position limits for commodity derivatives set out in Articles 118 and 119 FMIA and additional
obligations of foreign jurisdictions where appropriate.

The purpose of this report is to support the SIF in its evaluation of the FMIA against the backdrop of
the Federal Council’s mandate to assess the impact of the FMIA, the changing regulatory regimes
abroad and technological innovations. To this end the report (i) compares the Swiss rules to the
corresponding rules in the European Union, the United States and Singapore (collectively: “Rules”)
taking into consideration recent legislative developments, (ii) summarizes feedback from participants
in the derivatives market collected in a market survey, (iii) analyzes the applicability of the Swiss Rules
on blockchain/distributed ledger technology (“DLT”) based derivatives.

Part II. “Market Conduct in Derivatives Trading Rules” of the report discusses the Swiss and foreign
Rules and summarizes the feedback received from the survey-participants in a market study on the
Swiss market conduct in derivatives trading Rules. The focus of this part lays on evaluating how
efficiently and effective the Swiss Rules support the aims of the FMIA and to identify potential
alternative regulatory approaches.

Part III. “Blockchain/DLT-based Derivatives” of the report discusses the applicability of the Swiss
Rules on such derivatives and provides an overview on the regulatory approach in the European
Union, the United States and Singapore as well as other jurisdictions. Moreover, it summarizes the
comments of the survey-participants.

Additional documents and information can be found in the Annex.

B. EXECUTIVE SUMMARY

This report addresses key aspects of the Swiss derivative regulation under the Swiss Financial
Infrastructure Act (FMIA).

The comparison of the Swiss derivative regulatory regime with the derivative regulatory regimes in the
EU, the USA and Singapore leads to the conclusion that the Swiss derivative regulatory regime is in
terms of restrictiveness in the middle of this group. Switzerland has in the FMIA introduced some
important features, such as but not limited to, the unilateral trading obligation and an extensive
substituted compliance principle, as well as the avoidance of implementing position limits. The other
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benchmarked jurisdictions have however revised and modernized their respective derivatives
regulatory regimes, such as but not limited to EMIR Refit and the introduction of the clearing
obligation related to each derivatives category exceeding the clearing threshold as well as the reduction
of the scope of extraterritoriality of Dodd-Frank. One of the key drawbacks of the Swiss derivative
regulatory regime is the comprehensive and extensive audit requirement, which is in its extensiveness
to our knowledge unique on a global level. The extraterritorial application — at least as applied in
practice — is quite extensive in Switzerland compared to other jurisdictions. Especially Singapore has a
much less extensive extraterritorial reach than the FMIA and it’s derivative regime generally only
applicable to financial counterparties. Regulation does not only mean higher costs, but has also
benefits, such as financial stability, investor protection and equal treatment of financial market
participants. It is however very hard to quantify these benefits. The key is to strike the right balance
between regulation and other financial market principles, such as stability, transparency, and
functionality of the financial markets. This balance is in our view not met in case of Singapore where
only derivatives booked or traded in Singapore are in scope and only if done so by certain licensed
entities that are financial service providers. There are in other words in this small jurisdiction with
many cross-border transactions only a small part of the derivatives transactions in scope of the
derivative regulatory regime. This does not bode well for market stability purposes. The resilience and
stability, yet attractiveness of the Swiss financial market for market participants, indicates however
impressively that Switzerland was able to strike a better balance.

We have also conducted an extensive and thorough market study with the key players in the Swiss
market about the current impact of the Swiss derivative regulatory regime, the associated costs and
room for improvement, as set forth in section II. B. The results of the market study are in line with our
findings and underline to a large degree our findings of the analysis of the literature, materials and
study reports.

We conclude that the Swiss derivative regulatory regime is efficient and effective, but could even be
more competitive and as put by a participant in the survey “better understandable” for third parties
when compared on a global scale with similar jurisdictions. The Swiss derivative regulatory regime is
however compared to EMIR and Dodd-Frank not less understandable. Quite the opposite is actually
the case. The FMIA is an “easier read”. The survey participant has however insofar an argument, that
there are not many supporting materials published that explain in layman terms or in FAQs this rather
complex area of the law. The Swiss marketplace has however many experienced consultants and
associations that help interpreting and implementing the law.

The Swiss derivative regulatory framework is adequate and apt to cover also derivatives related to or
traded on the Blockchain or the DLT.

Based on the comparison of the different derivative regulatory regimes in Singapore, the USA, the EU,
and Switzerland, the market study, and our research we make the following observations / we
identified the following areas, where recent amendments to the EU regulation contain revised
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principles and concepts that could be beneficial also for the Swiss regulatory framework related to
derivatives and might be considered by competent Swiss authorities:

1. Implementation of the beneficial clauses of EMIR Refit, meaning the following aspects:

a.

b.

C.

Every 12 months, a financial counterparty taking positions in OTC derivative contracts may
calculate its aggregate month-end average position for the previous 12 months to decide
about the status of the counterparty. This simpler calculation of the threshold smooths out
the positions that a counterparty holds and produces more credible figures to determine
whether a counterparty is large or small.t

Impact of being an NFC which exceeds a clearing threshold (NFC+): the clearing obligation
generally applies only to the asset class(es) in which the NFC has exceeded the relevant
clearing threshold. For example, if the NFC exceeds the threshold for OTC interest rate
derivatives, it only needs to clear this class of OTC derivative; whereas if an FC exceeds the
threshold for any one of the asset classes, the clearing obligation applies in respect of all of its
OTC derivative contracts which are caught by the clearing obligation. This is a change;
previously an NFC+ would have had to clear all asset classes. However, in respect of an NFC
which has been classified as an NFC+, because it did not undertake the AANA calculation, it
will be subject to the clearing obligation in relation to all asset classes.

Exempt intra-group transactions from the reporting obligation as set forth under EMIR Refit
if the following requirements are met:

e Both counterparties are part of the full consolidation,

¢ Both counterparties are subject to adequate centralised risk evaluation, measurement and
control activities, and

e The transaction is not used to circumvent the reporting obligation.

Reduce the audit requirement. FMIA contains compared to the other derivative regulatory
regimes that have been investigated in this report a very extensive audit requirement. This
audit requirement is a drag on both the counterparties to derivatives and the auditors
themselves. In case of FCs, FINMA deploys a risk based regulatory review in a time frame of 1
to 6 years. FINMA has thus some leeway to adjust the review period/time frame. We do thus
see less an urgency to adjust the audit requirement with regards to FCs. The law requires
however according to Art. 116 para. 1 CO an audit in the context of the yearly audit
requirement. Especially in case of NFC+, which have large portfolios of OTC derivatives, an

L Art. 4a Regulation (EU) 2019/834.
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audit can be very time-consuming and costly. A possible concept could thus be to reduce the
audit requirement in terms of (i) the entities affected, meaning e.g. a reduction to just
regulated entities, (ii) the scope of the audited obligations, e.g. an audit just based on a sample
check, (iii) the periodicity of the audit, e.g. an audit only every other year or every three years.
A mix of these alleviations will still allow that the parties will comply with the obligations
under the FMIA. The audit requirement for NFC- could e.g. be completely abolished, the risk
arising therefrom is rather low, because most NFC- deal with a FC as counterparty and the
obligations NFC- are subject to are few in number (e.g. reporting obligation, portfolio
reconciliation, etc.). In any case should the audit requirement only apply in case of an ordinary
audit (ordentliche Revision), but not in case of a limited audit (eingeschrankte Revision). The
audit requirement for NFC+ could e.g. be reduced to an audit requirement every 3 to 6 years,
similar to the audit of FC (there is no reason why NFC+ should be treated less beneficial than
FCs in this regard). This will still have a controlling effect on the activities of NFC+ that will
implement the obligations under the FMIA to be compliant. The audit requirement for FC-
could also be reduced in the context of the “Small Banks Regime” to an audit requirement
every other year or an audit requirement if a certain threshold of OTC derivative turnover is
exceeded. The abolishment of the general audit requirement will help to make Switzerland
more attractive for entities trading in derivatives.

Reduce the extra-territorial effect: Limit the extraterritorial effect of the Swiss derivative
regulatory regime. The Swiss regulatory regime has as applied in practice the most extensive
reach of all the derivatives regimes that have been reviewed. The practice applies the FMIA to
all OTC and ETD transactions between a Swiss based counterparty and a foreign counterparty.
The principle of “substituted compliance” can only to a limited extent reduce this downside.?
The derivatives regulatory regime of Singapore, an even smaller jurisdiction with more cross-
border transactions, focuses its derivatives regulatory obligations almost solely on regulated
entities domiciled in Singapore. An extensive extraterritorial effect reduces the attractiveness
of a jurisdiction to enter into transactions with entities domiciled in this jurisdiction. A

2 Why is this? Although Art. 93 para. 1 FMIA is stating that the chapter on derivatives regulation only applies to financial and non-financial
counterparties having their domicile in Switzerland, there are multiple articles stating that there is also an extraterritorial reach. These
articles are listed below:

Clearing Obligation; Art. 102 FMIA with regards to the clearing obligation sets forth that the obligation to clear through a CCP is also
applicable if the foreign counterparty would be subject to clearing if it was domiciled in Switzerland.

Reporting Obligation; Art. 104 para. 1 lit. ¢ FMIA sets forth that the Swiss counterparty will have to report if the foreign counterparty does
not report. This sets in other words forth that there is a foreign counterparty to the transaction.

Risk mitigation obligations: Most of the risk mitigation obligations (except the valuation obligation) are mutual, meaning that both parties
have to apply them, otherwise they are not effective. This means in other words that if the risk mitigation obligations would only apply to
counterparties being in Switzerland, derivatives transactions with foreign counterparties would be preferred, because no risk mitigation
would apply in such a case. That is detrimental to purely Swiss based counterparties. That is why in practice, the risk mitigation
obligations apply to all counterparties, independent of where they are domiciled.

Platform trading obligation: Art. 112 FMIA requires that also foreign counterparties are subject to the platform trading obligations if they
would be subject to this obligation if they were domiciled in Switzerland.
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possible new concept addressing this situation could be that with the exception to the clearing
and trading obligation (if applicable), the non-Swiss based counterparties do not have to fulfil
the obligations under the FMIA. Such a regulation would be in line with the regulations set
forth under EMIR in the EU. An even more daring regulation could set forth that the risk
mitigation, clearing, and trading obligations would only apply if both counterparties would be
domiciled in Switzerland. Such a regulation would be in compliance with the international
principles set forth under the IOSCO rules.3 Disadvantages of such a concept would be that
due to the limited size of the Swiss market only part of the market transactions, and probably
the major part of the market transactions, will not be subject to the derivative regulatory
regime. This means that the stability or the functionality of the financial markets could be in
jeopardy”

Reduction of the application of the risk mitigation obligations in case there is a custodian
relationship in addition to the OTC derivative transaction. The Dodd-Frank derivative
regulatory regime and the Singaporean derivative regulatory regime allow for the bilateral
agreement of how risk mitigation measures should be executed in such a situation. This makes
in particular in a custodian situation sense, meaning if the counterparty to an OTC derivative
is at the same time the custodian of the OTC derivative (e.g. a client relationship with a bank),
meaning the counterparty to the client, and the client has outsourced the fulfilment of the risk
mitigation obligations to the custodian. In such a situation, the same counterparty is factually
fulfilling the risk mitigation obligations for both counterparties (e.g. the portfolio
reconciliation is made for both parties by the same entity based on the same calculations and
basis). This does not make sense. It might does make sense to allow for a bilateral agreement
on how the risk mitigation measures should be executed in such a situation. The legally set
forth obligations will thus only apply in the other situations.

3 See Risk Mitigation Standards for Non-centrally Cleared OTC Derivatives page 5
(https://www.iosco.org/library/pubdocs/pdf/IOSCOPD469.pdf).
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II. PART II: MARKET CONDUCT IN DERIVATIVES TRADING RULES

A. INTERNATIONAL BENCHMARKING

Please find attached in Annex 1 an extensive comparison between the derivative regulatory regimes of
Switzerland, Singapore, the EU, and the USA.

1. SUMMARY OF THE COMPARISON BETWEEN THE DERIVATIVE
REGUALTORY REGIMES OF SWITZERLAND, SINGAPORE, EU, AND THE USA

a) Overview

(D Switzerland

The FMIA applies in Switzerland to both financial and non-financial counterparties. The FMIA has
implemented risk mitigation measures. IRS and CDS are subject to the clearing requirement. The
trading obligation of derivatives subject to clearing has at this point in time not yet been implemented.
Only financial entities require a registration or license. There is a mandatory audit requirement that
applies to financial and non-financial companies. Switzerland applies quite an extensive substituted
compliance principle, which means that equivalent foreign laws and regulations, such as EMIR and
Dodd-Frank, are deemed to be equivalent to the Swiss laws and regulations and that the obligations
under the FMIA can be fulfilled by means of EMIR and Dodd-Frank. The Swiss regulation sets forth
the possibility to set position limits but has so far not done so.

(2) Singapore

The derivatives regulatory obligations under the Singaporean derivatives regulatory regime apply
mainly to financial counterparties, meaning to counterparties that are duly licensed. There is only one
noteworthy exception which are the margin requirements that apply also to non-financial
counterparties. Risk mitigation obligations apply in line with the IOSCO standards. OTC and ETD
derivativ