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In the beginning of March (9th), we submitted our bill to the Diet concerning the regulation of non-commodities based OTC derivatives. 
It was approved by the House of Representatives and has been discussed in the House of Councilors. 
Actually the procedure is in the final stage for approval (only waiting to be put to the vote in plenary session of the House of Councilors) and hopefully it will be approved in the near future.  
I would like to share with you some of the points incorporated in the bill.



LEADERS' STATEMENT AT THE PITTSBURGH SUMMIT

(September 24-25, 2009)

Strengthening the International Financial Regulatory
System

Improving over-the-counter derivatives markets: All
standardized OTC derivative contracts should be traded
on exchanges or electronic trading platforms, where
appropriate, and cleared through central counterparties
by end-2012 at the |atest.

OTC derivative contracts should be reported to trade
repositories. Non-centrally cleared contracts should be
subject to higher capital requirements. We ask the FSB and its
relevant members to assess regularly implementation and
whether it is sufficient to improve transparency in the
derivatives markets, mitigate systemic risk, and protect against
market abuse. ”
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To save time, I will not go into yet another analysis of the financial crisis we have experienced globally, but just to quote the leaders’ statement at the Pittsburgh summit last September, it stated that “all standardized OTC derivative contracts should be cleared through central counterparties by the end of 2012 at the latest”.
Based on the discussions across nations, and having taken into account the current situation in our country, last November, our Agency commenced a detailed examination on the issues concerning the development of institutional frameworks for financial and capital markets. 
Following inputs by the market participants through various discussions, a policy document for institutional framework was published in January this year.
Concerning the regulation of OTC derivatives trades, this document explains 3 new initiatives, to improve the stability and transparency of OTC derivative transactions.
As indicated on the slide, they are:
1. Mandatory CCP clearing of large-scale derivative transactions.
2. Mandatory clearing by the domestic CCPs for derivative transactions that are closely related to execution under Japan’s legal system.
3. Lastly, Data storage and reporting of trade information.



Japan’s legislative action: Amendment of the Financial

Instrument and Exchange Act (2010)

» In order to improve the stablility and transparency in Japanese
financial system and ensure protection of investors, the Financial
Instruments and Exchange Act (FIEA) was amended on May 2010.

» 2010 Amendment of the FIEA aims:

- to iImprove the stability and transparency of the settlement of OTC
derivative transactions

Mandatory CCP clearing of large-scale derivative transactions

Mandatory clearing at domestic CCPs for derivative transactions
that are closely related to Japanese bankruptcy procedures

- Storing and reporting of trade information data

- to strengthen group-wide regulation and supervision of financial
Instruments business operators (e.g. securities firms)



.

Mandatory CCP Clearing

( OTC derivatives that need to be cleared at CCPs (domestic or foreign) areto )
be designated by a cabinet office ordinance no later than November 18" 2012.
The designation will be considered in light of the market size and regulatory
approach by other regulators.

(at present “plain vanilla” yen-denominated interest rate swaps are
\_considered for inclusion)

J
Bankruptcy related OTC derivatives \

Those OTC derivative transactions need to be cleared at domestic CCPs

a) for which clearing criteria relate closely to the bankruptcy procedures under
Japanese law

b) of which transaction volume in Japan is above a certain level.
(at present “iTraxx Japan” CDS index is considered for inclusion)

Rationale for mandatory clearing at domestic CCP

= A CDS CCP should consider establishing an internal determination committee that
may determine the credit event where no decisions are taken by the market participants.
(CPSS/IOSCO Consultative report on OTC derivates CCPs in May 2010)

2% Other countries CDS CCPs (e.qg. ICE trust (US, UK), Eurex Clearing (Germany)) determine Credit Events
\ under their operational rules in instances where no decisions are taken by the market participants. /
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Now, I would like to discuss in more detail concerning mandatory clearing.
The basic idea is that it is necessary to include those trades within the scope of mandatory CCP clearing for which the transaction value in Japan is significant and that the reduction of settlement risk through centralized clearing would be deemed desirable for the stability of Japan’s market.
Firstly, for OTC derivatives in which the transaction value in Japan is significant, such as plain vanilla interest rate swaps, given that transactions often takes place internationally, mandatory clearing will be taken by either a domestic CCP, a foreign CCP linked to a domestic CCP, or by a foreign CCP.
And for OTC derivatives transactions in which the clearing criteria relates closely to the corporate bankruptcy criteria under the domestic law, such as iTraxx Japan CDS index, it will be required to be centrally cleared by a domestic clearinghouse. 



Strengthening the Infrastructures for Central Clearing

p
[EXxisting regulation] [New regulation]
License is required. No minimum m Introduction of minimum capital requirement

capital requirements, nor authorization |]|]|:> = Authorization is required in order to hold
to become major share holders. more than 20% of voting rights

4 )

Provision of central Provision of CC services by foreign CCPs will be
clearing services by allowed in the following two forms:
foreign CCPs to A) Through Link System (Authorization is required for the

domestic financial linked domestic CCP) ; or,
institutions is not ﬂﬂ[> B) Direct Provision (License is required for the foreign CCP)

allowed o Maintain an adequate infrastructure to operate appropriately and reliably
' during Japanese market hours

e The foreign CCP is subject to proper supervision by its home country
regulator
¢ The licensed foreign CCP will be subject to inspection and business
NS J improvement order by Japanese FSA as well.

————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————————

Exemptions: Exemption can be granted if designated by the cabinet order (e.g. CDS transactions which refer to
. foreign companies and is cleared by foreign CCPs.)
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Needless to say, CCPs are important infrastructure for ensuring the stability of the financial system.  But having a CCP to undertake central clearing is not enough to resolve all problems.  It is also necessary to strengthen the infrastructures of the CCPs themselves.
Slide 4 lists some of the main points.
Firstly, it is necessary to strengthen the financial base of domestic CCPs.
Currently, there are no restrictions concerning the major shareholders and minimum capital requirements for CCPs. We are now proposing to introduce requirement to obtain a pre-approval if a shareholder is planning to hold more than 20% of a CCP by voting rights.　Also, it is proposed that a minimum capital requirement will be introduced.
Secondly, we are proposing to facilitate entry of foreign CCPs to the Japanese market through linkage system with a domestic CCP, or directly.
Currently, central clearing of financial instruments trades are permitted only by the domestic CCPs.
However, considering the international nature of trade relationships among financial institutions in Japan, we are now proposing to introduce a new regime that will enable foreign CCPs to provide clearing services in the Japanese market.
It is necessary to ensure appropriate business operation by foreign CCPs.
For those CCPs opting for a linkage system, authorization regime will be introduced, whereby it is required for the foreign CCP concerned to maintain adequate infrastructure to operate appropriately and reliably during Japanese market hours. Also, a linked CCP is subject to full supervision by its primary regulator.
For those opting to enter the market directly, the foreign CCP is subject to a licensing regime, and the same operating requirement as those for domestic CCPs will be applied, as mentioned under the linkage system. 



Storing and Reporting of trade information data for OTC Derivatives

Transactions

> Financial institutions will be responsible for storing and reporting of trade
Information data for their OTC derivative transactions.

However;

> If Financial Institutions use Trade Repositories, the Trade Repositories will
become responsible.

> If Financial Institutions use CCPs, the CCPs will become responsible.

Use of TR

Yes N)

TRsS Use of CCP

e.g. Warehouse Yes No
Trust , TriOptima
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Now I will turn to the third item, namely data storage and reporting of trade information for OTC derivatives.
Under the new regime, there will be three ways of passing information from the financial institutions to JFSA, as is indicated on slide 5.
Firstly, for trades that are subject to mandatory CCP clearing, CCP stores the trade information and reports to the regulator.
Secondly, under the new regime, we are proposing to establish a designation regime for Trade Repositories.  A domestic TR will be designated upon application by the TR.  And a foreign TR will be designated so if it can be demonstrated that, under the international cooperative supervisory framework the TR is compliant with the domestic reporting regime.
Thirdly, financial institutions can report their trade information to the regulator directly or through the TRs.
Lastly, designated domestic TRs are required to store and to submit trade information to the regulator.
With regard to the foreign TRs, a cooperative regulatory framework for information sharing is being developed internationally at present.



.

Schedule for Implementation

Promulgation of  Within 1 year Within 2 years and 6
Law (May 18",  (May 18", 2011) months (November
2010) 18t 2012)
| | |
/ ; N\ | | ’
= Strengthening the ; | ;
Infrastructure of CCPs i  — >
= Allowing entry of foreign | ’ '
. CCPs y

(C Mandatory clearing

= Storing and reporting o—>

g requirement
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Finally, I would like to briefly touch upon the schedules ahead concerning the legislative proposal.
As I mentioned at the beginning, without any unexpected problems, we are expecting it to be approved within this month.
Concerning the timing for enforcement, it is expected that rules on strengthening the infrastructures for CCPs and new regime for foreign CCPs will be put in place within one year after the promulgation of the law, and rules for mandatory CCP clearing and for the introduction of data storage and reporting is expected to be in place within the next two and half years after promulgation.
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