W\ ema

ntemational Capital Market Association

Consultation on the ICMA Secondary Market Rules & Recommendations governing Buy-ins
Summary of results and proposals
November 2016

Background

In response to growing demand from ICMA’s members, ICMA’s Secondary Market Practices
Committee (SMPC) authorized a review of the existing ICMA Buy-in Rules with a view to modifying
the Rules to improve their efficiency and practicability, and to ensure that buy-ins remained an
effective remedy available to all participants in the non-cleared, cross-border bond markets in the
case of failed trades.!

The survey was made available in an on-line format for ICMA members, between September 5 2016
and October 21 2016.

The key areas of focus of the survey were:

= Time between the buy-in notice and execution of the buy-in

= The requirement to appoint a buy-in agent

= The possibility for auctions to be executed by means of an on-venue auction
= The possibility for cash compensation where a buy-in is not possible

Summary of the results
74 respondents replied to the survey, representing 64 different entities.
The key results of the consultation are:

= 77% of respondents would like more flexible timing for the buy-in process

= 74% of respondents agree that the appointment of a buy-in agent should no longer be a
requirement

= 93% of respondents approve of the possibility for a buy-in auction mechanism

= 79% of respondents agree that a cash compensation resolution should be possible

= 70% of respondents feel that cash compensation should be mandatory after a specified
period

1 When trading under ICMA ‘Rules’
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Analysis of the results and feedback

Respondents

There were 74 completed responses to the survey, representing 64 entities. These are made up of a
range of different types of firms, including broker-dealers, buy-side firms (both real-money and
leveraged), and private banks.?

In terms of the individuals, there are a range of roles and functions represented, although the
predominant respondent is in a trading capacity (in most cases, senior). Credit is the most prominent
market covered, but rates and repo are also represented. A number of responses also come from
senior operations, middle office, and compliance functions.

The timing for the buy-in

Do you agree that the time period between notification and buy-in execution should be anywhere
from 5 to 20 business days from issuance of the buy-in notice?

Responses: 64

Flexible buy-in period (5-20 days)?

= Yes = No

There is overwhelming support for a more flexible and potentially longer buy-in period between
notification and execution. Most of the supporting responses point to a need for greater flexibility to
align with non-ICMA buy-in rules. A number of comments, however, suggest that 20 days might be
too long (essentially a calendar month) and that 15 days may be enough. Some respondents also call
for the possibility of a shorter buy-in period, one noting that the possibility of a 4-day notice would
help to provide for alignment buy-in notifications with Euroclear recall notices. Finally, a number of
respondents emphasize the importance of ensuring that the buy-in notice period remain consistent
through any pass-on chains.

2 One CCP also responded, although CCPs are out of scope of the ICMA Buy-in Rules
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Proposal

The Rules allow for the non-defaulting party initiating the buy-in to determine the date
of the buy-in anywhere between 4 and 20 business days from the notification date of
the buy-in.

Discussion

This flexibility is designed to afford the non-defaulting party initiating the buy-in
greater control over managing their risk, particularly in instances where they are trying
to align the buy-in being initiated with a non-ICMA buy-in. However, it is important to
note that this flexibility in determining the buy-in date is only available to the party
initiating the buy-in, and that this flexibility does not apply to ‘pass-ons’; i.e. the buy-in
date, once determined by the initiating party, will remain consistent throughout the
buv-in chain.

The requirement for buy-in agents

Do you agree that the appointment of a buy-in agent should no longer be a requirement, and that
the non-defaulting party can execute the buy-in on their own behalf?

Responses: 61

Buy-in agent no longer required?

= Yes = No

Almost three-quarters of respondents support the proposal of eliminating the requirement to
appoint a buy-in agent, so making it possible for the purchasing (non-defaulting) party to execute
the buy-in themselves. A number of responses point to the difficulty in finding willing buy-in agents,
which can make issuing and executing buy-ins difficult. However, a number of respondents raise
concern about the potential for conflicts of interest, noting that a buy-in agent at least affords some
degree of impartiality and greater likelihood of ‘best execution’. One respondent queries whether
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this would be consistent with MiFID Il ‘best execution’ obligations.® Some respondents suggest that
without a buy-in agent, the potential for execution at ‘far from market’ prices would increase in the
case of illiquid securities. Some respondents suggest the creation of a recognized, impartial buy-in
function (possibly managed by a clearing-house or settlement depository), while two respondents
suggest making lead managers obligated to act as buy-in agents for the issues they bring. Whether
the buy-in is executed by a buy-in agent or not many respondents stress the need for transparency
in the process, as well as the possibility for rules around how the buy-in price is determined.

Proposal

The Rules no longer require the appointment of a buy-in agent to execute the buy-in,
allowing the non-defaulting party to execute the buy-in themselves, subject to executing
at the best available price for guaranteed delivery.

Discussion

Removing the requirement to appoint a buy-in agent addresses what is perhaps the
greatest frustration with the current buy-in process (essentially, the difficulty in finding a
willing buy-in agent). However, there is a general perception of comfort for the
defaulting party that a third-party executing the buy-in ensures neutrality of interests
and greater likelihood of best execution.

3 |CMA’s understanding is that any party executing a buy-in, where in scope of MiFID II/R, would be subject to
the obligations of the regulation.
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Buy-in auctions

Do you agree that it should be possible to execute a buy-in by means of an auction mechanism on a
regulated electronic trading platform?

Responses: 60

Possibility for buy-in auction
mechanism?

6.9%

= Yes = No

While there is almost unanimous support for the ICMA Rules explicitly to allow for a buy-in auction
process, there were relatively few comments. The main point raised is that any auction process
should follow the ICMA rules for an orderly and fair buy-in process. It is also noted by one
respondent that this would also provide for best execution. However, there are some concerns that
for very illiquid securities, an auction process may still not work.

Proposal

The Rules to explicitly allow for the non-defaulting party to execute the buy-in by means
of an auction process on a regulated exchange or trading venue, subject to the process
complying with the ICMA Rules.

Discussion

A buy-in auction process could improve the transparency and efficiency of the buy-in
process, including ensuring best execution in terms of the offers made available into the
auction. However, it is also possible that potential sellers who do not have access to the
auction venue (either directly or through agents), could be excluded.
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Partial delivery shapes before the buy-in

Do you agree that any partial delivery before the buy-in execution date should not be in an amount
that would render the outstanding portion of securities to be bought-in as an un-tradeable amount?

Responses: 62

Partial delivery to avoid making buy-
in unexecutable?

3.2%

= Yes = No

Virtually all respondents agreed that any partial deliveries ahead of the buy-in should not render the
buy-in amount an un-tradable shape (where bonds have specified minimum tradable amounts). Only
two respondents disagree with this, with one stating that any partial delivery should be acceptable.

Proposal

The Rules to prohibit the partial delivery of shapes that would render the residual buy-in
amount a non-tradeable shape.

6|Page



Sell-outs

Do you agree that the same Rules applying to Buy-ins should also apply to Sell-outs?

Responses: 56

Same rules for sell-outs?

= Yes = No

The majority of respondents agree that the rules should apply equally to sell-outs (where the
defaulting party is the purchaser). It is not clear why some disagree with this, although one
respondent states that it is ‘impractical’. One response suggests that the Rules should outline
procedures and practices for claims in the event that the purchasing party is insufficient.

Proposal

To the extent that they are equally relevant or applicable, the Rules for sell-outs to be
updated to be consistent with the Rules for buy-ins.
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Cash compensation

Do you think that the Rules should explicitly provide for the possibility to apply a cash compensation
remedy in the event that the buy-in cannot be executed or is only partially executed? Please note that
there is nothing in the existing Rules that precludes the possibility for the defaulting and non-
defaulting parties to negotiate a cash compensation alternative

Responses: 57

Possibility of cash compensation?

= Yes = No

Do you think that a cash compensation remedy should be mandatory after the buy-in has been
unsuccessful for a specified period (e.g. 90 days)?

Responses: 59

Mandatory cash compensation?

= Yes = No

While the majority of respondents feel that a cash compensation alternative should be provided,
and many feeling that this should even be mandatory where the buy-in is unsuccessful, this question
prompted the most comments, and concerns are mixed. The argument for a cash compensation
alternative is broadly based on the need for a conclusive resolution, particularly where the buy-in
process is proving unsuccessful. Furthermore, it is noted that this would also put pressure on the
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defaulting counterparty to make good on their delivery. A number of respondents note that a
defined period of time, after which cash compensation becomes the automatic remedy, is also
desirable, although some respondents feel that 90 days is too long (from 30 to 60 days is suggested).

However, respondents flag a number of issues with cash compensation. The process for determining
the appropriate cash compensation reference price is high among these, and there are a number of
requests for ICMA to set out guidelines for how this should be done (similar to the draft CSDR buy-in
rules). Some point out that if a buy-in is not possible, determining a reference price based on
available screen quotes could be misleading. Using an independent party to determine the price is
suggested by some respondents. Further issues cited relate to accounting issues, as well as the fact
that some counterparties may not be willing to accept cash compensation as an alternative to
delivery of securities. Another concern raised is that in situations where there is a market-wide
delivery problem for certain securities, some counterparties could take advantage of a mandatory
cash compensation alternative.

Common feedback seems to suggest that cash compensation should be an option, but one that is
agreed bilaterally in the event that a buy-in is not possible.

Proposal

The Rules to provide explicitly that the non-defaulting and defaulting parties can
negotiate a cash remedy settlement in the case that the buy-in is unsuccessful or as an
alternative to the buy-in. Both parties will need to agree the appropriate reference price
on a case-by-case basis.

Discussion

While a cash compensation alternative remedy is popular, the challenge lies in
establishing the appropriate reference price to apply, or a consistent and robust process
for this. This is one of the identified weaknesses in the projected CSDR buy-in
mechanism. Similarly, mandating a cash compensation resolution after a set period of
time is equally challenging, not least since this could create undue risk for the non-
defaulting party. The proposal is therefore to provide explicitly for parties to negotiate a
cash compensation resolution bilaterally.
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CSDR

CSD Regulation will enforce an EU wide regime for buy-ins, expected to be in force from early 2019.

Under CSDR, buy-ins will be mandatory (not discretionary), will not allow for flexibility in the timing,

require the appointment of a buy-in agent, and provide for a mandatory cash compensation remedy
in the event that the buy-in is not successful.

Only one respondent suggested that the ICMA Rules should be aligned with the framework provided
for in CSDR. This is consistent with general membership feedback and market sentiment that the
CSDR buy-in regime is an unwelcomed and unhelpful regulatory intervention, and that in the interim
there is a need for a buy-in framework that addresses market concerns and provides for an orderly
and effective remedy.

Discussion

It is expected that the CSDR mandatory buy-in regime will come into force sometime in
early 2019. Once there is finalization of the technical and implementing standards, and
closer to the eventual implementation date, it may be appropriate to conduct a further
review and consultation of the ICMA Buy-in Rules with a view to potential closer
alignment with the CSDR framework.

Prepared by Andy Hill, November 2016
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Annex 1
Extract of the ICMA Rules and Recommendations for the Secondary Market

Section 450 Buy-in

This section shall apply to all transactions governed by the Association’s rules
and recommendations.

With the exception of a transaction to be settled in euro, a business day for the
purpose of this section shall be a day when Clearstream, Euroclear and the cash
market of the currency in which the relevant transaction is to be settled are open
for business.

For a transaction to be settled in euro, a business day for the purpose of this
section shall be a day when Clearstream, Euroclear and TARGET are open for
business.

Rule 451 Buy-in notice

451.1 451.1.1 If a delivery is not made on the value date, the buyer shall
have the right to issue the seller a buy-in notice in writing.

451.1.2 Where a delivery has been refused through the fault of the
buyer or its clearing agent, the buyer shall have the right to
issue the seller a buy-in notice in writing on the business day
following the date on which instructions are corrected or re-
submitted as per rule 404.

451.1.3 The buyer shall not lose its right to issue a buy-in notice after
the expiration of the timing prescribed in this rule.

451.1.4 A pass-on situation exists where the seller is in turn a buyer
of all or part of a corresponding amount of securities from a
third party and passes on a buy-in notice in respect of those
securities to that third party.

451.2 A buy-in notice shall be issued before 10.00 a.m. London time on the
relevant date. Where a pass-on situation exists, a buy-in notice shall be
issued immediately upon receipt of the previous buy-in notice.

451.3 A buy-in notice shall state:

451.3.1 the buyer’s intention to close out the contract by means of a
buy-in;

451.3.2 the date, as determined by the buyer, when the buy-in will be
executed, which shall be five-at least four but not more than
twenty business days following the date of such notice; and

451.3.3 full details of the contract and the principal amount of the
bonds to be bought in+—and

the-buy—in.

451.4 A buy-in notice shall be in the following format:
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To the international securities settlements manager

We hereby give you notice of our intention to close out the contract
between us, of which details are given below, by means of a buy-in in
application of the Association’s buy-in rules. Unless delivery is made on
or before [{date — in accordance with sub paragraph 451.3.2]fifth-busi-
ness-day-follewing-the-date-of the buy—innetice), the date of execution
of the buy-in shall be that date.Fhefelowingfirmwillbeinstructed-te
effeetthe-buy-in—{buy-inagent):

The details of the contract between us are as follows:

trade date:
settlement date:
nominal amount:
security description:
price:

net amount:

delivery details:

Please inform us immediately if you have any disagreement.

451.5 Where a pass-on situation exists, the following wording shall be added
to the buy-in notice as given in paragraph 451.4:

This is a pass-on situation.
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Rule 454 Buy-in execution

454.1

454.2

On failure of the seller to effect delivery on or before the business day
preceding the date of the buy-in, the buyer shall, acting in good faith,
ms%ucuekthenb&y—m—ageﬂt—t&purchase on the buy-in day, in the best avail-
able market for guaranteed delivery on the normal value date, all or any
part of the securities._In executing the buy in, the buyer shall take into
account such factors as price, cost of the trade, the liquidity of the market
and size.

The buyer may hold the seller accountable for reasonable direct costs

strictly related to the buy-in execution.

In the event that a buy-in cannot be completed by-the buy-inagentinstructed-to
ef—feet—the—buy—m—on the buy in date speC|f|ed in the buy in notlce ’eh+s

Any—buy-in—agentthe buyer may complete the buy-in of the securities on any

subsequent business day until completed or until the-buyerretevesitof
ts—funections—asbuy-iragentsuch time as the parties agree to a settle-

ment of the trade subject to the buy-in. Such settlement may be in the
form of cash, alternative securities or in any other form as agreed by the

parties.

Rule 456 Partial delivery

456.1

456.2

456.3

While a buy-in notice is in force, or an incomplete buy-in is in force, a
partial settlement of the trade subject to the buy-in shall only be ef-
fected to the extent of any outstanding portion of the securities, pro-
vided that the seller must advise the buyer, in writing, 24 hours in ad-
vance of any partial delivery intended to be made on any execution date
of the buy-in.

Such securities received shall be deducted from the principal amount of
securities stated in the buy-in notice or from the balance of securities
still to be bought in.

Settlement as prescribed in this rule will take place against payment of
the pro rata countervalue depending on the terms of the original con-
tract.
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456.4 Partial deliveries shall not render the balance of securities still to be
bought in an untradeable amount.

Rule 457 Confirmation of buy-in execution

The buyer shall immediately on reeeipt-ofadvice-of-execution frem-of the buy-in
agent-notify the seller, in writing, of the quantity purchased and the price con-

execution.

Where a pass-on situation exists, a copy of the buy-in execution confirmation
must be passed on through the entire chain to the final defaulting member as
evidence of close-out proceedings. The price at which the buy-in is executed will
apply equally to all transactions closed-out.

One execution by-theneminated-buy—nagent-will satisfy the total chain.

Rule 458 Buy-in settiement

The money difference(s) between the original contract(s) and the close-out con-
tract, taking into consideration possible costs as per paragraph 454.2 andpessible
interest coupon due dates, shall be settled in each case between the seller and
the buyer without any delay.

Rule 459 Securities exempt from buy-in

The provisions of the buy-in procedure as set forth in this section shall not apply
to contracts for any issue of securities which has been entirely called for redemp-
tion.
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