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Introduction

On 15 August 2016, NZX released a consultation paper outlining proposed changes to the
Participant Rules. This followed an earlier discussion document published in late 2015 seeking
initial feedback on areas of review.

Following receipt of feedback on the proposed drafting of amendments to the Participant Rules,
relevant amendments will also be made within the Clearing and Settlement Rules and the
Derivatives Market Rules.

NZX received 9 submissions from interested parties on the proposed changes to the Participant
Rules. These submissions have been considered in the course of formulating the proposed
amendments to the Participant Rules. An exposure draft of the proposed amendments to the
Participant Rules was published in conjunction with this explanatory paper on [Monday, 28
November 2016].

Part one of this explanatory paper sets out the key changes NZX has made to the Participant
Rules in response to feedback received within submissions from interested parties. Part two of
this explanatory paper highlights the areas of feedback that NZX proposes to consider further at
a later stage and the additional work streams which are being progressed to support the
updated rules. Part three seeks feedback on the draft rules, implementation timeframes for
amended rules and in relation to the additional work streams.

A copy of this explanatory paper and the exposure draft of the proposed Participant Rule
amendments can be viewed here.

NZX thanks all those who have taken the time to submit on the consultation so far. NZX looks
forward to further feedback on the proposed amendments and feedback in relation to
appropriate implementation timeframes.

If you have any queries in relation to this explanatory paper or the proposed amendments to the
Participant Rules, please contact:

Hamish Macdonald
Head of Policy and Legal

Hamish.Macdonald@nzx.com

Phone: (09) 308-3701
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Part | — Key changes to the Participant Rules

Financial Advice

We have proposed amendments so that NZX's rules focus on the regulation of conduct in
relation to advising on transactions in financial products traded on NZX's markets, including by
amending the definition of Client Advising Participant. In order to address feedback received,
we have also included some specific carve outs for certain types of activity e.g. execution only
services, research analysts and investment banking. The amended rules also seek to
accommodate the provision of robo advice.

We have proposed a single status of NZX Adviser and therefore removed the separate NZX
Associate Adviser status. We need to consider appropriate transition arrangements for
individuals currently with the status of NZX Associate Advisor and we seek feedback on this
point now. We have proposed to retain separate designation for NZX Advisers and NZDX
Advisers.

These proposals have also been reflected in the proposed accreditation requirements, some of
the detail of which will be outlined in guidance which will be developed in early 2017. NZX will
seek feedback on this guidance in due course but welcomes any feedback now in advance of
examining these areas further.

We have reviewed the existing continuing obligations to ensure these cover the obligations in
relation to market conduct.

We have retained most of the existing requirements in relation to client agreements because
these are important in relation to the monitoring of market conduct, but we have sought to focus
on the market transaction related aspects of the rules.

We have included a broad requirement to have adequate arrangements for the management of
conflicts of interest that may arise in relation to the participant’s business.

See the amended definitions within Rule 1.1, including additional definitions in relation to the
carve outs within Rule 5.2, and general amendments to Rule 5. See also Rule 9.11 relating to
client agreements and Rule 15.11 in relation to conflict management procedures.

Operation of discretionary accounts and custody of client assets

We have removed NZX’s current requirements in these areas as proposed — see deletion of
Rules 9.9 and 18.15 and amendment to the related definition of Discretionary Account within
Rule 1.1.

Know your client obligations

We have renamed this section of the rules ‘Required Client Information’ and addressed
feedback to ensure that these focus on the key information that participants should know about
their clients from an operational perspective and information which NZX may need to access for
the purpose of monitoring compliance.
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See proposed amendments within Rule 9.

Control of broking offices

We have made amendments which seek to ensure adequate arrangements are in place for the
control of all broking offices while providing flexibility to NZX Participants to determine the
appropriate arrangements for their particular businesses. There are two basic obligations:

(a) Have in place appropriate management and supervision to ensure each Broking Office
conducts its Broking Business in accordance with the Rules and Good Broking Practice;
and

(b) Appoint an Employee who is appropriately qualified and experienced to have control and
oversight of each Broking Office or multiple Broking Offices.

We received some feedback that (b) above should not be necessary if (a) is being met.
However, NZX considers it important to have someone with responsibility for the functions of
each broking office and who NZX can engage with in relation to compliance matters.

NZX is open to more than a single employee having control and oversight of a Broking Office
where there are different functions performed within the Broking Office and will address this
point further in proposed guidance.

See proposed amendments to Rule 3.8.

Contract notes

We have included a definition of wholesale client (as defined in the FMCA), which will be used
for the purpose of the rules relating to sending of contract notes. A separate definition of
institutional client will continue to be used within the rules for other purposes.

There will no longer be a requirement to send written contract notes to wholesale clients, as
long as they are given the opportunity to elect to receive contract notes.

We propose to retain a requirement to send retail clients copies of contract notes but to
introduce more flexibility in terms of how retail clients can elect to receive these.

We have amended the delivery method for contract notes so that electronic delivery is the
primary method of delivery. However, all clients will continue to have the option to elect to
receive hard copy contract notes. We have sought to define electronic delivery broadly enough
to allow a standing facility form of delivery where the client selects this method. This recognises
the technical developments that have occurred, including the need for greater speed of delivery
with the introduction of T+2, and further technological developments.

We have not proposed amendments to any of the content requirements for contract notes.

See proposed amendments to Rule 15.17.
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International crossings

There was little support for the proposal we included within the consultation paper to introduce a
broader international transaction reporting requirement. The majority of feedback appeared to
support an outcome to remove entirely the requirement to report international crossings. Given
the feedback received, NZX does not plan to progress the outcome proposed in the consultation
paper and will instead seek further feedback from participants with a view to considering
removal of the current requirements in relation to international crossings from the rules.

We would first like to understand the impact of this proposed outcome a little better and to
engage with those participants (in the minority) who supported the proposed expanded
reporting requirement. We will seek to address this issue in early 2017 but given the feedback
received to date we do not consider it is appropriate to seek to make an amendment
immediately and therefore the status quo will be retained pending further feedback and
consideration.

Authority to Act as Primary Market Participant

We have proposed an overhaul in relation to the current process in this area. The current
process for requiring participants to seek authority to act on each and every new application for
listing and quotation is unnecessary given that NZX already has a process for accreditation of
participants, who are subject to ongoing obligations when carrying out their functions. We will no
longer require participants to send in forms each time they propose to act in relation to a
particular transaction but instead continue to impose obligations on participants when either
acting in their capacity as a Primary Market Participant generally or when appointed as an
Organising Participant.

We have reviewed the existing obligations within Rule 7.3 to amend or remove those obligations
which were either inappropriate or overlapped with other existing requirements.

An amendment will be required to NZX main Board Listing Rule 5.2.2(b) so that issuers are not
required to provide evidence of an Organising Participant receiving authority to act from NzZX.
We propose to review the Main Board Listing Rules in 2017 so will make this change as part of
that review. In the meantime, NZX proposes to issue a ruling so that this obligation can be met
by issuers if the appointed Organising Participant retains the necessary NZX accreditation to
carry out its functions under the Rules. NZX will publish on its website a list of NZX participants
and their relevant accreditations.

See proposed amendments to Rules 7.2 — 7.9.

Margin cover

We have amended the rules so that margin cover is not required where a participant is satisfied
that the relevant client has made arrangements to satisfy the settlement obligations relating to
the short sale before placing an order to short sell.
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See proposed amendments to Rule 15.8 and the definition of Short Sale at Rule 1.1.
Order records

We have proposed amendments to the rules to increase the requirements for order records in
relation to principal orders as outlined in the consultation paper.

We have not mandated the physical segregation of principal and client trading desks but NZX
proposes to update its current guidance note in relation to conflict management procedures and
will include additional guidance in relation to this issue.

We have carefully considered the feedback received in relation to the proposal to require voice
recording of client calls for institutional client and principal trading desks. NZX proposes to make
these changes but would like to receive additional feedback from participants before
determining appropriate timeframes for implementation of changes in this area and in order to
consider additional guidance regarding order records and conflicts management more broadly.
We also need to consider further appropriate retention times for voice records but we are
currently inclined towards a two year period, some of which may be retained within archive.

Voice recording of client calls is one option for providing evidence of client instructions and
conversations but NZX recognises that the issue needs to be considered more broadly i.e. in
the context of physical order records and also in the context of trading conduct and conflicts
management procedures generally. We therefore propose to consider the issue of voice
recording in the context of this broader review of existing guidance and to progress this change
within the rules as part of this work. To be clear, NZX still intends to introduce this requirement
but will first consider additional feedback on a suitable timeframe for implementation, record
retention and to consider its other guidance in this area.

See proposed amendments to Rules 10.3 and 15.11.2 — 15.11.4.

Disclosure of interests

We have not changed the existing requirement in the rules to disclose on contract notes where
they have acted as principal but have proposed a requirement to include this detail in the
confirmation of transactions provided to Wholesale Clients in whatever form is agreed with the
Wholesale Client.

We propose to remove the guidance that currently reduces this requirement, however, in
recognition that some participants will need to make system changes to accommodate this
change, NZX proposes not to enforce the requirements (outside of the current generic
disclosure) until 2018.

We have limited the definition of ‘Acting as Principal’ to limit its application so that it does not
apply to all prescribed persons because we consider this is too broad. We have removed the
separate definition of ‘Principal, Acting as’.

We propose to clarify in a guidance note on conflict management procedures that participants
can use suitable language on contract notes and in transaction confirmations such as “all or part
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traded as principal” and an explanation of this can be included in client terms and conditions.
NzZX will also recommend that the terms and conditions continue to include a generic disclosure
and be expanded to specify that there may be times where pre-trade disclosure of the
participant acting as principal will not be possible and is not required - for example, in respect of
orders placed by clients via DMA or in respect of any other “incidental crossing”.

See proposed amendments to Rules 10.3 and 15.11.

Employee and prescribed person trading

We have amended the definition of Prescribed Person so that it is limited to Employees, the
Immediate Family of Employees, and Family Companies or Family Trusts (as those terms are
defined in the Rules) of Employees or their Immediate Family, and renamed the section
‘Prescribed Person Trading’. We have amended the definition of Employees to clarify that it
includes Partners and Directors (but not Independent Directors) and reviewed all uses of
Employee within the rules. We have also included new definitions for Directors and
Independent Directors.

We have also amended the client order priority rules so that it captures trading on behalf of a
Prescribed Person and the Client Advising Participant Acting as Principal (or trading on its own
behalf, including anyone who controls or is controlled by the Client Advising Participant). We
have reviewed the use of the terms Employee and Prescribed Person throughout Rule 10.5 to
use only Prescribed Person unless a requirement is specific to Employees only.

We have also sought to amend Rule 10.5.1 so that it contemplates a Prescribed Person that is
not an Employee placing orders directly through an unrelated Employee as the current drafting
is confusing, and pre-supposes that all Prescribed Persons will always place their orders
through their related Employee.

In respect of IPOs and other Primary Market activity, we have amended Rule 10.5.3 to limit its
application to situations where the employing participant is actively involved in the transaction or
has some potential or perceived influence in respect of allocation of the issue. We have limited
the scope of Rule 10.5 to securities quoted on a market provided by NZX or a Recognised
Securities Exchange, whether the transaction occurs on or off market.

As there was no indication provided in the feedback that the application of Rule 10.5 was
inappropriate for Distribution and Underwriting Sponsors, we have not changed this
requirement.

We have amended Rule 10.5.11 to require participants to take reasonable steps to ensure:

(a) they do not operate an account for an Employee or Prescribed Person of another
participant; and

(b) where they employ staff, they take reasonable steps to ensure that their Employees and
Prescribed Persons do not have accounts with other participants.

In respect of products and services not offered by the employing participant, we have amended

the requirement for permission from NZX to a requirement to notify NZX where the employing

participant has agreed to allow the Prescribed Person to trade through another participant.

However, we propose to retain the permission requirement where the product or service is

available through the employing participant. The ongoing monitoring requirements, including

receipt of all contract notes and pre-approval, will remain in both situations.
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NZX proposes to provide guidance on what it views as “reasonable steps”, which will draw from
the proposals received in the feedback and include:

(@) Inclusion of questions and definitions in application forms to identify potential Employee or
Prescribed Persons of other participants, supported by terms and conditions requiring
notification from clients if they become a Prescribed Person of an NZX firm; and

(b) Training for Employees, including directly after commencement, with respect to the need to
conduct all trading through their employing participant, supported by internal policies
requiring Employees to notify the participant of any Prescribed Persons who they are aware
have accounts with other participants (so that the other participant can be notified of that if
required) and annual confirmations from Employees that they have declared all accounts
for themselves and their related Prescribed Persons.

We have not proposed any other general drafting amendments to these Rules as initially
proposed given participants will already be familiar with the general structure of the current
requirements and in order not to create any unintended consequences when seeking to
restructure or redraft requirements which are intended to remain substantively the same.

Capital adequacy

We have proposed a number of amendments to the capital adequacy provisions of the rules
which are based on the proposals explained in the consultation paper. We have amended the
notification requirements within the rules so that NZX can closely monitor those participants with
lower capital adequacy ratios and also to reduce the compliance obligations for those
participants with very strong capital positions.

To ensure an independent initial margin rate is applied for the purpose of Counterparty Risk
Requirement and Position Risk Requirement, we have introduced a definition for “Initial Margin
Capital Requirement” that will apply to three general classes of margined transactions to
determine the correct initial rate for:

a) Contracts traded on markets offered by NZX, for which the initial margin determined by
NzZX Clearing (CHO) will be applied;

b) Derivatives Contracts traded on other recognised F&O Exchanges, for which the initial
margin determined by that F&O Exchange will be applied; and

¢) Remaining Derivatives Contracts (e.g. OTC, Margin FX, etc), for which NZX will specify
standardised rates across the various products within guidance.

In respect of a) and b), we consider that the appropriate rate to be applied should be
determined by the relevant exchange. These initial margin rates are established on a risk based
approach for the relevant contract independently from the participant. In respect of c), NZX will
rely on the “Margin requirements for non-centrally cleared derivatives — published by BIS &
IOSCOQ” to form the basis for its standardised rates.

With respect to participants’ ability to reduce risk by holding collateral to net against the
unsettled derivative transaction’s PCE, NZX considers that the current Rule 19.7.2 allows
participants to reduce counterparty exposure where it is in possession of the counterparty’s
asset(s). Accordingly, NZX does not intend to amend this Rule.
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NZX proposes to clarify in guidance the manner in which additional collateral gathered above a
contract’s Initial Margin Capital Requirement (in the form of cash or the appropriate securities
lodged as collateral) can be used by participants to “reduce” the liability of a counterparty.

Surveillance tools

Feedback indicated that the benefits gained from surveillance should not outweigh the
continued primary use of CSNs for trading and settlement purposes. Therefore we do not
propose to make any changes to Rule 15.5 in respect of CSNs. We will maintain the existing
broad positions outlined in guidance (i.e. permitting entry of nominee CSNs and the use of
multiple (*“M”) identifiers), although these will be considered in more detail as part of updating
trading conduct guidance and we will continue to raise concerns if these practices are used
illegitimately because they are essentially concessions to the requirement that CSNs should be
entered for retail client orders.

We have amended the Rules (and will update Procedures) to require the flagging of trades by
Prescribed Persons and to set out all other currently required trading flags. This will ensure all
flags are identifiable and there is a central record of them.

Trades which are entered as multiple orders in the CSN field containing any component which
relates to employee trading will need to be flagged as an employee trade.

We will require NZX Trading Participants to periodically provide client reference numbers to
NZX's Surveillance team so that NZX can identify trading by wholesale clients. This has been
imposed as an obligation in Rule 15.5 and will be reinforced in guidance.

There was general feedback that existing rules in relation to DMA are not fit for purpose. These
rules have been considered more generally as explained in the following section.

In relation to the specific point of accessing reference codes for underlying clients of DMA
Authorised Persons, we will require participants to ensure that they can access this information
from DMA Authorised Persons (via enforceable provisions in DMA client agreements).

We will require that all NZX Dealers accessing the Trading System, whether directly or via third
party systems, such as Iress, are clearly identifiable. This will allow NZX to identify all trading
linked to particular NZX Dealers in order to monitor for potential market misconduct.

See proposed amendments to Rules 10.1 — 10.11 and 15.5.

DMA trading

We have removed the concept of Direct Principal Order Processing from the Rules and instead
imposed an obligation in Rule 10.8.1 that any DMA Orders that are intercepted by a filter must
be either rejected outright or referred to a Dealer to manage. We have also removed the
concept of a DMA Dealer, as there is no practical distinction with other Dealers.

We have deleted the definition of DMA Market Entry Test as this reference is obsolete. We have
not amended Rule 4.5.2 based on feedback indicating that this obligation is clear.

We have deleted Rule 10.9.1(b) and amended 10.9.1(c) to require participants to ensure DMA
Authorised Persons are made aware of how the order entry system operates and the relevant
Rules, as set out in 10.9.1(c)(i) and (ii).
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We have amended Rule 10.9 to specify that where a DMA Authorised Person is acting as agent
for underlying clients, the agreement required by Rule 4.2.3 must confirm that the DMA
Authorised Person has authority to act for the underlying clients, and an ability to request a copy
if required and for the NZX Participant to be able to request the identity of the underlying client
from their DMA Authorised Person to enable them to satisfy any specific request from NZX. We
will clarify the extent of this obligation within guidance i.e. how far “down the chain” an NZX
Participant must go.

We have reduced the level of detail which is required in a DMA Authorised Person Register via
amendments to Rule 10.11.1. We have included a new requirement for lodgement of a new
application for each new DMA system.

Other amendments

We have included a range of other minor amendments and tidy ups to the rules in order to
improve small errors with the current rules or to address particular areas of feedback. Given that
many of these are very minor these have not been explained individually but some of the more
significant changes, including those the subject of specific feedback, are briefly summarised
below:

¢ Deletion of the reference to the Fidelity Guarantee Fund, which is no longer operated by
NzZX

e Amendment of the permissible tick sizes within the Rules to reflect current accepted
practices

¢ Deletion of Rule 10.18 relating to Arbitrageurs, which does not seem to serve any useful
purpose currently

e Amendment of Rule 15.18 in accordance with feedback, to clarify the need to take
reasonable steps to inform the clients and to only act either on client instructions or as
otherwise permitted by legislation.

e Amendment to Rule 15.16 to exclude orders placed by clients using DMA from this
requirement as the NZX Participant is unaware of these orders until they are already in
the Trading System.

e We propose to provide guidance on NZX's view of good broking practice in respect of
the client order priority requirements that gives consideration to the approach taken in
ASX MIRs 5.1.3 to 5.1.6 and how the considerations in these rules are applicable to the
NZX market.

e NZX recognises the validity of the arguments raised by respondents that question the
ongoing need for a prohibition on short selling where a takeover notice has been
received by NZX, including the regulatory arbitrage opportunity that it creates in respect
of dual listed securities. On this basis, we have removed the restriction on short selling
where a takeover notice has been received by NZX by deleting Rule 10.12.4.

e NZX does not propose to amend Rule 10.12 to include the requirement that all short
selling be reported as a short sale by the use of the designated flag in the Trading
System, as this will be covered by the changes to Rule 10.1 that are set out in the
Surveillance tools section that covers trading flags more generally. However, we intend
to retain the short sale flag requirement that is already in place and is set out in
Guidance Note 16/08 — Reporting short sales.
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Part Il — Areas for further development

Amendments to Clearing and Settlement Rules and Derivatives Market Rules

As noted previously, NZX intends to make amendments to the Clearing and Settlement Rules
and Derivatives market Rules to reflect the proposed changes to the Participant Rules. The
amendments to the Clearing and Settlement Rules will seek to replicate the changes to the
capital adequacy amendments in the Participant Rules. The amendments to the Derivatives
Market Rules will seek to replicate the proposed changes in the following main areas:

Financial advice

DIMs

KYC

Contract notes

Order records, including voice recording in due course
Disclosure of interests

Employee and prescribed person trading
Capital adequacy

Surveillance tools

DMA access and surveillance

Complaints, as part of ‘other amendments’

These amendments will be made once feedback is received to the current exposure draft of the
Participant Rules but the intention is to seek to implement changes to all three rule sets at the
same time.

Rule changes
As noted above, these are some areas where additional changes to the rules will still need to be
progressed. These are primarily:

¢ International crossings — NZX is currently inclined to remove entirely the current
requirements in this area based on the feedback received to the consultation paper.
However, given this would be a significant departure from the proposal outlined in the
consultation paper, and current practice, NZX would first like to engage further NZX
Participants on these issues.

o Given the significant issues with application of the current requirements, we
would still propose to make amendments to the rules in this area as part of the
current review process (i.e. in the first half of 2017) but will first engage further
directly with participants on this issue to consider the issues more fully.

e Voice recording of institutional client calls and principal desk calls - this is an issue which
the FMA in particular would like to see addressed. We propose to continue with this
proposal but we acknowledge that NZX Participants may need longer in order to get
ready for a proposed new requirement in this area. We therefore seek further feedback
from NZX Participants on how much time would be needed in order to meet a new
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requirement in this area. We would also like to consider this issue more broadly in the
context of additional guidance NZX proposes to make on trading conduct, order records
and conflict management procedures.

Updated forms

NZX is in the process of updating all of the forms currently used within the rules to modernise
the existing requirements and to reduce unnecessary forms and requirements. This will include
a move away from statutory declarations, which are currently required in some situations, to the
use of undertakings. These changes will result in a renumbering of the current appendix
references contained in the rules. However, the revised numbers are not yet reflected in the
current exposure draft. We propose to have new forms available at the same time as amended
rules come into effect.

Updated guidance

NZX is also in the process of updating its guidance notes to support the proposed amended
Rules. Much of the existing guidance has not been updated for some time or needs to be
developed further in order to reflect current practices. A number of amended rules refer to
proposed additional guidance and therefore NZX intends to have updated guidance in place in
time for amended rules to come into effect.

We have identified that the most significant areas of updated guidance relate to trading conduct
generally and conflicts management. However, updated guidance is also contemplated in
respect of prescribed person trading, capital adequacy and financial advice. We propose to offer
NZX participants an opportunity to comment on those areas of proposed guidance of most
significance before amended guidance notes are finalised and put in place.

This process will commence with release of a proposed updated guidance note on trading
conduct practices which NZX intends to share with NZX Participants for feedback prior to
Christmas. This guidance note has been progressed as a matter of priority given its importance
to NZX’s regulatory regime.

Part Ill — Feedback sought and implementation plans

We seek feedback on timing for implementation of the proposed amendments to the Rules.
Once feedback is received to the exposure draft, final amendments will be made and drafting in
respect of the Clearing and Settlement Rules and Derivatives Market Rules will be addressed.
We will then need to make application to the FMA for approval of proposed amendments, which
is an up to 40 working day approval period. NZX therefore expects that proposed amendments
could only come into effect by 30 April 2017 at the earliest, but it may be that NZX Participants
would like more time, please let us know.

NZX proposes to engage in relation to updated guidance as discussed above within the
proposed implementation timeframe so that updated guidance is in place in time for amended
rules to be in effect.
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Feedback questions

1. Do you have feedback on the proposed rule amendments? Please provide feedback by
reference to the relevant rule references.

2. What is an appropriate time frame for amended rules to come into effect? Note NZX will
address amendments to the Clearing and Settlement Rules and Derivatives Market
Rules at the same time.

Financial advice

3. What are appropriate transition arrangements for individuals currently with the status of
NZX Associate Advisors?

4. What should be the key matters NZX seeks to address in guidance to support the
proposed updated NZX Rules relating to financial advice?

International crossings

5. Would participants support an outcome for removal of the current international crossing
reporting requirement in its entirety?

Voice recording

6. What is an appropriate time frame for participants to have updated systems in place in
order to meet a new requirement for recording of landline calls to institutional and
principal trading desks?

7. Would participants have any significant issues with retaining voice records for 2 years
(some of which may be maintained in archives)?
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