[ A5 INTRODUCED IN THE NATIONAL ASSEMBLY]

A
BILL

to pravide for enforcement of netiing rights and collateral urrangements

WHEREAS it is expedient to provide for effective measurcs to enable parties to financial

arrangements to terminate and enforce such arrangements in case of termination events, bankrupiey,

insolvency or otherwise as per their respective rights and obligations under the netting agreement or

collateral arrangement and further to provide for matters connected therewith and incidental thereto;

It is hereby enacted as follows:-

1. Short title, extent and commencement.- {1) This Act shall be called the Netting of Financial

Arrangements Act, 2028

(2) It extends to the whole of Pakistan.

{3) It shall come into force at once.

2. Definitions.- In this Act, unless therc is anything repugnant in the subject or context,-

(1)

(i)

(i)

(iv)

(v)

{vi)

“centralized exchange” means a licensed securities exchange, a futures exchange or any
other exchange regulated by the Commission;

“collateral-provider™ means the party required to provide or providing coliateral to another
party under a financial collateral arrangement,

“collateral-taker™ means the party to whom collateral is required to be provided or is provided
under a financial collaleral arrangement,

“Commission” means the Securities and Exchange Commission of Pakistan established under
the Securitics and Exchange Commission of Pakistan Act, 1997 (XLII of 1997);
"enforcement event” means an event of default or close-out, or any event as agreed between
the parties, on the occurrence of which, under the terms of a financial collateral arrangement,
ot by operation of faw, the collateral-taker is entitled to realize, enforce in respect of or
appropriate margin, collateral, security or other credit enhancement, including setting off or
netting out the value of equivalent financial collaterai under a title wransfer financial collateral
arrangement;

“eguivalent financial collateral” includes-

{a) in refation to cash. a payment of the same amount and in the same currency; and




(vii)

(viiiy

(ix)

(x)

(xi)

{#)] in relation to financial instruments, financial instruments of the same class and of
the same nominal valug, currency and description, or where the financial collateral
arrangement provides for the transter of other assets following the occurrence of any event
relating to or affecting any financial instruments provided as financial collateral, such other

assets;

“financial collateral” means any of the following that secures payment for performance of an

obligation in respect of a financial arrangement, namely:-

{a}  cash or cash equivalents in any currency;

{b)  securities, a securities account or a securities entitlement;
{c) financial instruments;

{d) futures agreement or futures account;

(e} guarantees, ierters of credit and obligations to reimburse; or

{fy any other asset commonly used in the financial market as a collateral;

“finapcial cellateral arrangement™ means any margin, collateral or security arrangement or
other credit enhancement related to or forming part of a nefting agreement or one or more
qualified financial arrangements to which a netting agreement applies, including, without

limitation,-

(&) autle transter financial collateral arrangement;
{b) a security financial collateral arrangement; or

(c) any guarantee, letter of credit or reimbursement obligation by or to a party to one
or more qualified financial arrangements, in respect of those qualified financial

arrangements or in respect of a netting agreement,

“financial instrument” means -
{a) shares in companies or other equivalent securities;

(b) bonds, sukuk or other forms of instruments available in the market or traded on a

centrzlized exchange;

(¢} units or shares in an investment fund; or

(d) any other simitar conventional or Shariah compliant instruments;
“insobvent party” means a party declared insolvert by a competent court of law or in relation
to which an insolvency proceeding has been instituted;
“insolvency proceeding” includes winding up proceedings or reorganization measures, by

whatever name called, or 2ny similar proceedings under the applicable laws;
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(xH)

(xiii)

(xiv)

{xv)

“liguidator™ means an insolvency professional appointed in an insolvency proceeding, and
includes any administrator, receiver, trustec or other person or entity which administers the
affairs or assets of an insclvent party during an insclvency proceeding;

“master agreement” means an agreement providing for the exercise of rights, including rights
of, or to effect netting, set-off, liquidation, termination, acceleration or close-out in respect of
all or any transactions to which such agreement relates or in respect of any present or future
payment or delivery obligations or entitlements arising under or in connection with all or any
such transactions or such agreement. including one or more qualified financial arrangements
entered into by the parties, including any such agreement which provides that it constitutes a
single agreement between the parties in relation to such transactions;

“Minister” means the Minister-in-charge of Finance Division;

“netting™ means the occurrence of any of the following, namely:-

(a)  the termination, close-out or acceleration of any payment or delivery obligations or
entitlements under one or more qualified financial arrangements to which a netting
agreement applies;

(b}  the determinatior er estimation of a value in respect of each obligation or entitlement
terminated or accelerated as per sub-clause {a);

(¢)  the conversion of determined or estimated values as per sub-clause {b} into a single

Currency,; or

(d)  the set-off or netting out of any valucs determined as per sub-clause (b), as converted

as per sub-clause (c).

(xvi) “netting agreement” means an arrangement in the nature of -

(xvii)

{xviii)

{xix)

(a) a masier agreement or other agreement between persons that provide for netting,
including close-oul netting
(b} an agreement that provides for the netting of amounts due under two or more netting
agreements; and
(c) financial collateral arrangements relating 1o or forming part of a netting agreement
of the kind referred to in sub-clause (a) or (b) ;
“obligations™ means monetary and non-monetany obligations;
“over the counter financial agreement, contract or transaction” means any agreement,
contract or transaction negotiated directly between twa or more parties without the
involvement of any centralized exchange;
“party” means a legal person constituting one of the parties to a netting agreement, a qualified

financial arrangement or a financial collateral arrangement;
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(xx) “person” includes an individual, partnership, corporation, incorporated association,
cooperaiive society, regulated entity, or any other body corporate whether organized under the
laws of Pakistan or under the laws of any other jurisdiction, and any unit or political sub-
division of central or regional government, and any international or regional developinent tank

or other international or regional organization,

{(xxi) “qualified financial arrangement™ mcans any over the counter or privately negotiated
financia. agreement, contract or transaction. including any terms and conditions incorporated
by reference in any such financial agreement, contract or transaction, under which payment or
delivery obligations are due to be performed at certain time or within a certain pertod of time

as specified in the First Schedule .

(xxit) “reorganization measures” means mcasures which involve the appointment of an
administraior or any other measure taken by the relevant authority for the reorganization of a

person oF a person's obligations under insolvency laws;
(xxii) “Schedule” means a schedule to this Act;

(xxiv) “security financia} collateral arrapgement” means an arrangement under which a collarcral-
provider provides financial collateral subject to a security interest te the collateral-taker or for
the benefit of such collateral-taker;

(xxv) “security interest” means any legal or eyuitable interest or any right in security created or
otherwise arising from a security, including a pledge, a mortgage or a charge;

(xxvi) “Shariah compliant” means any contract or arrangement made in accordance with the
principles of Shariah determined and approved by the relevant authority under the related
provisions of applicable laws, directives, instructions or regulations 1ssued from time 10 time

by the State Bank or the Commission or by any authority under the applicable laws; and

(xxvii) “State Bank” means the State Bank of Pakistan established under the State Bank of Pakistan
Act, 1956(XXXIIl of 1956);

(xxviii) “title transfcr financial collateral arrangement” means a margin, collateral or security
arrangement related to a netting agreement or to one or more gualified financial arrangements
based on the wansfer of title to collateral, whether by outright sale or by way of sccuriry,
inciuding, without limitation, a sale and repurchase agreement, securities lending agreement,
securities buy-back or sell-back agreement, or an irregular pledge; and

(xxix) “winding up proceedings™ means proceedings initiated in court or any other authority under
any law {o wind up a company, bedy corporate or entity or voluntary winding up.

(2) A word or expression used in this Act and not defined shall have the same meaning as is assigned
thereio in the Companies Act, 2017 {Act No. X1X of 2017) or the Securities and Exchange Commissior
of Pakistan Act, 1997 (Act No. XL11 of 1997}



3. Application: The provisions of the Act shall apply to the qualified financial arrangements made
between the parties wherc at least one of the parties is regulated by the State Bank of Pakistan or the Commission

or is established under any Federal law or incorporated under the company law.

4. Netting agreement and financial collateral arrangement.- (1} A netting agreement and financial
collateral arrangement shall respectively be a netting agreement or, as the case may be, financial collateral

arrangement, if these contain provisions or clauses relating to qualified financial arrangement.

{2) For the purpose of this Act, a netting agreement shall be deemed to be a netting agreement,
notwithstanding the fact that such netting agreement contains provisions or ¢clauses relating to agreements or

transactions that are not qualified financial arrangements:

Provided that it relates to or made in connection with agreements or transactions which fail within the
definition of qualified financial arrangement and in such a case the provisions of this Act shall apply only to the
extent of the provisions or ¢lauses which forrn part of the qualified financial arrangements:

{3) For the purposc of this Act, a financial collateral arrangement shail be deemed to be such an
arrangement, notwithstanding the fact that such financial collateral arrangement contains provisions or clauses
relating to agreements or transactions that are not petting agreements or qualified financial arrangements;

Provided that it relates to or is made in connection with agreements or transactions which fall within the
definition of netting agreements or qualified financial arrangements and in such a case the provisions of this Act
shall apply only to the extent of the provisions or clauses which form part of the qualified financial
arrangements;,

{(4) For the purpase of this Act, a netting agreement and all qualified financial arrangements entered into

thereunder or 1o which such netting agreement relates shall constitute a single contract.

S. Enforceability of netting agreements and financial collateral arrangements.- Save as otherwise
expressly provided in this Act, the provisions of a netting agreement and of a financial collateral arrangement
shall be enforceable in accordance with the terms stated therein, and may not be staved, avoided or otherwise
limited by any action taken or power exercised by the liquidator or anyone authorized under any insolvency

faws or any other law.

6. Limitation on obligation to make payment and delivery.- After commencement of insolvency
proceedings in relation to any party to a netting agreement, the only obligation, if any, of either party to make
payment or delivery under the netting agreement in respect of ali rights and obligations subject to the application
of close-out netting shall be its obligation to pay a net amount to the other party as determined in accordance

with the terms of such netting agreement.
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7. Limitation om right to receive payment and delivery.- Afier commencement of insolvency
proceedings in relation to any party to a netting agreement, the only right, if any, of either party to receive
payment or delivery under the netting agreement in respect of all rights and obligations subject to the application
of netting shall be equal o its right to receive a net amount from the other party as determined in accordance

with the terms of such netting agreement.

8. Pre-emption.- No stay, injunction, avoidance, moratorium, or similar proceeding or order, whether
issued or granied by a court, administrative agency, liquidator or otherwise, shall limit or delay application and
enforcement of netting agreements and financial collateral arrangements in accordance with sections 4, 5 and

6 of this Act.

9. Limitation of powers of the liquidator.- [n case of an insolvency proceeding in relation to any party
to a netting agreement or financial collateral arrangement, any powers of the liquidator to assume or to repudiate
individual contracts or transactions shall not prevent the termination or close-out netting, as the case may be,
acceleration of any payment or delivery obligations or entitlements under one or more qualified financial
arrangements to which the netting agreement applies and shall not prevent enforcement of the terms of, and

enforcement in respect of any collateral under, such financial collateral arrangement.

10. Limitation of insolvency laws prohibiting set-off.- The provisions of a netting agreement that
provide for the determination of net balance of the amount calculated in respect of paymeni or delivery
obligation under one or more qualified financial arrangements to which the netting agreement applies shall have
effect notwithstanding anything to the contrary provided in the insolvency laws or any other law for the time

being in force.

11. Realization and liguidation of collateral.- Unless otherwise agreed by the parties, the terms of a
financial collateral arrangement shali take effect or occur, and may be enforced, including through realization,
enforcement in respect of or appropriation of collateral in accordance with the terms of such arrangement,

without any requirement of prior notice, consent or approval of any person or authority concerned.

12. Enforceability of qualified finaneial arrangement.- (1) A qualified financial arrangement and any
netting agreement or financial collateral arrangement relating to any qualified financial arrangement shall not
be void or unenforceable and its validity shall not be called in question by any person in any court on the ground
that any of its provisions is in conflict with the applicable laws of insolvency or any other law, unless otherwise

provided in this Act,

(2} If, at the time a person enters into a qualified financial arrangement, the person is satisfied that the
arrangement is Shariah-compliant, the person may not subsequently aveid or challenge the arrangement on the

basis that the arrangement is inconsistent with Shariah,
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13. Powers to notify gualified financial arrangement.- The Minister, on recommendation of State
Bank, with the concurrence of the Commission in writing and by notification in the official Gazette, may further
add or remove such agreement, contract or transaction as qualified financial arrangements to or from the list of

agreaments defined under the Schedule :

Provided that the removal of an agreement, contract or transaction shall not affect any such agreements,

contracts or transactions entered into before the removal takes effect.

14.  Overriding effect.- The provisions of this Act shail prevail notwithstanding anything to the contrary

contained it insotvency laws or any other law for the time being in force:

Provided that-

{a) the Securities Act, 2015 (III of 2015), the Futures Markets Act, 2016 (XIV of 2016}, the
Central Depositories Act, 1997 (XIX of 1997} or the Securities and Exchange Commission
of Pakistan Act, 1997 (XLII of 1997) along with rules and regulations made thereunder
shall, mutatis mutandis, apply; and

(b) nothing in this Act shall have effect on any function or activity being carried out on a licensed
securitics exchange or futures exchange or ciearing house including but not limited to
settlermnent, execution or netting of contracts, unless otherwise prescribed by the Commission

and subsequently notified under section 12 of this Act.

15. Power to make rules.-The Federal Government may, by notification in the official Gazette, make

rules for carrying out the purpeses of this Act.

16. Power to make reguiations.- In addition to the powers conferred by any other provision under this
Act, the State Bank and the Commission, in consultation, may by notification in the official Gazette make

regulations for carrying out the purposes of this Act in respect of internal matters.

17.  Removal of difficulties.- If a difficulty arises in giving effect to any provision of this Act, the Federal
Government may make such order, not inconsistent with this Act, as may be necessary for removal of such

difficulty.



Schedule —
Qualified Financial Arrangements

{see sections 2{xxiti} and 12]

Qualified financiat arrangement may, without limitation, include:

(i}
(i)
(iii)
{iv)
{v)
(vi)
(vii)
{viii)
(ix)

)

(xi}

{xii})
(xiii)
(xiv)
(xv)
(xvi)
{xvii}
{xviii}
{xix)
(xx)

(xxi)

a currency, cross-currency or interest rale, swap agreement;

a basis swap agreement;

a spot, future, forward or the foreign exchange agreement;

a cap, collar or floor transaction;

a commodity swap;

a forward rate agreement;

a currency or interest rate future;

a currency or interest rate option;

equity derivatives, such as equity or equity index. swaps, equity options and equity index
options;

credit derivatives, such as credit default swaps. credit default basket swaps, total return swaps
and credit default options;

energy derivatives, such as electricity derivatives, oil derivatives, coal derivatives and gas
derivatives;

weather derivatives, such as weather swaps or weather options;

bandwidth derivatives;

freight derivatives,

carbon emissions derivatives,

spot. future, forward or other commeodity contract;

a repurciase, reverse repurchase or other similar financing agreement;

an agreement to buy, sell, borrow or lend securities, such as a securities lending transaction;
a title transfer collateraj arrangement;

an agreement to clear or settle securities transactions or to act as depository for securities;

a commaodities contract



{xxii}

{xxiii}

{xxiv}

(o)

any other agreement similar to any agreement or contract referred to in sub-clauses (i) to
(xxi) with respect to reference items or indices relating to (without limitation) interest rates,
currencies, commodities, energy products, electricity, equities, weather, bonds and other debt
instruments and precious metals;

any derivative or option in respect of or combination of one or more agreements or contracts
referred to in sub-clauses (1) to (xxii};

any Shariah compliant financial contract or arrangement or undestaking or transaction.

any other agreement, contract or transaction notified as such under section 12 of this Act
except which are traded or executed on a centraiized exchange or clearing house under the
Securities Act, 2015 (111 of 2015), the Futures Maskets Act, 2016 (XIV of 2016), the Central
Deposttories Act, 1997 (XIX of 1997) or Securities and Exchange Commission of Pakistan
Act, 1997 (XL1I of 1997} along with its rules and regulations framed thereunder shall not be

considered as qualified financial arrangements uniess notified under section 12 of this Act;

*FR Rk ko Rk kR
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STATEMENT OF OBJECTS AND REASONS

Over the years, the development of domestic financial markets in Pakistan has
led to the introduction of innovative financial products and increased bitateral
exposures of banks and other financial market participants. The compiexities
introduced by such new products and increased bilaterai exposures of the banks,
require adoption of laws that could prevent and reduce risks in the financiai system.

2. in this regard, the financial services industry typically use contractual rights of
set-off and netting arrangements to not only to reduce such risks, but alsc to efficiently
utilize credit, thus ensuring optimal use of regulatory capital. In Pakistan, such netting
arrangements are established bilaterally between the counterparties to the financial
contracts through privately negotiated agreements or standardized agreements used
globally, like International Swaps and Derivatives Assocciation (ISDA) Master
Agreements. However, enforceability of such netting rights under such agreements. in
case of a termination event, bankrupicy or insclvency proceedings are not always
certain, and an absence of a clear law obstructs the development of not cniy the
domestic financial markets, but also becomes restrictive for international financial
counterparties to transact with local counterparties.

3. The proposed law removes any uncertainty in enforcing the netting rights in
case of a termination event, bankruptcy, or insoivency proceedings, limits the powers
of the liquidators to prevent any cherry picking of qualified financial arrangements,
which fall under the ambit of netting provisions, and allows financial coliateral
arrangement under such netting rights. Once the law is enforced, the qualified financial
arrangements will always be settled on the basis of ‘netting' in the presence of the
netting agreement.

4. The Netting of Financial Arrangements Bill is designed to achieve the
aforementioned purposes.

A PR
Ao e S
i )

Senator Muhammad Aurangzeb
Minister for Finance and Revenue
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