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I. Preface

| welcome the opportunity to provide comments on the March 2011
consultative report on Principles for financial market
infrastructures issued by the CPSS and the technical committee of

the I0OSCO.

In contemplating the Financial Crisis, the international communities
have reached many conclusions. The consultative report of
Principles for financial market infrastructures will play an
important role in the sustainable development of international
financial market. Unfortunately, although the report covers many
principles related directly or indirectly to financial market
competition, it neglects the indispensable role of the Financial
Competitive Regime (FCR) in the financial market

infrastructures.

This article provides comments and suggestions on pertinent
materials in the consultative report from the FCR perspective, and
introduces briefly Chinese FCR. It is hopeful that the CPSS and the
technical committee of the IOSCO can consider them in issuing the

final document of Principles for financial market infrastructures.
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I1. Overview of Principles and Responsibilities

There are many principles in FMI closely correlated with the
competition, which can be guaranteed by the implementation of the

FCR.

Legal basis in principle 1 should specify the FCR as the legal basis.
Public interest in principle 2 should include financial market
competition ensured by the FCR regime. Concentration limits in
principle 5 can be adjusted effectively by enforcing the FCR, which
may weaken the high concentration of credit in specific industry, so
as to diversify credit risk. Wind-down and reorganisation in
principle 15, generally as the aftermath of competition, require
regulation in the manner of the FCR. Access in principle 18 is one of
the key components of the FCR because it provides explicit access
conditions for eligible entities to enter financial market. Efficiency
in principle 21 is usually caused and enhanced by competition.
Communication in principle 22 would be hindered from
anti-competitive practices, such as collusion and abuse of dominant
position. Disclosure of rules and procedures in principle 23
contributes to the transparency enhancement resulting in the

promotion of financial market competition.
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1. Introduction

1.1. Public policy objectives: safety and efficiency

Footnote 15 describes “...competition policy... investor or
consumer protection... are generally beyond the scope of this and
previous reports.”

Comment: Actually, in order to guarantee safety and efficiency in
the financial industry, it is necessary to change the approach to
achieve public policy objectives, e.g. the implementation of the FCR
to foster the financial competitive culture. Not only can the effective
enforcement of such regime guard against the occurrence of

too-big-to-fail institutions and assure the financial security®, but also

it may increase the market efficiency.

1.2.  Achieving the public policy objectives

Paragraph 1.16 describes “In addition, factors... may limit
competition. ...excessive competition between FMIs does not lead
to a competitive lowering of risk standards.”

Comment: In order to avoid the competitive lowering of risk

standards, the FCR with uniform standards should be established at

1 Zhen Li, “Response to Basel Committee's Consultative Proposals to Strengthen the Resilience of the Banking
Sector from Financial Competitive System Perspective”, April 2010. Available at:
http://www.bis.org/publ/bcbs165/zhenli.pdf

Zhen Li, “Response to Basel Committee's Consultative Document of Countercyclical Capital Buffer Proposal
from the Perspective of Financial Competitive Regime”, September 2010. Available at:
http://www.bis.org/publ/bcbs172/zhenli.pdf
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the international level.

1.3. Scope of the principles for FMIs

Paragraph 1.19 describes “...some principles establish a minimum
requirement to ... provide for a level playing field.”

Comments: Most of these principles keep close relationship with

the regulatory areas of the FCR, such as access and exit.



2. Overview of key risks in financial market infrastructures

2.1. Centralised activities

Paragraph 2.1 describes “By performing centralised activities,
however, FMIs concentrate risks and create interdependencies
between and among FMIs and financial institutions.”

Comment: These interdependencies, based on strong effect of
network in financial market, require sufficient regulation. The FCR
acts as an effective method to avoid monopoly and anti-competitive

practices within FMIs and their participants.

2.2. General business risk

Paragraph 2.7 describes “Such impairment may be a result
of...ineffective response to competition....”

Comment: Such competition might come true legitimately under

the FCR.



3. Principles for financial market infrastructures

3.1. Principle 1: Legal basis

Paragraph 3.1.2 describes “In some cases, competition, consumer,
and investor protection laws and regulations may also be relevant.”

Comment: International communities should break through the
restriction from traditional financial legal system, and further
introduce the FCR. Because it may preserve effective financial
market competition and protect the legal rights and interests of
consumers and investors.

Paragraph 3.1.5 describes “The legal basis should clearly define
the rights and interests of ....”

Comment: The rights and interests should include those for
potential entrants to take part in financial market competition.

Paragraph 3.1.11 describes “...an FMI could apply activity limits
and, in extreme circumstances, restrict access....”

Comment: Activity limits and access restriction would undermine
the competitive balance within and among financial markets. As a
result, in the course of determining how to take the above actions,
regulatory agencies should thoroughly evaluate the anti-competitive

effect caused by the practices.



3.2.  Principle 2: Governance

Key consideration 2 describes “objectives...explicitly support
financial stability and other relevant public interests.”

Comment: Financial competition should be explicitly supported
in the Principle 2 as well.

Paragraph 3.2.2 describes “Supporting the public interest is a
broad concept that includes fostering fair and efficient markets”.

Comment: The competition guaranteed by the FCR promotes the
establishment of fair and efficient markets.

Paragraph 3.2.6 describes “Where there is competition with
private-sector systems, a central bank should also be careful to ...
avoid its misuse”

Comment: It is essential to preclude any provision of competitive
advantage to a central bank over private participants in FMI, and to
strictly enforce the FCR to prevent a central bank from abusing
dominant position and avoid competitive distortion in financial
market.

Paragraph 3.2.9 describes “Conflicts of interest include, for
example, circumstances in which a board member has material
competing business interests with the FMI”.

Comment: Such competing business interests require the

modification by executing the FCR.
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3.3.  Principle 3: Framework for the comprehensive management of
risks
Paragraph 3.3.2 describes “Typically these include legal risk....”

Comment: Especially the legal risk to violate the FCR.

3.4. Principle 5: Collateral

Concentration limits of collateral

Comment: Along with the implementation of exit rule, the
enforcement of the FCR can mitigate the excessive concentration in
financial market, and prevent the emergency of too-big-to-fail
institutions, which may reduce financial institutions’ incentives to
concentratedly hold certain collateral from the very beginning, and

furthermore reduce the possibility of moral hazard.

3.5.  Principle 7: Liquidity risk
Paragraph 3.7.7 describes “...seek to manage or diversify...liquid
resources to avoid an excessive concentration with one entity”.
Comment: One of the key sources of excessive concentrated
financial risk lies in the excessive or high concentration in the
financial industry, which can be avoided or minimized by effectively
implementing the FCR as an innovative method.

Paragraph 3.7.14 describes “Stress testing should be performed ...

—8—



when the size or concentrations of positions held by its participants
increase significantly.”
Comment: Besides stress testing, the competitive review should

be conducted periodically.

3.6. Principle 9: Money settlements

Paragraph 3.9.5 describes *“...through the use of multiple

commercial settlement banks and the use of concentration limits.”
Comment: The objective of both uses is to decrease excessive

and high concentration, which falls into the regulated scopes of the

FCR.

3.7. Principle 14: Segregation and portability

Paragraph 3.14.4 describes *“...protects the interest of a
participant’s customers and achieves a high degree of legal certainty
under applicable law”.

Comment: By enforcing pertinent regime to maintain financial
market competition is an effective tool to protect the interest of a
participant’s customers. Therefore, legal system to strongly advocate

and rigorously supervise financial market competition should be

established.?

2 In the second session of 11" NPC in March 2009, Deputy Yang Xiaoping submitted Proposal on Establishing
Financial Competitive Supervision. The registered number of proposal is 8003 (2009).
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3.8. Principle 15: General business risk

Paragraph 3.15.1 describes “...an ineffective response to
competition....”

Comment: Such competition should be performed legitimately

under the FCR.

3.9. Principle 17: Operational risk

Access

“In general, an FMI should establish appropriate access
policies....”

Comment: In practice, access policies consist in the scopes

regulated by the FCR.

3.10. Principle 18: Access and participation requirements

Key consideration 1 and key consideration 3 describes “fair and
open access” and “orderly exit” respectively.

Comment: Access to and exit from the financial market are key
components of the FCR.

Paragraph 3.18.2 describes “Fair and open access to FMI services
encourages competition among market participants...”, and “As a
result, participation in an FMI may have a significant influence on

the competitive balance among market participants”.



Comment: Fair and open access requirements to FMI are
embodied in the FCR, the implementation of which will preserve the
competitive equilibrium in financial market.

Paragraph 3.18.4 describes some requirements for TRs’ behaviors.

Comment: These behaviors are rigorously regulated under the
FCR.® For example, non-compete employment agreement widely
applicable in financial institutions is a case in point.

Paragraph 3.18.5 describes “... possible conflicts of laws ....”

Comment: It requires execution of the FCR with uniform
standards and in an international playing field.

Paragraph 3.18.6 describes “...should not discriminate unduly...”,
and “...introduce competitive distortions”.

Comment: Discrimination and distortion are those areas
governed by the FCR.

Footnote 112 describes “Antitrust”.

Comment: It is necessary to consider incorporating antitrust into
the current financial system, and eventually establish the Financial
Antimonopoly Regime.*

Paragraph 3.18.7 describes “... the balance between open access

3 Zhen Li, “Response to Basel Committee's Consultative Document on Range of Methodologies for Risk and
Performance Alignment of Remuneration from Financial Competitive Regime Perspective”, December 2010.
Available at: http://www.bis.org/publ/bcbs178/zhenli.pdf

Zhen Li, “Response to Basel Committee's Consultative Document on Pillar 3 disclosure requirements for
remuneration from Financial Competitive Regime Perspective”, February 2011. Available at:
http://www.bis.org/publ/bcbs191/zhenli.pdf
4 Zhen Li, “Optimizing Chinese Anti-Monopoly Law in Financial Industry-Lessons from Lloyds Banking Group
Merger and Acquisition”, Financial and Economic Law Review 21, June 2010.
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and risk”, and “... other operational arrangements that have the
least-restrictive impact on access and competition that circumstances
permit”.

Comment: In order to achieve above goals, policy makers should

research and establish the sustainable FCR.

3.11. Principle 19: Tiered participation arrangements

Key consideration 2 describes “...to identify, monitor, and
manage relevant concentrations of risk and important
interdependencies.”

Comment:  Concentrations of risk and  important
interdependencies are usually the results from excessive or high

concentration in the financial industry, which can be controlled

effectively through the FCR.”

3.12. Principle 21: Efficiency and effectiveness

Paragraph 3.21.1 describes “An FMI that operates inefficiently or
functions ineffectively may distort financial activity and the market
structure, increasing not only the financial and other risks of an
FMI’s participants, but also the risks of their customers and end

users”.

® Zhen Li, “Response to Basel Committee's Consultative Document on Range of Methodologies for Risk and
Performance Alignment of Remuneration from Financial Competitive Regime Perspective”, December 2010.
Available at: http://www.bis.org/publ/bcbs178/zhenli.pdf
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Comment: Financial monopoly and financial competitive
shortage, as typical examples of inefficient operations of FMI, not
only affect financial stability deeply, but also harm the legal interests
of customers. The competition in financial sector will bring high
efficiency and effectiveness, i.e., lower prices, improved services
and products, greater innovation, enhanced competitiveness, and
exclusion of failed participants. As a result, reasonable regulation
under the FCR will contribute to the society overall in the long term.

Paragraph 3.21.2 and paragraph 3.21.3 state respectively “An FMI
should be efficient” and “Efficiency also involves cost control”.

Comment: Effective implementation of the FCR facilitates
efficiency improvement, cost control, consumer protection and

innovation in FMI.

3.13. Principle 22: Communications procedures and standards

Key consideration 1 and key consideration 2 state “... should
use... internationally accepted communication procedures...”, and
“... should use... internationally accepted communication
standards....”

Comment: Anti-competitive practices such as collusion and
abuse of dominant position in the course of communication should

be prohibited by way of the internationally accepted FCR.



3.14. Principle 24: Disclosure of market data

Key consideration 1 states to enhance market
transparency....”

Comment: Enhancing market transparency is an important tool to
promote financial market competition and ensure a level playing

field.



4. Responsibilities of central banks, market regulators, and

other relevant authorities for financial market infrastructures

4.1. Responsibility A: Regulation, supervision, and oversight of
FMIs

Paragraph 4.1.2 describes “(b) the number and type of
participants”, “(d) the market share controlled”, and “(e) the
interconnectedness with other FMIs and other financial institutions”.

Comment: These three aspects are governed by the FCR.

4.2. Responsibility B: Regulatory, supervisory, and oversight
powers and resources

Key consideration 1 and paragraph 4.2.3 emphasize powers.

Comment: Because many authorities have statutory power to
protect financial market competition, the competitive financial
supervision comes out, which may lead to the supervisory arbitrage.
It is prerequisite to specify the leading authority and its legal powers
in the execution of the FCR. For instance, the People’s Bank of
China is assumed to have the responsibility to enforce the FCR and
to take on the leading role in cooperation with other competitive

regulators or authorities in China.’

6 Zhen Li, “New Viewpoint on Chinese Financial Reform”, September 2010, Available at:
http://www.people.com.cn
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4.3. Complement

This consultative report does not specifically identify the
responsibilities to maintain financial market competition as those of
central banks, market regulators, or other relevant authorities.

The central bank should undertake enforcement of the FCR to
preserve financial market competition and maintain a level playing
field.

In respect of certain legal overlapping responsibilities assigned to
different authorities for the protection of competition’, the supreme
legislature could create the Financial Competitive Commission
across ministries at the State Council level to dominate other

authorities.®

" In China, main competition regulators associated with financial sector are the People’s Bank of China, China
Banking Regulatory Commission, China Securities Regulatory Commission, China Insurance Regulatory
Commission, National Development and Reform Commission, Ministry of Commerce, and State Administration
for Industry and Commerce. In order to promote coordination and cooperation among these agencies, the creation
of a uniform financial competition authority across ministries is the key to secure an effective financial
competition.

8 Yang Xiaoping, “Proposal on Establishing Financial Competitive Regime”, Financial News, March 11, 2011.
Ou Yang and Dong Xiao, “Financial Representatives of NPC & CPPCC Discuss Over Domestic Issues”, Financial
Analyst, March 2011.



11l. Annex

In annex A and annex B, CPSIPS, RSSS and RCCP take legal basis
as the first priority, and some proposed principles on legal basis
closely relate to the competition.

Suggestion 1: It is considered to establish the FCR on the basis of
the existed legal system with the aim to maintain the competition,
and to give the high priority to the FCR as the Financial
Constitution.

Suggestion 2: It is perceived to add Competition Maintenance
guaranteed by the FCR as a new principle in FMI.

Suggestion 3: It is advised to add the responsibility to supervise or

regulate financial market competition as Responsibility F.



V. Overview of Financial Competitive Regime in China

In 2010 China surpassed Japan as the world’s second-largest
economy, the implementation of regime with the aim to safeguard
China to participate the global competition is inevitable. Even
though the FCR is an unprecedented system, it gradually steps into
the ken of national leaders nowadays.

Zhen Li submitted one proposal on establishing the FCR to the
national decision makers in December 2010.° Finance is the lifeline
of the national economy, modern economy is institutional one, and
sufficient and effective financial market competition will play a
significant role in fulfilling national strategies such as containing
inflation, transforming the mode of economic growth,
macroprudential supervision, job creation and stepping out. In
conclusion, in the coming economic development of the twelfth
Five-Year Plan period, the FCR should be established as soon as
possible. After three months, “The National Economic and Social
Development twelfth  Five-Year Plan Compendium” was
promulgated. The compendium adopts Zhen Li’s opinion and states
the strategic principle of Enhancing the Competition to Promote

the Development.

® Zhen Li, “Enhancing the Financial Competition to Promote the Scientific Development in the 12th Five-Year
National Plan”, China Economic Herald, December 21, 2010. Available at:
http://www.ceh.com.cn:8080/epaper/ceh/20101221/B05/B05_56.htm
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In March 2011, the fourth session of 11" NPC was convened in
Beijing. During the period, Deputy Mr. Yang Xiaoping proposed to
set up Financial Competitive Regime. Mr. Yang analyzed values of
the FCR on Chinese economic development, suggested to amend the
legal framework of the FCR, and sketched the new framework for

the executive mechanism of the FCR.%°

10 vang Xiaoping, “Proposal on Establishing Financial Competitive Regime”, Financial News, March 11, 2011.
Ou Yang and Dong Xiao, “Financial Representatives of NPC & CPPCC Discuss Over Domestic Issues”,
Financial Analyst, March 2011.
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