Acv Canadian Securities Autorités canadiennes
Administrators en valeurs mobiliéres
Notice and Request for Comments:

Proposed Amendments to National Instrument 24-101 Institutional Trade Matching and Settlement and
Proposed Changes to Companion Policy 24-101 Institutional Trade Matching and Settlement

-and —

CSA Consultation Paper 24-402 Policy Considerations for Enhancing Settlement Discipline in a T+2
Settlement Cycle Environment

August 18, 2016

Part I. Introduction

The Canadian Securities Administrators (the CSA or we) are publishing for comment (the Proposed Revisions)
proposed amendments to National Instrument 24-101 Institutional Trade Matching and Settlement (Instrument)
and proposed changes to Companion Policy 24-101 Institutional Trade Matching and Settlement (Companion
Policy) (collectively, the Instrument and Companion Policy are referred to as NI 24-101).

Some of the Proposed Revisions amend the Instrument and change the Companion Policy in anticipation of
shortening the standard settlement cycle for equity and long-term debt market trades in Canada from three days
after the date of a trade (T+3) to two days after the date of a trade (T+2). The move to a T+2 settlement cycle is
expected to occur on September 5, 2017, at the same time as the markets in the United States move to a T+2
settlement cycle. The other Proposed Revisions are intended to clarify or modernize certain provisions of NI 24-
101.

The text of the amending Instrument and Companion Policy follow after this Notice in Annexes A and B,
respectively, and will also be available on websites of CSA jurisdictions, including:

www.lautorite.gc.ca
www.albertasecurities.com
www.bcsc.bc.ca
WWW.QOoV.ns.ca/nssc
www.nbsc-cvmnb.ca
WWW.0SC.gov.on.ca
www.fcaa.gov.sk.ca
www.msc.gov.mb.ca

Concurrently with this Notice, we are also publishing CSA Consultation Paper 24-402 Policy Considerations for
Enhancing Settlement Discipline in a T+2 Settlement Cycle Environment (Consultation Paper). The
Consultation Paper provides an overview of existing settlement discipline measures in the Canadian equity and
debt markets. It raises certain policy considerations for addressing the risk that the transition to a standard T+2
settlement cycle may increase settlement failures in our markets. We discuss potential measures to enhance
settlement discipline, specifically in relation to NI 24-101. We are seeking stakeholder views on the Consultation
Paper. Any proposal to adopt measures arising from the Consultation Paper, including a proposal to further
amend NI 24-101, would require another public comment process. The Consultation Paper is set out in Annex C.

We are publishing for comment for 90 days this Notice, the Proposed Revisions and the Consultation
Paper. The comment period will expire on November 16, 2016. See below under “7. Comment process” of
Part IV.

This Notice includes the following Annexes:

e Annex A: the proposed amendments to the Instrument;
e Annex B: the proposed changes to the Companion Policy;
e Annex C: the Consultation Paper;

Part Il. Background to, and purpose of Proposed Revisions


http://www.lautorite.qc.ca/
http://www.albertasecurities.com/
http://www.bcsc.bc.ca/
http://www.gov.ns.ca/nssc
http://www.nbsc-cvmnb.ca/
http://www.osc.gov.on.ca/
http://www.fcaa.gov.sk.ca/
http://www.msc.gov.mb.ca/

1. Introduction to NI 24-101

NI 24-101 came into force in 2007 and was developed largely to encourage more efficient and timely pre-
settlement confirmation, affirmation, trade allocation and settlement instructions processes for institutional trades
in Canada, otherwise described in this Notice as institutional trade matching (ITM).

Registered dealers and advisers trading on a DAP/RAP basis for or with an institutional investor must have ITM
policies and procedures designed to match a DAP/RAP trade as soon as practical after the trade is executed, but
no later than noon on T+1 (ITM deadline).1 In addition, registered firms are required to complete and file
exception reports on Form 24-101F1 if they did not meet, with respect to their institutional trades, the ITM
threshold of 90 percent (ITM threshold) of trades by value and volume matched by the ITM deadline during a
calendar quarter. Clearing agencies (in particular, CDS Clearing and Depository Services Inc. (CDS)) and
matching service utilities (MSUs) are required to submit quarterly data on the matching of institutional equity and
debt trades of their participants or users.

For more background information on NI 24-101, including its history and regulatory objective, please see the
Consultation Paper being published concurrently with this Notice.

2. Migration to T+2 settlement cycle

The Canadian securities industry is preparing for the migration to a standard T+2 settlement cycle on September
5, 2017, at the same time as the industry in the United States is moving to T+2. For further information on the
move to a T+2 settlement cycle, please see the Consultation Paper being published concurrently with this Notice.

For a successful migration to T+2 settlement, registered firms and other capital market stakeholders will need to
review and change, as required, their current clearing and settlement procedures and internal operations and
processes. In addition, self-regulatory organizations, marketplaces and clearing agencies will need to change
various rules and procedures that specifically mandate a three day settlement cycle, that are keyed to the
settlement date and require pre-settlement actions, or that generally facilitate the prompt clearance and
settlement of trades.? While NI 24-101 does not expressly mandate a T+3 settlement cycle, nor would currently
prevent the T+2 migration, there are a number of provisions that require revision to facilitate the move to a T+2
settlement cycle.

3. General reform of NI 24-101
We are proposing to update the Instrument to reflect certain developments since it came into force in 2007, as
well as clarify certain existing provisions. One major development in the Canadian markets since 2007 is the

significant rise in the trading of exchange-traded mutual funds (ETFs). We also propose to revise the existing
requirements applicable to a MSU'’s systems and business continuity planning.

Part Ill. Summary of the Proposed Revisions

Section 1 of this Part explains our Proposed Revisions in anticipation of the transition to a T+2 settlement cycle.
While we are not proposing any amendments to the ITM deadline or ITM threshold at this time, in the
Consultation Paper we discuss potential substantive changes to NI 24-101 and other measures that we might
consider to increase the likelihood of timely settlement, and we ask specific questions on such potential changes.
Section 2 of this Part describes modernizing and clarifying amendments to the Instrument (including the Forms)
and Companion Policy. Minor amendments to modernize and clarify the Instrument, Forms and Companion
Policy are not discussed.

We welcome comments from stakeholders on all aspects of such amendments.

1. Proposed Revisions as aresult of T+2 migration

a) References to “T+3”

! See subsections 3.1(1) and 3.3(1) of the Instrument. A DAP/RAP trade is a trade in a security executed for a client account
that permits settlement on a delivery against payment or receipt against payment basis through the facilities of a clearing
agency, and for which settlement is completed on behalf of the client by a custodian other than the dealer that executed the
trade. See the definition “DAP/RAP trade” in section 1.1 of the Instrument.

2 On July 28, 2016, the Investment Industry Regulatory Organization of Canada (IIROC) published for comment proposed
amendments to IIROC’s Universal Market Integrity Rules, Dealer Member Rules, and Form 1 to facilitate the investment
industry’s move to T+2 settlement. See IIROC Notice 16-0177 Amendments to facilitate the investment industry’s move to T+2,
at: http://www.osc.gov.on.ca/documents/en/Marketplaces/iiroc_20160728_iiroc-notice-16-0177.pdf.



While the primary focus of the Instrument is on having ITM policies and procedures to match trades no later than
noon on T+1, NI 24-101 contains a number of references to T+3. They can be found in the definitions section of
the Instrument (section 1.1), the Forms 24-101F2 and F5, and Part 5 of the Companion Policy. We propose to
remove these references or replace them with “T+2".

b) Non-North American trades

The Instrument permits matching to occur no later than noon on T+2 if the DAP/RAP trade results from an order
to buy or sell securities received from an institutional investor whose investment decisions or settlement
instructions are usually made in and communicated from a geographical region outside of the North American
region (non-North American trades).3

We are proposing to repeal the provisions that extend the ITM deadline to noon on T+2 for non-North American
trades. In our view, these provisions are no longer appropriate in a standard T+2 settlement environment. The
extended deadline of noon on T+2 for non-North American trades leaves insufficient time to solve problems and
avoid failed trades; instead, parties need to match earlier on T+1 regardless of the cross-border nature of the
trade, so that they have time to address issues and avoid failed trades. This might require improving processes
in order to match on T+1, but the move to a T+2 settlement cycle will align the securities settlement cycle in
Canada with the settlement cycles of most of the major foreign markets, including the U.S. and Europe. While
several of the complexities with foreign investment or cross-border transactions will continue to exist,* market
participants will need to review their internal operations and adapt their ITM policies and procedures accordingly
to meet the current ITM deadline of noon on T+1. This is consistent with the need for market participants to align
their policies and procedures to meet the standard settlement in the U.S., Europe and other T+2 jurisdictions.

2. Proposed Revisions to clarify or modernize NI 24-101
a) Application to ETFs

The Instrument does not currently apply to a trade in a security of a mutual fund to which National Instrument 81-
102 Investment Funds (NI 81-102) applies.5 Mutual fund trades were originally carved out of the Instrument
because traditional purchase and redemption transactions in mutual fund securities were not cleared and settled
through the facilities of a clearing agency such as CDS. However, because ETFs are mutual funds and therefore
subject to NI 81-102, ETF securities that are bought and sold generally just like any other stock on the secondary
markets and settled on a DAP/RAP basis through the facilities of CDS, are not subject to NI 24-101.

From a policy perspective, we are of the view that a secondary-market trade in an ETF security that settles on a
DAP/RAP basis through the facilities of CDS should be subject to the Instrument, particularly the trade matching
requirements of the Instrument (Parts 3 and 4). Such trades bring the same risks to our markets and the clearing
and settlement infrastructure that serves such markets as any other trade in equity or fixed-income securities. In
addition, non-redeemable investment funds that trade on a marketplace and settle on a DAP/RAP basis through
CDS are currently subject to the Instrument. We are of the view that all investment funds that are traded on a
marketplace should be treated in the same way under the Instrument. Currently, CDS includes ETF trades in the
calculation of the aggregate number and value of equity DAP/RAP trades entered and matched at CDS, as part
of its reporting of ITM data under NI 24-101. Consequently, we believe that registered firms’ ITM policies and
procedures should not be materially impacted by the inclusion of ETF trades into the ITM requirements.

We are proposing to amend paragraph (f) of section 2.1 of the Instrument by clarifying that the Instrument does
not apply to a trade to which Part 9 or 10 of NI 81-102 applies. Part 9 governs purchases of securities of a
mutual fund from the mutual fund, and Part 10 governs redemptions of investment fund securities. Moreover, the
Companion Policy and forms are being amended to clarify that DAP/RAP trades in ETFs are to be included in
the exception reports under Form 24-101F1 by registered firms as “equity” DAP/RAP trades, and not as “debt”
DAP/RAP trades.

b) Clearing agency
In the Instrument, “clearing agency” is defined as a recognized clearing agency in certain CSA jurisdictions,

which, in 2007, seemed appropriate as CDS was the only recognized clearing agency at the time. Since 2007,
CSA jurisdictions have recognized a number of additional clearing agencies operating in Canada that perform a

% See subsections 3.1(2) and 3.3(2). “North American region” means Canada, the United States, Mexico, Bermuda and the
countries of Central America and the Caribbean. See section 1.1.

4 Such complexities include communication lags, structural challenges, currency differences, mismatches in global settlement
cycles, and time zone issues.

®See paragraph (f) of section 2.1.



wide variety of clearing and settlement services, which differ from, and may be broader than, the securities
settlement services performed by CDS.® we propose to update the definition of the term to fit the context of the
Instrument.

c) MSU systems and business continuity planning requirements

To mitigate the probability and effects of systems failures, Part 6 of the Instrument sets out requirements for an
MSU governing its systems and business continuity planning. These requirements, adopted in 2007, were based
on similar regulatory requirements applicable at the time to marketplaces, information processors and clearing
agencies. Such similar provisions have since been modernized and updated so that they continue to be effective
in helping ensure that systems are reliable, robust and have adequate controls. Because MSUs play an
important infrastructure role in the clearing and settlement of securities transactions,’ we propose requiring
MSUs to follow existing IT practices for technology service providers.

Consequently, we are proposing to update the provisions of section 6.5 of the Instrument to mirror the provisions
found in other rules applicable to marketplaces, information processors, clearing agencies and trade repositories,
such as those found in National Instrument 21-101 Marketplace Operation and National Instrument 24-102
Clearing Agency Requirements. See new sections 6.6 to 6.8 of the Instrument, revised Form 24-101F3 Matching
Service Utility — Notice of Operations, and sections 4.5 to 4.8 of the Companion Policy. These include new
requirements to ensure that, from a systems perspective, the launching of a new MSU or material changes made
to an MSU'’s technology requirements are conducted according to prudent business practices and are
implemented so that MSU users and service vendors have a reasonable opportunity to adapt to these changes.
An MSU beginning operations or making a material change to its systems can negatively impact many other
parties if these actions are not carried out in a careful manner.

d) Amendments to Form 24-101F1 Registered Firm Exception Report of DAP/RAP Trade Reporting
and Matching

To avoid the quarterly exception reporting requirement in Part 4 of the Instrument, a registered firm must have
matched during a calendar quarter at least 90 percent of its DAP/RAP trades by volume or value by noon on
T+1. Form 24-101F1 (Form F1) should only be submitted for DAP/RAP trades for the type of security (equity or
debt) that did not meet the 90 percent threshold by the relevant timeline. If a registered firm does not meet the
threshold for both equity and debt DAP/RAP trades, then it should submit Form F1 for both equity and debt
DAP/RAP trades (i.e., by completing both tables in Exhibit A of Form F1). If the firm does not meet the threshold
only for one type of security (i.e., for equity but not debt, or for debt but not equity), it should only submit Form F1
for the one type of security, by completing only one of the tables in Exhibit A of Form F1. As noted above, a
DAP/RAP trade in an ETF security should be reported as an equity DAP/RAP trade, and not as a debt DAP/RAP
trade. We are proposing amendments to Form F1 and Companion Policy to clarify this approach to completing
Form F1.

Part IV. Other Matters

1. Authority for Instrument

In those jurisdictions in which amendments to the Instrument will be adopted, securities legislation provides the
securities regulatory authority with authority in respect of the subject matter of the Instrument. See Annex F,
where applicable.

2. Alternatives considered to the Proposed Revisions

The alternative to the Proposed Revisions would be not to proceed with making amendments to the Instrument
or changes to the Companion Policy to facilitate the move to T+2 settlement or to clarify and update provisions in
the Instrument that are unclear or outdated. Not proceeding with the T+2 related Proposed Revisions would
generally be inconsistent with the desire to facilitate the move to T+2. In addition, without the proposed
amendments to clarify and update the Instrument, there would be less certainty and clarity with respect to the
application and interpretation of NI 24-101. Moreover, not updating the MSU systems and business continuity
planning requirements could have adverse consequences to our markets. See discussion below under “4.
Anticipated costs and benefits”.

3. Unpublished materials

® See, for example, in Ontario: http://www.osc.gov.on.ca/en/Marketplaces_clearing-agencies_index.htm
’ See ss. 4.1(2) of the Companion Policy.



In proposing revisions to the Instrument and Companion Policy, we have not relied on any significant
unpublished study, report, or other material.

4, Anticipated costs and benefits

As noted above, not proceeding with the T+2 related Proposed Revisions would generally be inconsistent with
the desire to facilitate the move to T+2. See the Consultation Paper, which discusses the importance of ensuring
that the transition in Canada to a standard T+2 settlement cycle occurs simultaneously with the move to T+2 by
the securities industry in the United States. Also, the Proposed Revisions to clarify and update the Instrument
would bring more certainty and clarity with respect to the application and interpretation of NI 24-101. In addition,
updating the MSU systems and business continuity planning requirements will promote more reliable and robust
MSU controls and is consistent with requirements imposed on other market infrastructures that pose similar risks
to the integrity of Canadian capital markets. The failure of an MSU’s systems could have wide-reaching and
unintended consequences.

5. CSA Staff Notice 24-305

If the Proposed Revisions are made following the comment process, CSA Staff intend to update and republish
CSA Staff Notice 24-305 Frequently Asked Questions About NI 24-101 -- Institutional Trade Matching and
Settlement and Related Companion Policy.

6. Effective date for Proposed Revisions

If the Proposed Revisions are made following the comment process, all of the Proposed Revisions will be
brought into force or, in respect of the Companion Policy, be adopted as of September 5, 2017.

7. Comment process

Please submit your comments in writing on or before November 16, 2016. If you are not sending your comments
by email, please include a CD containing the submissions. Address your submission to the following CSA
member commissions:

British Columbia Securities Commission

Alberta Securities Commission

Financial and Consumer Affairs Authority of Saskatchewan
Manitoba Securities Commission

Ontario Securities Commission

Autorité des marchés financiers

Nova Scotia Securities Commission

Financial and Consumer Services Commission (New Brunswick)
Office of the Attorney General, Prince Edward Island
Securities Commission of Newfoundland and Labrador
Superintendent of Securities, Yukon

Superintendent of Securities, Northwest Territories
Superintendent of Securities, Nunavut

Please deliver your comments only to the addresses that follow. Your comments will be forwarded to the
remaining CSA member jurisdictions.

The Secretary

Ontario Securities Commission

20 Queen Street West, 22nd Floor
Toronto, Ontario M5H 3S8

Fax: 416-593-2318

E-mail: comments@osc.gov.on.ca

M® Anne-Marie Beaudoin

Corporate Secretary

Autorité des marchés financiers

800, rue du Square-Victoria, 22° étage

C.P. 246, tour de la Bourse

Montréal (Québec) H4Z 1G3

Fax: 514-864-6381

E-mail: consultation-en-cours@Iautorite.qc.ca


mailto:consultation-en-cours@lautorite.qc.ca

Please note that comments received will be made publicly available and posted on the Websites of certain CSA
jurisdictions. We cannot keep submissions confidential because securities legislation requires that a summary of
the written comments received during the comment period be published. In this context, you should be aware
that some information which is personal to you, such as your e-mail and address, may appear in the websites. It
is important that you state on whose behalf you are making the submission.

Questions with respect to this Notice, the Proposed Revisions, and the Consultation Paper may be referred to:

Antoinette Leung

Manager, Market Regulation
Ontario Securities Commission
Tel: 416-595-8901

Email: aleung@osc.gov.on.ca

Maxime Paré

Senior Legal Counsel, Market Regulation
Ontario Securities Commission

Tel: 416-593-3650

Email: mpare@osc.gov.on.ca

Meg Tassie

Senior Advisor

British Columbia Securities Commission
Tel: 604-899-6819

Email: mtassie@bcsc.bc.ca

Bonnie Kuhn

Manager, Legal, Market Oversight
Alberta Securities Commission
Tel: 403-355-3890

Email: bonnie.kuhn@asc.ca

Paula White

Deputy Director, Compliance and Oversight
Manitoba Securities Commission

Tel: 204-945-5195

Email: paula.white@gov.mb.ca

Claude Gatien

Director, Clearing houses

Autorité des marchés financiers

Tel: 514-395-0337, ext. 4341

Toll free: 1-877-525-0337

Email: claude.gatien@Iautorite.qc.ca

Martin Picard

Senior Policy Advisor, Clearing houses
Autorité des marchés financiers

Tel: 514-395-0337, ext. 4347

Toll free: 1-877-525-0337

Email: martin.picard@lautorite.qc.ca

Serge Boisvert

Senior Policy Advisor

Direction des bourses et des OAR
Autorité des marchés financiers

Tel: 514-395-0337, ext. 4358

Toll free: 1-877-525-0337

Email: serge.boisvert@lautorite.qc.ca

Liz Kutarna

Deputy Director, Capital Markets, Securities Division
Financial and Consumer Affairs Authority of Saskatchewan
Tel: 306-787-5871

Email: liz.kutarna@gov.sk.ca


mailto:paula.white@gov.mb.ca
mailto:claude.gatien@lautorite.qc.ca
mailto:martin.picard@lautorite.qc.ca
mailto:.boisvert@lautorite.qc.ca

Jason Alcorn

Senior Legal Counsel

Financial and Consumer Services Commission (New Brunswick)
Tel: 506-643-7857

Email: jason.alcorn@fcnb.ca


mailto:jason.alcorn@fcnb.ca
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ANNEX A
PROPOSED AMENDMENTS TO

NATIONAL INSTRUMENT 24-101
INSTITUTIONAL TRADE MATCHING AND SETTLEMENT

National Instrument 24-101 Institutional Trade Matching and Settlement is amended by this
Instrument.
Section 1.1 is amended by

a. replacing the definition “clearing agency” with the following:

“clearing agency” means a recognized clearing agency that operates as a securities settlement
system within the meaning of National Instrument 24-102 Clearing Agency Requirements;

b. inthe definition “DAP/RAP trade”,
i. adding the words “in a security” immediately after “means a trade”, and
ii. replacing the word “made” with “completed” in paragraph (b),
c. repealing the definitions “North American region” and “T+3”, and
d. replacing the semicolon at the end of the definition “T+2” with a period.
Section 1.2 is amended by
a. replacing in the heading of the section “Eastern Time” with “clearing agency”,
b. replacing subsection (2) with the following:

For the purposes of this Instrument, in Québec, a clearing agency includes a clearing house and a
settlement system within the meaning of the Québec Securities Act.

Paragraph 2.1(f) is replaced by the following:

) a trade to which Part 9 or 10 of National Instrument 81-102 Investment Funds applies,

Parts 3 to 8 are amended by replacing the word “shall” wherever it is found by the word “must”.
Subsection 3.1(1) is amended by adding “Eastern Time” immediately after “12p.m. (noon)”.
Subsection 3.1(2) is repealed.

Subsection 3.3(1) is amended by adding “Eastern Time” immediately after “12p.m. (noon)”.
Subsection 3.3(2) is repealed.

Section 5.1 is amended by deleting the words “through which trades governed by this Instrument are
cleared and settled”.

Section 6.5 is replaced by the following:
System requirements

For each system operated by a matching service utility that supports the matching service utility’s trade
matching function, a matching service utility must

(@) develop and maintain



0] an adequate system of internal controls over that system, and

(i) adequate information technology general controls, including, without limitation, controls
relating to information systems operations, information security, change management,
problem management, network support and system software support,

(b) in accordance with prudent business practice, on a reasonably frequent basis, and, in any event, at
least annually,

0] make reasonable current and future capacity estimates, and

(i) conduct capacity stress tests to determine the ability of that system to process
transactions in an accurate, timely and efficient manner, and

(c) promptly notify the regulator or, in Québec, the securities regulatory authority of any material
systems failure, malfunction, delay or security breach, and provide timely updates on the status of
the failure, malfunction, delay or security breach, the resumption of service, and the results of the
matching service utility’s internal review of the failure, malfunction, delay or security breach.

12. The Instrument is further amended by adding the following sections:
6.6 Systems reviews
(1) A matching service utility must annually engage a qualified party to conduct an independent systems review and
vulnerability assessment and prepare a report in accordance with established audit standards and best industry
practices to ensure that the matching service utility is in compliance with paragraph 6.5(a) and paragraph 6.8(a).
(2) The matching service utility must provide the report resulting from the review conducted under subsection (1) to

@ its board of directors, or audit committee, promptly upon the report’s completion, and

(b) the regulator or, in Québec, the securities regulatory authority, by the earlier of the 30th day after
providing the report to its board of directors or the audit committee or the 60th day after the
calendar year end.

6.7 Matching service utility technology requirements and testing facilities

(1) A matching service utility must make available to its users, in their final form, all technology requirements
regarding interfacing with or accessing the matching service utility

@ if operations have not begun, sufficiently in advance of operations to allow a reasonable period for
testing and system modification by users, and

(b) if operations have begun, sufficiently in advance of implementing a material change to technology
requirements to allow a reasonable period for testing and system modification by users.

(2) After complying with subsection (1), the matching service utility must make available testing facilities for
interfacing with or accessing the matching service utility

(@ if operations have not begun, sufficiently in advance of operations to allow a reasonable period for
testing and system modification by users, and

(b) if operations have begun, sufficiently in advance of implementing a material change to technology
requirements to allow a reasonable period for testing and system modification by users.

(3) The matching service utility must not begin operations before
@ it has complied with paragraphs (1)(a) and (2)(a), and

(b) the chief information officer of the matching service utility, or an individual performing a similar
function, has certified in writing to the regulator or, in Québec, the securities regulatory authority,



that all information technology systems used by the matching service utility have been tested
according to prudent business practices and are operating as designed.

(4) The matching service utility must not implement a material change to the systems referred to in section 6.5 before
@) it has complied with paragraphs (1)(b) and (2)(b), and
(b) the chief information officer of the matching service utility, or an individual performing a similar
function, has certified in writing to the regulator or, in Québec, the securities regulatory authority,
that the change has been tested according to prudent business practices and is operating as
designed.

(5) Subsection (4) does not apply to the matching service utility if the change must be made immediately to address a
failure, malfunction or material delay of its systems or equipment and if

(a) the matching service utility immediately notifies the regulator or, in Québec, the securities
regulatory authority, of its intention to make the change, and

(b) the matching service utility discloses to its users the changed technology requirements as soon as
practicable.
6.8 Testing of business continuity plans

A matching service utility must
(@) develop and maintain reasonable business continuity plans, including disaster recovery plans, and

(b) test its business continuity plans, including its disaster recovery plans, according to prudent
business practices and on a reasonably frequent basis and, in any event, at least annually.

13. Form 24-101F1 is amended by adding the following at the end of the text under the heading
“INSTRUCTIONS:” and immediately before the heading “EXHIBITS:”:

Include DAP/RAP trades in an exchange-traded fund (ETF) security in the equity DAP/RAP trades statistics.
Exhibit A(1) applies only to trades in equity and ETF securities. Exhibit A(2) applies only to trades in debt and
other fixed-income securities.

14. Form 24-101F1 is further amended by replacing the portion of the Form under the heading “Exhibit A
— DAP/RAP trade statistics for the quarter” and immediately before the heading “Exhibit B —
Reasons for not meeting exception reporting thresholds” with the following:

Where applicable, complete Table 1 or 2, or both, below for each calendar quarter. Deadline means noon Eastern
time on T+1.

(1) Equity DAP/RAP trades (includes ETF trades)
Entered into the clearing agency by deadline Matched
(to be completed by dealers only) (to be completed by dealers and advisers)
$ value of
# of $ value of # of trades
# of trades % $ ;/altl;e of % trades % trades % matched by % maftr(?r?eedsb %
rades matched matched deadline d Dy

deadline

2) Debt DAP/RAP trades

Entered into the clearing agency by deadline Matched

(to be completed by dealers only) (to be completed by dealers and advisers)




$ value of
$ value of # of $ value of # of trades trades
# of trades % trad % trades % trades % matched by % | matched b %
rades matched matched deadline d Dby
deadline
Legend

“# of Trades” is the total number of transactions in the calendar quarter;
“$ Value of Trades” is the total value of the transactions (purchases and sales) in the calendar quarter.

15. Form 24-101F1 is further amended by replacing references to “Companion Policy 24-101CP” under
the headings “Exhibit B — Reasons for not meeting exception reporting thresholds” and “Exhibit C —
Steps to address delays” with “Companion Policy 24-101"

16. Form 24-101F2 is amended under the heading “INSTRUCTIONS:” by

a. inserting the following paragraph immediately after the first paragraph:
Include client trades in an exchange-traded fund (ETF) security in the equity trades statistics.
b. replacing “shall” with “must” in the last sentence.

17. Form 24-101F2 is further amended in each of Table 1 (Equity trades) and Table 2 (Debt trades) under
the heading and subheadings “EXHIBITS: — 1. DATA REPORTING — Exhibit A — Aggregate matched
trade statistics” by removing the entire row titled “T+3” and changing the title of the row titled
“>T+3" with “>T+2".

18. Form 24-101F3 is amended under the heading “INSTRUCTIONS:” by

a. deleting “or 10.2(4)” in the first sentence,
b. replacing “shall” with “must” in the second paragraph,
c. deleting the last sentence of the last paragraph.
19. Form 24-101F3 is further amended under the heading “6. SYSTEMS COMPLIANCE” by
a. replacing the text of Exhibit K — Security with the following:

Exhibit K — General and security

Provide a high level description of the systems used to perform your services of a matching service utility, including
the processes and procedures implemented by you to provide for the security of the systems.

b. replacing the text under the subheading “Exhibit M — Business continuity” with the
following:

Exhibit M — Business continuity

Provide a brief description of your business continuity and disaster recovery plans that includes, but is not limited to,
information regarding the following:

Where the primary processing site is located.

What the approximate percentage of hardware, software and network redundancy is at the primary site.
Any uninterruptible power source (UPS) at the primary site.

How frequently market data is stored off-site.
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10.
11.

12.

13.

Any secondary processing site, the location of any such secondary processing site, and whether all of the
matching service utility’s critical business data is accessible through the secondary processing site.

The creation, management, and oversight of the plans, including a description of responsibility for the
development of the plans and their ongoing review and updating.

Escalation procedures, including event identification, impact analysis, and activation of the plans in the event
of a disaster or disruption.

Procedures for internal and external communications, including the distribution of information internally, to
the securities regulatory authority, and, if appropriate, to the public, together with the roles and
responsibilities of the matching service utility’s staff for internal and external communications.

The scenarios that would trigger the activation of the plans.

How frequently the business continuity and disaster recovery plans are tested.

Procedures for record keeping in relation to the review and updating of the plans, including the logging of
tests and deficiencies.

The targeted time to resume operations of critical information technology systems following the declaration
of a disaster by the matching service utility and the service level to which such systems are to be restored.
Any single points of failure faced by the matching service utility.

c. replacing the text of “Exhibit O — Independent systems audit” with the following:

Exhibit O — Independent systems audit

1.

20.

21.

Provide high level information on the qualified party engaged to provide an annual independent systems
review and vulnerability assessment.

If applicable, provide a copy of the last systems operations audit report.

Form 24-101F4 is amended under the heading “INSTRUCTIONS:” by replacing “shall” with “must” in
the second paragraph.

Form 24-101F5 is amended under the heading “INSTRUCTIONS:” by

a. adding the following paragraph after the first paragraph:

Include DAP/RAP trades in an exchange-traded fund (ETF) security in the equity DAP/RAP trades statistics.

22.

23.

b. replacing “shall” with “must” in the second and third sentences.
Form 24-101F5 is further amended under the heading “EXHIBITS” by

a. adding the text and punctuation “,malfunction, delay or security breach” immediately after
“systems failures” in the sentence under the subheadings “1. SYSTEMS REPORTING —
Exhibit B — Material systems failures reporting”

b. by removing the entire row titled “T+3” and changing the title of the row titled “>T+3" with
“>T+2" in each of Table 1 (Equity trades) and Table 2 (Debt trades) under the subheadings
“2. DATA REPORTING — Exhibit C — Aggregate matched trade statistics”.

This Instrument comes into force on September 5, 2017.
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4.

ANNEX B
PROPOSED CHANGES TO

COMPANION POLICY 24-101
INSTITUTIONAL TRADE MATCHING AND SETTLEMENT

Companion Policy 24-101 Institutional Trade Matching and Settlement is changed by this Document.
The title of the Companion Policy is simplified to read as follows:

COMPANION POLICY 24-101
INSTITUTIONAL TRADE MATCHING AND SETTLEMENT

Subsection 1.2(2) is changed by replacing, in the last sentence of footnote 3, the words “within one
hour of the execution of the trade” with “by no later than 6 pm on the day of the trade”.

Paragraph 1.2(3)(c) is changed by replacing footnote 5 by the following:

® See, for example, section 14.12 of NI 31-103 and IIROC Member Rule 200.1(h).

@

Subsection 1.3(1) (including footnotes) is replaced by the following (including a footnote):

Clearing agency — While the terms “clearing agency” and “recognized clearing agency” are generally
defined in securities Iegislation,6 we have defined clearing agency for the purposes of the Instrument to
narrow its scope to a recognized clearing agency that operates as a securities settlement system. The term
securities settlement system is defined in National Instrument 24-102 Clearing Agency Requirements as a
system that enables securities to be transferred and settled by book entry according to a set of
predetermined multilateral rules. Today, the definition of clearing agency in the Instrument applies to CDS
Clearing and Depository Services Inc. (CDS). For the purposes of the Instrument, a clearing agency
includes, in Quebec, a clearing house and settlement system within the meaning of the Québec Securities
Act. See subsection 1.2(2). [footnote 6: See, for example, s. 1(1) of the Securities Act (Ontario).]

Subsection 1.3(4) is changed by replacing, in the second sentence, the words “the Joint Financial
Questionnaire and Report of the Canadian SROs” with “lIIROC Form 1, Part 1I".

Section 2.2 is changed by
a. adding in the first sentence “Eastern Time” immediately after “12p.m. (noon)”
b. deleting the second and third sentences,

c. adding immediately after the first sentence the following new sentence (including a
footnote):

The policies and procedures requirement of Part 3 of the Instrument is consistent with the overarching
obligation of a registered firm to manage the risks associated with its business in accordance with prudent
business pl'actices.7 [footnote 7: See s. 11.1 of NI 31-103, which requires registered firms to establish, maintain and
apply policies and procedures that establish a system of controls and supervision sufficient to manage the risks
associated with their business in accordance with prudent business practices.]

Section 3.1 is changed by

a. replacing, in the second sentence of paragraph (a), the words “a percentage target of the
DAP/RAP trades” with “90 percent of the DAP/RAP trades (by volume and value)”

b. deleting the first word (“They...”) in the second sentence of paragraph (b) and inserting in
its place the following text:

DAP/RAP trades in exchange-traded funds are reportable in the equities category of DAP/RAP trades.



Form 24-101F1 should only be submitted for DAP/RAP trades for the type of security (equity or debt) that did not
meet the 90 percent threshold by the relevant timeline. If a registered firm does not meet the threshold for both equity
and debt DAP/RAP trades, then it should submit the Form for both equity and debt DAP/RAP trades (i.e., by
completing both tables in Exhibit A of Form 24-101F1). If the firm does not meet the threshold only for one type of
security (i.e., for equity but not debt, or for debt but not equity), it should only submit the Form for the one type of
security, by completing only one of the tables in Exhibit A of Form 24-101F1. A registered firm ...

9. Paragraph 3.2(b) is changed by
a. replacing the first sentence with the following:
The Canadian securities regulatory authorities may consider the consistent inability to meet the matching percentage
target as evidence that either the policies and procedures of one or more of the trade matching parties have not been
properly designed or, if properly designed, have been inadequately complied with.

b. Replacing, in the second sentence, the word “will” with “may”.

10. Section 3.3 is changed by replacing the words “ participants or users/subscribers” with “participants,
users or subscribers”.

11. Section 3.4 is changed by replacing the word “may” with “should”.
12. Subsection 4.1(1) is changed by

a. deleting the first word (“The...”) in the second sentence and inserting in its place “For the
purposes of the Instrument, the...”

b. adding the following text (including a footnote) immediately after the last sentence:

In Québec, a person or company that seeks to provide centralized facilities for matching must, in addition to the
requirements of the Instrument, apply for recognition as a matching service utility or for an exemption from the
requirement to be recognized as a matching service utility pursuant to the Securities Act (Québec, chapter V-1.1) or
Derivatives Act (Québec, chapter I-14.01). In certain other jurisdictions, in addition to the requirements of the
Instrument, such person or company may be required to apply either for recognition as a clearing agency or for an
exemption from the requirement to be recognized as a clearing agency.lO [footnote 10: See, for example, the scope of the
definition of “clearing agency” in s. 1(1) of the Securities Act (Ontario), which includes providing centralized facilities “for comparing

data respecting the terms of settlement of a trade or transaction”.]

13. Section 4.2 is changed by replacing the beginning portion of the first sentence “ Sections s 6.1(1) and
10.2(4) of the Instrument require ...” with “Subsection 6.1(1) of the Instrument requires”.

14. Section 4.5 is replaced with the following new section 4.5, together with added new sections 4.6 to

4.8:
45 System requirements
(1) The intent of these provisions is to ensure that controls are implemented to support information technology

planning, acquisition, development and maintenance, computer operations, information systems support,
and security. Recognized guides as to what constitutes adequate information technology controls include
‘Information Technology Control Guidelines’ from the Canadian Institute of Chartered Accountants (CICA)
and ‘COBIT’ from the IT Governance Institute.

) Capacity management requires that the matching service utility monitor, review, and test (including stress
test) the actual capacity and performance of the system on an ongoing basis. Accordingly, under paragraph
6.5(b), the matching service utility is required to meet certain standards for its estimates and for testing.
These standards are consistent with prudent business practice. The activities and tests required in that
paragraph are to be carried out at least once a year. In practice, continuing changes in technology, risk
management requirements and competitive pressures will often result in these activities being carried out or
tested more frequently..
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A failure, malfunction or delay or other incident is considered to be “material” if the matching service utility
would, in the normal course of operations, escalate the matter to or inform its senior management ultimately
accountable for technology. It is also expected that, as part of this notification, the matching service utility will
provide updates on the status of the failure and the resumption of service. Further, the matching service
utility should have comprehensive and well-documented procedures in place to record, report, analyze, and
resolve all operational incidents. In this regard, the matching service utility should undertake a “post-incident”
review to identify the causes and any required improvement to the normal operations or business continuity
arrangements. Such reviews should, where relevant, include the matching service utility’s participants. The
results of such internal reviews are required to be communicated to the securities regulatory authority as
soon as practicable. Paragraph 6.5(c) also refers to a material security breach. A material security breach or
systems intrusion is considered to be any unauthorized entry into any of the systems that support the
functions of the matching service utility or any system that shares resources with one or more of these
systems. Virtually any security breach would be considered material and thus reportable to the securities
regulatory authority. The onus would be on the matching service utility to document the reasons for any
security breach it did not consider material.

Systems reviews

A qualified party is a person or a group of persons with relevant experience in both information technology
and in the evaluation of related internal systems or controls in a complex information technology
environment. Qualified persons may include external auditors or third party information system consultants,
as well as employees of the matching service utility or an affiliated entity of the matching service utility, but
may not be persons responsible for the development or operation of the systems or capabilities being
tested. Before engaging a qualified party, a matching service utility should discuss its choice with the
regulator or, in Québec, the securities regulatory authority.

Matching service utility technology requirements and testing facilities

The technology requirements required to be disclosed under subsection 6.7(1) do not include detailed
proprietary information.

We expect the amended technology requirements to be disclosed as soon as practicable, either while the
changes are being made or immediately after.

Testing of business continuity plans

Paragraph 6.8 (a) of the Instrument requires that matching service utility develop and maintain reasonable
business continuity plans, including disaster recovery plans. Business continuity planning should encompass
all policies and procedures to ensure uninterrupted provision of key services regardless of the cause of
potential disruption. In fulfilling the requirement to develop and maintain reasonable business continuity
plans, the Canadian securities regulatory authorities expect that matching service utilities are to remain
current with best practices for business continuity planning and to adopt them to the extent that they address
their critical business needs.

A matching service utility’s business continuity plan and its associated arrangements should be subject to
frequent review and testing. At a minimum, under paragraph 6.8(b), such tests must be conducted annually.
Tests should address various scenarios that simulate wide-scale disasters and inter-site switchovers. The
matching service utility’s employees should be thoroughly trained to execute the business continuity plan
and participants, critical service providers, and linked clearing agencies should be regularly involved in the
testing and be provided with a general summary of the testing results. The CSA expects that the matching
service utility will also facilitate and participate in industry-wide testing of the business continuity plan. The
matching service utility should make appropriate adjustments to its business continuity plan and associated
arrangements based on the results of the testing exercises.

15. Section 5.1 is changed by

a. replacing, in the second sentence, “T+3” with “T+2"

b. renumbering footnote 10 to 11.

16. This Document becomes effective as of September 5, 2017.
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Executive summary

The securities industry in Canada is preparing to shorten the standard settlement cycle for equity and long-
term debt market trades from three days after the date of a trade (T+3) to two days after the date of a trade
(T+2). As part of the transition to a standard T+2 settlement cycle, there has been a focus by industry on
operational improvements that will be needed to manage any risk that the move to T+2 may cause an
increase in settlement failures.

In parallel with the industry’s efforts, the Canadian Securities Administrators (CSA or we) believe that it is
prudent to solicit stakeholder views on settlement failures in Canada. Market participants and regulators
alike must manage the risk that the transition to T+2 might increase settlement failure rates in normal market
conditions. We wish to understand whether stakeholders consider current regulatory and other mechanisms
adequate to promote and encourage timely settlement of trades in a T+2 settlement environment.

This Consultation Paper provides an overview of existing settlement discipline measures in the Canadian
equity and debt markets and raises policy considerations for addressing the risk that the transition to a
standard T+2 settlement cycle might increase settlement failures in our markets. We seek comments on
whether

1. additional settlement discipline measures might be required, including additional amendments to
National Instrument 24-101 — Institutional Trade Matching and Settlement (Instrument) and
Companion Policy 24-101 Institutional Trade Matching and Settlement (Companion Policy) (the
Instrument and Companion Policy collectively, NI 24-101); and

2. other settlement discipline mechanisms for the Canadian equity and debt markets would deter
settlement failures, such as a settlement-fail “penalty” mechanism or a close-out or forced buy-in
requirement.

Any proposal to adopt measures arising from this consultation on policy considerations for enhancing
settlement discipline, including proposing any further amendments to NI 24-101, would require a further
public comment process.



1. Introduction

The securities industry in Canada is preparing to shorten the standard settlement cycle for equity and long-
term debt market trades from three days after the date of a trade (T+3) to two days after the date of a trade
(T+2). The move to a T+2 settlement cycle is expected to occur on September 5, 2017, at the same time as
the markets in the United States move to a T+2 settlement cycle.

Efficient clearing and settlement arrangements are critical to successful securities markets. They lie at the
core of a securities market and determine, to a large extent, its efficiency and effectiveness.” Shortening the
settlement cycle to T+2 is intended to mitigate risk in securities clearing and settlement by reducing
counterparty exposure between the parties to a trade. However, if the move to T+2 is not properly managed
and implemented, it could instead increase settlement fails.

Currently, various regulations and industry rules and standards promote and encourage timely trade
settlement. This Consultation Paper refers to them collectively as the settlement discipline regime. This
regime should help to support a smooth transition to T+2. It includes NI 24-101, which contains principle-
based requirements to promote efficient and timely processes for institutional trades occurring after trade
execution and prior to settlement (trade confirmation, affirmation, allocations and settlement instructions).
We describe these processes as institutional trade matching or ITM.

11 Purpose of consultation

The Canadian securities industry’s T+2 initiatives are anticipated to consider operational improvements and
identify possible rule changes to manage the risk that the move to T+2 might increase settlement failures.
We believe it is also prudent for the CSA to consider whether the current settlement discipline regime for the
Canadian equity and debt markets is adequate for a standard T+2 settlement cycle.2

This Consultation Paper is intended to solicit for regulatory consideration views about today’s settlement
discipline regime as well as enhancements or alternatives to that regime, encompassing not only firms’
operations but also broader industry processes. This includes whether amendments to NI 24-101, in addition
to the proposed amendments described in the Request for Comment Notice (see below), may be necessary
to enhance settlement discipline measures. For example, we are asking questions about whether it would be
desirable to modify the ITM requirements of NI 24-101 to facilitate higher rates of “same day affirmation” or
other improvements to matching and settlement efficiency. We are also seeking feedback on whether
additional settlement discipline measures in the Canadian equity and debt markets should be considered to
address settiement failures, such as a settlement-fail “penalty”® mechanism or a close-out or forced buy-in
requirement.

In this Consultation Paper we are not seeking views on whether stakeholders agree or disagree with the
move to a T+2 settlement cycle, or on what the expected costs and benefits to the equity and debt markets
in Canada may be from shortening the settlement cycle from T+3 to T+2. As we stated in CSA Staff Notice
24-312 — Preparing for the Implementation of T+2 Settlement dated April 2, 2015 (Notice 24-312), it is
important that the Canadian industry move to T+2 at the same time as the U.S. markets. Failure to do so
would be detrimental to the Canadian capital markets due to the interconnectedness of our markets.*

1.2 Simultaneous Request for Comment Notice on proposed amendments to NI 24-101

This Consultation Paper is being published together with CSA Notice and Request for Comment —
“Proposed Amendments to National Instrument 24-101 Institutional Trade Matching and Settlement and
Proposed Changes to Companion Policy 24-101 Institutional Trade Matching and Settlement” (the Request
for Comment Notice). The Request for Comment Notice seeks comments on proposed amendments to NI
24-101, some of which are in anticipation of the shortening of the settlement cycle. However, while we are
not proposing at this time any amendments to NI 24-101’s current ITM deadline of noon on T+1, nor to its
ITM threshold of 90 percent, we discuss in this Consultation Paper potential additional changes to NI 24-101
that we might consider, and we ask specific questions on such potential changes.

! See Towards a Legal Framework for Clearing and Settlement in Emerging Markets, Emerging Markets of the
International Organization of Securities Commissions; IOSCO paper November 1997, at 1; available at:
http://iwww.iosco.org/library/pubdocs/pdf/IOSCOPD74.pdf

% |n this Consultation Paper, a reference to the equity markets includes the markets for exchange-traded funds (ETFs).
% In this Consultation Paper, we use the expression “penalty” in a broad, colloquial sense only, and not as a formal
securities law term. See discussion in Part 6 of this Consultation Paper. For certain CSA jurisdictions, a securities
regulatory authority’s power to impose fines or penalties for failure to settle a trade on time would have to be explicitly
authorized by securities legislation.

4 See: http://www.osc.gov.on.ca/en/SecuritiesLaw_sn_20150402_24-312_t2-settlement.htm
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1.3 Overview of Consultation Paper

Part 2 of this Consultation Paper provides a high-level overview of the recommendations of international
standard-setting bodies on settlement cycles, post-trade matching, and the monitoring of failed trades. It
summarizes global developments in shortening the standard settlement cycle from T+3 to T+2, and
describes the Canadian securities industry’s T+2 initiatives. Part 3 and Appendix A discuss information from
CDS Clearing and Depository Services Inc. (CDS) on average settlement failure rates of equity trades in
Canada. Part 4 summarizes our current settlement discipline regime in general terms, and Part 5 focuses on
an important part of such regime: NI 24-101. Part 5 describes the history and policy objective of NI 24-101
and discusses a range of factors that should be considered in improving trade-matching performance by
market participants, especially as we move to a T+2 settlement cycle. It also incorporates by reference
Appendix B to this Consultation Paper, which contains an analysis of aggregate industry ITM rates. Finally,
Part 6 discusses potential new settlement discipline measures that regulators or market infrastructures might
want to consider implementing to manage settlement risk in moving to T+2.



2. Shortening settlement cycle from T+3 to T+2

2.1 Background

During the last 30 years, policy makers and industry groups have sought to reduce risk (credit, market, and
liquidity risk) by shortening the settlement cycle. In 1989, the Group of Thirty (G30) recommended that final
settlement of cash transactions should occur on T+3.° In 1995, the markets in Canada and the United States
successfully shortened the standard settlement cycle to T+3 from five days after the date of trade (T+5), and
other markets followed suit. In the early 2000s, the securities industries in both Canada and the U.S. had
considered further shortening the settlement cycle from T+3 to one day after the date of trade (T+1). While
the industries subsequently abandoned their plans to move to T+1, they actively pursued straight-through
processing (STP) and other industry-wide initiatives to improve clearing and settlement processes and
systems. At the same time, international standard-setting bodies released a number of reports on clearing
and settlement arrangements in an effort to reduce systemic risk in the financial system and improve the
overall soundness of such arrangements. We discussed these international reports in CSA Discussion
Paper 24-401 Straight-through Processing published in 2004,° and briefly highlight their relevant
recommendations below.

The Committee on Payments and Market Infrastructures (CPMI)7 and the International Organization of
Securities Commissions (IOSCO) released a regort in 2001 that made recommendations on, among other
things, trade confirmation and settlement cycle.” In particular, the RSSS report recommended the following:

- Final settlement of a securities trade should occur no later than T+3, and the benefits and
costs of a settlement cycle shorter than T+3 should be evaluated.’ The report notes that, the
longer the period from trade execution to settlement, the greater the risk that one of the parties
may become insolvent or default on the trade, the larger the number of unsettled trades, and
the greater the opportunity for the prices of the securities to move away from the contract
prices — thereby increasing the risk that non-defaulting parties will incur a loss when replacing
the unsettled contracts.

- Confirmation of trades between direct market participants should occur as soon as possible
after trade execution, but no later than trade date (T). Where confirmation of trades by indirect
market participants (such as institutional investors) is required, it should occur as soon as
possible after trade execution, preferably on T, but no later than T+1.%°

The CPMI and I0SCO further note that, regardless of the settlement cycle, the frequency and duration of
settlement failures should be monitored closely. They suggest that in some markets, the benefits of T+3
settlement are currently not being fully realized because the rate of settlement on the contractual date falls
significantly short of 100%. In such circumstances, they note that the risk implications of the fail rates should
be analyzed and actions identified that could reduce the rates or mitigate the associated risks.™

Building on the recommendations of the RSSS report, the G30 released a report in 2003 that recommended
wide-ranging reform of the clearing and settlement process, including creation and implementation of global
standards in technological and operational areas and improvements in risk management practices.12 In
particular, the G30 recommended that market participants should collectively develop and use fully

5Group of Thirty, Clearance and Settlement Systems in the World’s Securities Markets (New York: Group of Thirty, March
1989). The G30 is a private organization sponsored by central banks and major commercial and investment banks that,
over the years, has assembled a number of international task forces to study and report on the state of global clearing and
settlement. See www.group30.org.

® CSA Request for Comment — Discussion Paper 24-401 on Straight-through Processing, April 16, 2004, (2004) 27 OSCB
3977 (DP 24-401).

” Prior to September 2014, the CPMI was known as the Committee on Payment and Settlement Systems or “CPSS".

8 Recommendations for securities settlement systems - Report of the Committee on Payment and Settlement Systems
and Technical Committee of the International Organization of Securities Commissions, dated November 2001 (RSSS
report); available at: http://www.bis.org/cpmi/publ/d46.pdf. In 2012, CPMI and I0SCO reaffirmed the market-wide
recommendations in the RSSS report. See Annex C of the April 2012 CPSS-I0SCO report, Principles for financial market
infrastructures (PFMI report); available at: http://www.bis.org/cpmi/publ/d101a.pdf.

°® Recommendation 3: Settlement cycles.

10 Recommendation 2: Trade confirmation.

1 See RSSS report, at para. 3.16. The CPMI and IOSCO suggest that monetary penalties for failing to settle could be
imposed contractually or by market authorities; alternatively, failed trades could be marked to market and, if not resolved
within a specified timeframe, closed out at market prices.

12 See Global Clearing and Settlement: A Plan of Action, report of the G30 released on January 23, 2003.

6



compatible and industry-accepted technical and market-practice standards for the automated confirmation
and agreement of institutional trade details on T.*

2.2 Global T+2 initiatives

The 2007-2008 global financial crisis had highlighted the need to improve risk management and efficiency in
clearing and settlement processing. In particular, there has been a sharper focus by industry, regulators and
policy makers alike on mitigating counterparty risk exposure for market participants. Various measures have
been taken to mitigate such risks in capital markets, including a move to settle trades more quickly.

Many countries already operate under a shortened settlement cycle, or are moving towards it. Most
European markets successfully shifted to a T+2 settlement cycle in 2014.* Other major markets in the Asia-
Pacific region are already on T+2 or T+1. Australia and New Zealand moved to T+2 for their equity markets
in March 2016, while Singapore is planning to reduce its settlement cycle to T+2 from T+3 this year.15 The
U.S. markets have committed to moving to a T+2 settlement cycle on September 5, 2017.'® The Canadian
secukritie%industry has also stated its intention of meeting the same target and timelines as the U.S.
markets.

There is wide-spread agreement that shortening the settlement cycle by a business day to T+2 should
deliver significant benefits, such as reducing counterparty risk for individual investors, market participants
and central counterparties. In 1989, the G30 recognized that “to minimize counterparty risk and market
exposure associated with securities transactions, same day settlement is the final goal” when it
recommended that final settlement of cash transactions should occur on T+3. Shortening the settlement
cycle could also help to reduce margin and liquidity needs during times of economic volatility and drive
greater post-trade operational process efficiencies and cost sa\vings.18

However, shortening the settlement cycle requires a compression of timeframes, which in turn may require a
reconfiguration of the trade settlement process and an upgrade of existing systems. CPMI and I0SCO note
that, for “markets with a significant share of cross-border trades, substantial system improvements may be
essential for shortening settlement cycles”. Canada is such a market because of its extensive cross-border
securities trading with the United States. “Without such investments, a move to a shorter cycle could
generate increased settlement fails, with a higher proportion of participants unable to agree and exchange
settlement data or to acquire the necessary resources for settlement in the time available.”*®

During the Fall of 2014, in anticipation of the U.S. move to a shorter settlement cycle, staff from the Ontario
Securities Commission (OSC) conducted a sample of industry interviews to gain a sense of the readiness of
the Canadian industry to make the move to T+2. All the industry participants interviewed expressed the view
that the Canadian industry must make the move to T+2 at the same time as the U.S. markets. Failure to do
so would be detrimental to the Canadian capital markets due to the interconnectedness of our markets (i.e.,
the large volumes and value of cross-border trades and the large number of inter-listed securities). At the
same time, there would appear to be little, or no, benefit to be gained by moving prior to the U.S. 0

The move to T+2 with the U.S. markets is consistent with previous efforts by the Canadian securities
industry to align trade settlement timelines and processes with those of the Unites States.** Previous

¥ Recommendation 5: Automate and standardize institutional trade matching.

4 See Notice 24-312. The migration to a T+2 settlement period in Europe is an important contributory factor in achieving
the wider ambitions of “Target2-Securities” (T2S), the European Central Bank initiative to streamline Europe's securities
settlement structure.

!5 See ASX, “Shortening the Settlement Cycle in Australia: Transitioning to T+2 for Cash Equities”, Consultation Paper, 25
February 2014 (ASX Paper); available at: http://www.asx.com.au/documents/public-
consultations/T2_consultation_paper.PDF.

'8 For information on the initiatives of the securities industry in the United States to shorten the settlement cycle to T+2
from the current T+3, see the following website : http://www.ust2.com/. The transition date of September 5, 2017 to move
from a T+3 to a T+2 settlement cycle was announced by the U.S. industry on March 7, 2016. See T2 Settlement Media
Alert, March 7, 2016 “US T+2 ISC recommends move to shorter settlement cycle on September 5, 2017"; available at:
http://www.ust2.com/pdfs/T2-1ISC-recommends-shorter-settlement-030716.pdf

7 See “CCMA announces T+2 Steering Committee”, September 11, 2015 (CCMA Release); available at: http://ccma-
acmc.ca/en/ccma-announces-t2-steering-committee-t2sc/.

8 See White Paper “Cost benefit analysis of shortening the settlement cycle,” prepared by The Boston Consulting Group
— Commissioned by The Depository Trust and Clearing Corporation, October 2012; available at:
http://www.ust2.com/industry-action/

9 See RSSS report, at para. 3.15.

%% See Notice 24-312.

% See DP 24-401, at p. 3984. We had noted then a 2000 economic analysis conducted by Charles River Associates of
the consequences for Canada of not moving to a T+1 settlement cycle in a coordinated manner with the United States.
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Canadian industry settlement and STP initiatives have attempted to be consistent with U.S. industry efforts
because market practices in both countries are generally the same, and the securities clearing and
settlement systems in both countries are closely integrated.22

The Canadian Capital Markets Association (CCMA)23 is leading the efforts of the securities industry in
Canada to prepare for the migration to a T+2 settlement cycle on September 5, 2017. It has been mandated
by industry stakeholders to lead and coordinate the Canadian industry’s preparations for the T+2 migration,
by ensuring that a cross-section of sell side, buy side, custodial, market infrastructure and back-office
vendor representatives are participating on various CCMA sub-committees and working groups. A CCMA
T+2 Steering Committee (the T2SC) and various working groups are coordinating activities in Canada,
including identifying operational improvements (system development, procedures and processes), gaining
industry agreement on minimum standards, identifying rule changes, agreeing on timelines, coordinating the
completion of tasks, and planning an industry-wide testing that will be needed to ensure overall industry
readiness for the migration to T+2.%

Among the rules that the CCMA has identified will require amendment are the rules of the Investment
Industry Regulatory Organization of Canada (IIROC) and the exchanges that specifically mandate a three
day settlement cycle or that are keyed to the settlement date and require pre-settlement actions.® Timely
changes to such rules will be crucial for the industry to accomplish a migration to T+2 and meet the targeted
implementation of September 5, 2017. The CCMA has also recommended amending NI 24-101 to remove
an extended ITM deadline that accommodates cross-border trades from distant geographical zones. See
Part 6 below.

While NI 24-101 neither expressly mandates a T+3 settlement cycle, nor would prevent the T+2 migration, it
has a number of provisions that require adjustment to facilitate the move to a T+2 settlement cycle. These
are discussed in the Request for Comment Notice.

3. Monitoring failed trades

As noted above, the frequency and duration of settlement failures should be monitored closely, and the risk
implications of the fail rates should be analysed and actions identified that could reduce the rates or mitigate
the associated risks.

3.1 What is a failed trade?

The term “failed trade” is not defined in securities Iegislation.26 However, a failed trade is generally
considered to occur when the seller (whether short or long) fails to deliver securities to the buyer when

The analysis demonstrated that, if Canada were to remain at T+3 while the U.S. moves to T+1, our markets would
become uncompetitive vis-a-vis the U.S. markets and would suffer harm.

2 See DP 24-401, at p. 3985. The connection between the CDS and The Depository Trust & Clearing Corporation
(DTCC) is the most active and sophisticated inter-depository linkage globally. About 40% of trades on Canadian stock
exchanges are in inter-listed securities, and Canada-U.S. cross-border transactions make up nearly 25% of the millions of
trades processed annually through CDS. See: http://www.ust2.com/news/t2-too-update-from-canada/

% The CCMA is a federally incorporated, not-for-profit organization, launched to identify, analyze and recommend ways to
meet the challenges and opportunities facing Canadian and international capital markets. See: http://www.ccma-acmc.ca/
* See CCMA Release. The T2SC has mandated four working groups to focus on specific areas of expertise. An
Operational Working Group is responsible for identifying processes, procedures, and conflicted areas that may prevent
T+2 from being successful. A Communication and Education Working Group is tasked with ensuring that T+2 information
reaches all areas of the industry and public. A Mutual Fund Working Group is tasked with identifying issues regarding
investment funds and similar products (such as segregated funds). A Legal and Regulatory Working Group is tasked with
identifying all relevant rules (including the rules of SROs, marketplaces, and clearing agencies) that will need to be
investigated for possible change.

% On July 28, 2016, IIROC published for comment proposed amendments to IIROC’s Universal Market Integrity Rules,
Dealer Member Rules, and Form 1 to facilitate the investment industry’s move to T+2 settlement. See IIROC Notice 16-
0177 Amendments to facilitate the investment industry’s move to T+2, at:
http://www.osc.gov.on.ca/documents/en/Marketplaces/iiroc_20160728 _iiroc-notice-16-0177.pdf.

% The term “failed trade” is defined in IIROC’s Universal Market Integrity Rules (UMIR). UMIR Rule 1.1 defines “failed
trade” as a trade resulting from the execution of an order entered on a marketplace on behalf of an “account” and (a) in
the case of a sale, other than a short sale, the account failed to make available securities in such number and form; (b) in
the case of a short sale, the account failed to make: (i) available securities in such number and form, or (ii) arrangements
with the Participant or Access Person to borrow securities in such number and form; and (c) in the case of a purchase, the
account failed to make available monies in such amount, as to permit the settlement of the trade at the time on the date
contemplated on the execution of the trade. The provision further provides that a trade shall be considered a “failed trade”
irrespective of whether the trade has been settled in accordance with the rules or requirements of the clearing agency.
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delivery is due (usually on T+3) or the buyer fails to pay the funds when payment is due (usually T+3).27 In
the context of this policy consultation, we refer to failed trades, or settlement fails or failures, as usually
meaning a failure to deliver securities, or “fail to deliver”. The failure to pay for securities, or “cash fail”, is
more easily resolvable, as cash is fungible and the party failing to pay may rely on credit facilities.”® In a fail
to deliver, on the other hand, securities need to be delivered in the specific agreed-upon tyge (ISIN code),
which in some cases may not be easily available in the market for purchase or borrowing.2 Moreover, a fail
to deliver may expose a counterparty to replacement cost risk if the value of the securities fluctuates while
the transaction remains unsettled.*® In the context of a clearing agency’s operations, a fail to deliver means
the non-delivery of securities on “value date” (again, generally on T+3) in a delivery-versus-payment (DVP)
mechanism. The CPMI and I0SCO suggest that markets should take steps to mitigate both the risks and the
implications of failures to deliver securities.*

3.2 CNS fails in Canada

Currently, CDS provides data to the OSC on daily cumulative fails to deliver in its continuous net settlement
(CNS) service. CNS is a central counterparty (CCP) service that nets and novates most trades that are
executed on marketplaces in Canada, primarily in equity and ETF securities. CNS fails data can be used as
a fair proxy for monitoring the settlement efficiency of the Canadian equity markets because they reflect the
cumulative number and value of failed equity trades at CDS on any given date. Appendix A to this
Consultation Paper contains a brief description and analysis of aggregate CNS fails rates in Canada.

It is important to emphasize that no specific conclusions can be drawn from the CNS fails data about overall
settlement failures in all our cash markets. Daily cumulative CNS fail rates are not a reflection of all
settlement fails at CDS, especially fixed income trades, which are mostly processed for settlement through
CDS' trade-for-trade service, and not through CNS; nor do they represent aggregate settlement fails at the
“account level” in the multitude of securities accounts maintained by dealers, custodians and other securities
intermediaries for their customers.*?

4, Settlement discipline regime

There are a number of rules and industry standards and practices that, together, can be considered to
comprise the settlement discipline regime in Canada. In addition to basic contractual obligations, most
requirements regarding settlement obligations arise from rules imposed by the CSA, self-regulatory
organizations (SROs), exchanges and clearing agencies. The measures vary and are directly designed to
either (i) encourage the timely settlement of a trade by the standard settlement date, or (ii) incentivize or
force the timely resolution of a failure to deliver securities on time.*® While we discuss some of these
settlement discipline measures below, we focus in particular on NI 24-101 in Part 5 of this Consultation
Paper. We anticipate that industry, through the SROs, clearing agencies and marketplaces, will work to
revise a number of these measures to be aligned with a T+2 settlement cycle or otherwise support the
transition to T+2.

The CSA are seeking feedback on whether existing arrangements in place for the management of
settlement risk, including the settlement discipline regime discussed below, will continue to provide
appropriate incentives to promote timely settlement and support market efficiency in a T+2 settlement cycle
environment.

4.1 CSA instruments and companion policies

7 See also March 2, 2012, Notice of Request for Comment: CSA/IIROC Joint Notice 23-312 - Transparency of Short
Selling and Failed Trades, (2012) 35 OSCB 2099 (Notice 23-312); available at:
http://www.osc.gov.on.ca/documents/en/Securities-Category2/csa_20120302_23-312_rfc-trans-short-selling.pdf.

% Also, in most markets, cash settlements are greatly facilitated by CCP services and delivery-versus-payment (DVP)
securities settlement mechanisms.

# see European Central Bank, Settlement Fails — Report on Securities Settlement Systems (SSS) Measures to Ensure
Timely Settlement, April 1, 2011, at p. 1; available at:
ttps://lwww.ech.europa.eu/pub/pdf/other/settlementfails042011en.pdf.

% See PFMI report, at para. 2.5.

3 See PFMI report, at para. 3.8.2. CPMI and IOSCO had noted in 2002 that, in assessing whether fails are a significant
source of risk, fails should not exceed 5% by value. See November 2002, CPSS and IOSCO, Assessment methodology
for “Recommendations for Securities Settlement Systems”, at p. 8; available at: http://www.bis.org/cpmi/publ/d51.pdf.
However, because CPMI and IOSCO may conduct a full review of the market-wide standards in the RSSS report in the
future, it is unclear whether such a percentage would still be viewed today as an appropriate measure. See the PFMI
report, at para. 1.7.

%2 See the UMIR definition of “failed trade”, supra, footnote 26.

*|n addition to these measures, the ability to transfer ownership of securities efficiently and in a timely manner is critical
to a firm in the securities industry and to its clients. Since it is in this firm’s own interest to avoid settlement fails,
commercial pressures impose a certain degree of discipline on the settlement process.
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A number of CSA instruments and companion policies directly address post-trade execution processing. NI
24-101 requires registered firms trading for or with an institutional investor to have policies and procedures
designed to match an institutional trade (in the Instrument, described as a DAP/RAP trade) as soon as
practical after the trade is executed, but no later than noon on T+1. NI 24-101 also requires registered
dealers to have policies and procedures designed to facilitate settlement no later than the standard
settlement date prescribed by SROs and relevant marketplaces. We discuss NI 24-101 in more detail in Part
5 below.

Also, Companion Policy 23-101CP (CP 23-101) to National Instrument 23-101 — Trading Rules (NI 23-101)
states that a person who enters an order to either purchase or sell a security without having the ability and
intention to settle the trade would be considered to be violating express anti-manipulation/anti-fraud rules in
NI 23-101.** In addition, under National Instrument 81-102 Investment Funds (NI 81-102), the payment
obligations for mutual fund purchases or redemptions are required to be met within three business days.35

Other CSA rules and policies indirectly support the settlement discipline regime. For example, National
Instrument 31-103 Registration Requirements, Exemptions and Ongoing Registrant Obligations contains a
principle-based rule that requires registered firms to manage the risks associated with their business in
accordance with prudent business practices. Implementation of this obligation by registered firms puts in
place effective systems and controls to properly manage their risks, including those in relation to settlement
of trades. Moreover, National Instrument 24-102 Clearing Agency Requirements requires recognized
clearing agencies to meet or exceed a number of international risk-management standards associated with
the clearing and settlement process.

4.2 Requirements of IROC

IIROC'’s dealer member trading and delivery rules impose a number of requirements designed to enhance
settlement discipline.36 For example, a rule requires a trade to be settled within a specified settlement cycle,
unless alternative terms of settlement are agreed upon in writing.37 Settlement cycles tend to be shorter for
money market instruments and short term government securities (between T and T+2) than for equities and
long-term fixed-income securities (normally T+3). Another IIROC rule requires trades among dealer
members in non-exchange traded securities (including government debt securities) to be entered or
accepted or rejected through the facilities of an “Acceptable Trade Matching Utility” by no later than 6 pm on
the day of the trade.®® In addition, IROC’s “uniform settlement” rule prohibits a dealer member from
accepting a trade order from a customer pursuant to an arrangement whereby payment of securities
purchased or delivery of securities sold is to be made to or by a settlement agent of the customer (generally,
a custodian) unless certain procedures have been followed to facilitate prompt affirmation and settlement of
the trade by the settlement agent.*

IIROC'’s Universal Market Integrity Rules (UMIR) and related policies are also relevant. Clause (h) of Part 2
of UMIR Policy 2.2, which interprets the anti-manipulative and deceptive trading provisions of Rule 2.2 of
UMIR, provides that entering an order on a marketplace for the sale of a security without, at the time of
entering the order, having the reasonable expectation of settling any trade that would result from the

% See Section 3.1(3)(f) of Companion Policy 23-101CP. Certain provinces have inserted similar general anti-fraud and
market manipulation provisions into their securities laws (e.g., OSA s. 126.1), which generally override the anti-
manipulation/anti-fraud rules in NI 23-101.

% payment of the issue price of securities of a mutual fund must be made to the mutual fund on or before the third
business day after the pricing date (see section 9.4 of NI 81-102). Also, a mutual fund must pay the redemption proceeds
for securities that are the subject of a redemption order within three business days after the date of calculation of the net
asset value per security used in establishing the redemption price (see section 10.4 of NI 81-102). These requirements do
not prevent a mutual fund from paying the issue price or the redemption proceeds of securities on a shorter period than a
T+3 timeframe (e.g. T+2).

% |IROC Dealer Member Rule 800: Trading and Delivery. IIROC is proposing to amend some of these requirements to
facilitate the investment industry’s move to T+2 settlement. See, supra, footnote 25.

% See Rule 800.27. Despite these settlement cycle rules, market practice appears to allow some degree of failures to
deliver on time, patrticularly if caused by “administrative delays or errors”; e.g., improperly endorsed certificates received
from a client, back-office glitches or human error. In essence, it seems the SRO/marketplace rules will tolerate the
occasional failure by market participants to settle on time, so long as they settle reasonably quickly after T+3.

% See Rule 800.49.

* See Rule 800.31. Among other things, the dealer must have obtained an agreement from the customer that the
customer will furnish its settlement agent with instructions with respect to the receipt or delivery of the securities involved
in the transaction promptly upon receipt by the customer of a trade confirmation from the dealer, or the relevant date and
information as to each execution, relating to such order (even though such execution represents the purchase or sale of
only a part of the order), and that in any event the customer will ensure that its settlement agent affirms the transaction no
later than the next business day after the date of execution of the trade to which the confirmation relates. See subpara.

@(v).
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execution of the order would constitute a manipulative and deceptive trading activity. In addition, Rule 7.10
of UMIR requires “Participants” to report a trade (an “Extended Failed Trade”) that has failed to settle on the
settlement date if the trade remains unresolved ten trading days following the settlement date.”® The report
must give the reason for the settlement failure. The Participant is also required to update the report once the
problem has been rectified.*

4.3 Exchanges’ T+3 settlement cycle rules
Except for trades with special terms settlement, the exchanges require trades to be settled within T+3.%
4.4 Clearing agency and exchange optional buy-in processes

CDS and certain exchanges have “buy-in” rules to enforce settlement, which allow a purchaser, at its
discretion, to require the purchase of securities in the market for delivery to the purchaser, with the seIIer
obliged to pay for the costs of the purchase and thereby forcing the settlement obligation of the seller.®

Question 1: In your opinion, is the existing settlement discipline regime adequate to promote timely
settlement and support market efficiency in a T+2 settlement cycle environment? Please provide
reasons for your response, including, if available, any quantitative analysis to support your reasons.

5. National Instrument 24-101 — Institutional Trade Matching and Settlement
5.1 Background to, and Purpose of, NI 24-101

NI 24-101 came into force in 2007 and was developed largely to encourage more efficient and timely post-
trade execution and pre-settlement ITM processes (trade confirmation, affirmation, allocations and
settlement instructions). Under NI 24-101, registered dealers and advisers trading for or with an institutional
investor must have ITM policies and procedures designed to match a DAP/RAP trade as soon as practical
after the trade is executed, but no later than noon on T+1 (ITM deadllne) * The Instrument currently defers
the matching deadline to noon on T+2 if the DAP/RAP trade results from an order to buy or sell securities
received from an institutional investor whose investment decisions or settlement instructions are usually
made in and communlcated from a geographical region outside of the North American region (non-North
American trades) °>We are proposing to repeal the provision that defers the ITM deadline to noon on T+2
for non-North American trades (see the Request for Comment Notice, and Part 6 below).

Originally, NI 24-101 contained transition provisions that would have eventually imposed, after several
years, a requirement to match DAP/RAP trades by no later than midnight on trade date (midnight on T).
However, in 2010 we amended NI 24-101 to, among other things, halt the transition to midnight on T. In our
notice of amendments, we had said that we are maintaining the ITM noon on T+1 deadline in NI 24-101
because, at that time, there were no plans to shorten the T+3 settlement cycle in global markets, and
therefore moving to midnight on T would no longer be appropriate. However, we had also noted that we
might re-introduce the midnight on T matching deadline into the Instrument through subsequent
amendments if circumstances changed, such as from a global shortening of the standard T+3 settlement
cycles

40 An Extended Failed Trade is a “failed trade” within the meaning of the UMIR that was not rectified within ten trading
days following the date for settlement contemplated on the execution of that trade. See, supra, footnote 26 for the UMIR
definition of “failed trade”.

“! There are also UMIR requirements that are designed to prevent abusive short selling practices, which can be
characterized as settlement discipline measures (such as the UMIR “pre-borrow requirement” in limited circumstances).
However, they are generally specific to short sale trades, and since a short sale is not likely to fail to settle any more than
a long sale would be likely to fail to settle, we do not discuss these measures in this Consultation Paper. See the “lIROC
Trends Study” described in Appendix A to this paper, which confirms at page 32 previous IIROC studies that “a short sale
was less likely to fail in settlement than a trade generally”.

“2 See, for example, TSX rule 5-103(1) and Aequitas NEO Exchange Rule 12.03(1).

3 See, for example, CDS Rules 7.3.8(b) and 7.4.8(b) and TSX Rule 5-301. Generally, where a party to a trade fails to
deliver within the usual settlement time, the counterparty may issue a buy-in notice to the defaulting party and request the
marketplace to execute the buy-in.

* See subsections 3.1(1) and 3.3(1) of the Instrument. A DAP/RAP trade is a trade executed for a client account that
permits settlement on a delivery against payment or receipt against payment basis through the facilities of a clearing
agency, and for which settlement is made on behalf of the client by a custodian other than the dealer that executed the
trade. See, among other terms, the definitions of “DAP/RAP trade”, “T”, “T+1"” and “T+2” in section 1.1 of the Instrument.
4 See subsections 3.1(2) and 3.3(2). “North American region” means Canada, the United States, Mexico, Bermuda and
the countries of Central America and the Caribbean. See section 1.1.

46 CSA Notice of Amendments to NI 24-101 Institutional Trade Matching and Settlement and Companion Policy 24-101CP
Institutional Trade Matching and Settlement, dated April 16, 2010, (2010) 33 OSCB 3379 (2010 Notice), at p. 3380;
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In addition, under the Instrument registered firms are required to complete and file exception reports on
Form 24-101F1 if they did not meet, with respect to their institutional trades, the ITM matching threshold of
90% (ITM threshold) of trades by value and volume matched by noon on T+1 during a calendar quarter
Also, clearing agencies (in particular, CDS) and matching service utilities (MSUs) are required to submit
quarterly data on the matching of institutional equity and debt trades of their participants. Appendix B to this
Consultation Paper contains a brief analysis of aggregate CDS ITM rates.

Finally, NI 24-101 contains a principles-based settlement rule (settlement rule) that requires registered
dealers to establish, maintain and enforce policies and procedures designed to faC|I|tate settlement of trades
by no later than the “standard settlement date” prescribed by SROs and marketplaces

5.2 ITM processes

The post-trade execution and pre-settlement processes and systems for comparing and matching
institutional trade data are complex, and inextricably linked to clearance and settlement. Most ITM in
Canada involves many sequential steps after a trade is executed (referred to as “local” matching, which
includes: a notice of execution; verification of trade details; confirmation and affirmation of trade; allocation
of trade; and settlement instructions to custodian). “9 Al the relevant parties50 in ITM must agree on trade
details as soon as possible so that errors and discrepancies in the trades can be discovered early in the
clearing and settlement process Speedy and accurate ITM is an essential pre-condition to avoiding
settlement failures in a shortened settlement cycle environment.®

Instead of local ITM, some market participants will use the services of a MSU to perform a “centralized” ITM
process that is non-sequential. Either party can submit their trade details at any time, and in any order, into
the MSU, which would automatlcally match the trades based on specific criteria and tolerances set up by the
investment manager ® There are currently two MSUs in Canada that are authorized to provide such
services.

5.3 Factors to improve ITM performance and generally to facilitate the move to a T+2
settlement cycle

Despite our decision in 2010 not to transition the ITM deadllne to midnight on T, we encouraged the industry
to work towards ITM goals that are earlier than noon on T+1.>* We suggested tools to further improve ITM
rates, such as the adoption of order management systems or the use of MSUs, together with moving from
end-of-day batch processing to more frequent intra-day or real-time processing.

We strongly encouraged market participants to pursue further technology and processing improvements.
Specifically, we encouraged:

- the buy-side to augment their use of front-office automation to enable more timely post-
execution operations;

- dealers to continue their efforts to shift from end-of-day batch processing to more frequent
intra-day or real time processing;

- custodians to support their clients in greater use of technology and other alternatives to
improve ITM, including dissuading clients from manual post-execution activities (e.g., using
telephones, fax machines or e-mails to communicate trade details and settlement instructions);
and

available at: http://www.osc.gov.on.ca/documents/en/Securities-Category2/csa_20100416_24-101_notice-amd.pdf. See
also: (i) CSA Notice 24-307 — Exemption from Transitional Rule: Extension of Transitional Phase-In Period in NI 24-101,
dated April 4, 2008, (2008) 31 OSCB 3721 (2008 Notice); available at:
http://www.osc.gov.on.ca/documents/en/Securities-Category2/csa_20080404_24-307_phase-in-24-101.pdf; and (ii) CSA
Notice and Request for Comment — Proposed Amendments to NI 24-101 Institutional Trade Matching and Settlement and
Companion Policy 24-101CP _Institutional Trade Matching and Settlement, dated October 30, 2009, (2009) 32 OSCB 9059
(2009 Notice); available at: http://www.osc.gov.on.ca/documents/en/Securities-Category2/rule_20091030_24-101_pro-
amd.pdf .
" See Part 4 of the Instrument.
8 The settlement rule applies to all trades, not just DAP/RAP trades. It does not specifically reference “T+3", but instead
|ncorporates the settlement period norms established by the SROs or marketplaces.

° See Companion Policy, ss. 1.2(2) and (3).
%0 In NI 24-101, referred to as the “trade-matching parties”. See definitions in s. 1 of the Instrument.

See Companion Policy, ss. 1.2(2).

2 See the RSSS report, at para. 3.10. See also DP 24-401, at p. 3995; and more recently Notice 24-312.

3 See Omgeo, “Mitigating Operational Risk and Increasing Settlement Efficiency through Same Day Affirmation (SDA)”,
Industry Discussion Paper, October 2010 (Omgeo paper), at p. 16 (footnote 13).
% See 2010 Notice, at p. 3380.
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- CDS and other back-office service providers to consider modifying their systems to expand
their processing schedules and accept matched trades on T later in the processing day to
facilitate compressed timelines and accurate measurement of a firm’s ITM and settlement
performance.

In addition, we noted our view that MSUs could play an important role in bringing all trade-matching parties
together to expedite ITM processes. Industry-wide automation and interoperability would strengthen the
efficiency and integrity of the securities clearing and settlement process and ultimately improve investor
protection and the global competitiveness of the markets in Canada.®

The actions described above are more important than ever as we move to T+2. Market participants will need
to implement improvements to accelerate their ITM timelines and enhance their operational efficiency in
post-trade execution processing.

5.3.1  Same day affirmation or “SDA”

Same day affirmation (SDA) is achieved when an institutional trade is confirmed and affirmed on the day of
the trade. Certain foreign markets and international post-trade execution service providers have identified
the importance of achieving higher rates of SDA as a necessarg pre-condition to ensure settlement failures
do not increase with the introduction of a T+2 settlement cycle. ® SDA helps speed up the post-trade ITM
and settlement processes, by compressing the confirmation-affirmation steps, allowing for more time to
complete trade allocations and settlement instructions and address errors and mismatches before trades are
due to settle. By agreeing on the details of a trade more quickly, operational risk, costs and inefficiencies
can be reduced. Automated trade verification, using electronic systems to match the trade details either
locally or centrally, enables timely trade confirmation-affirmation and facilitate higher rates of SDA.*’

Question 2: Given that international research suggests that achieving SDA rates of over 90 percent
may be important in delivering greater settlement efficiency and lower rates of settlement failures,
is increasing SDA rates in the Canadian markets an important pre-condition to transitioning to T+2?

Question 3: Is a higher degree of automation in the trade confirmation-affirmation processes the key
to delivering higher SDA rates? Please provide reasons for your answer.

5.3.2 Faster allocations and settlement instructions matching

The introduction of a T+2 settlement cycle will require a more rigorous and timely release of the allocations
and settlement instructions. Generally, we would expect that higher levels of ITM rates by noon on T+1
should be achieved. See Appendix B for more information on current aggregate ITM rates.

Question 4: What actions could trade-matching parties take to accelerate the timing of the release of
allocations and settlement instructions in a T+2 settlement environment?

6. Possible new measures to manage settlement risk

As we move to a T+2 settlement cycle, the CSA believes that it may be appropriate to examine at this time
whether new settlement discipline measures may be warranted to help mitigate the risk that settlement
failures may increase. We discuss below a number of additional measures to prevent or address settlement
fails. Some of the measures also exist in other jurisdictions, such as in the United States, Europe and
Australia.

We emphasize that we are not proposing to adopt or mandate the adoption of any of the measures at this
time. However, we might consider adopting, or mandate the adoption of, some of them in the future after this
consultation process. Commenters who believe that the existing settlement discipline regime is not adequate
to promote timely settlement and support market efficiency in a T+2 settlement cycle environment should
identify a particular measure that would, in the commenter’s view, benefit our markets. In assessing the
appropriateness of any of the measures, we ask stakeholders to provide reasons and describe potential
benefits and costs to the markets.

*® See 2009 Notice, at p. 9064. See also DP 24-401, at p. 3984, for a discussion of interoperability.

% ASX Paper, at p. 10, citing the Omgeo paper. The Omgeo study found that there was a direct correlation between SDA
and shortening settlement cycles, and that SDA leads to greater settlement efficiency.

*7 Ibid. The centralized trade verification and matching facility offered by an MSU enables trades to be automatically
matched within compressed time frames, without the usual dependency on sequential steps among the trade-matching
Earties in a local matching trade-verification process.

% See ASX paper, at p. 10, which cites the Omgeo paper.
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6.1 Possible ITM rule amendments

Ensuring STP at all levels of the transaction processing chain will help accelerate ITM and improve
accuracy, which will be essential pre-conditions to avoiding settlement failures in a T+2 settlement cycle
environment. Amending NI 24-101 in one or more ways might help to achieve this goal. For example, the
Instrument could require registered dealers and advisers to have ITM policies and procedures designed to
match a DAP/RAP trade no later than midnight on T instead of noon on T+1, thereby returning the
Instrument to its original target deadline. Alternatively, the ITM threshold could be amended to require a
registered firm to complete and file an exception report if it fails to meet a threshold of 95 percent (instead of
90 percent) of trades, measured by both value and volume, matched by noon on T+1 during a calendar
quarter.

Question 5: Should the ITM deadline be amended, such that the ITM policies and procedures of a
registered dealer or adviser would have to be designed to match a DAP/RAP trade no later than
midnight on T instead of noon on T+1? Please provide reasons for your answer. If you believe the
ITM deadline should be amended, but not to a midnight on T deadline, then please give your views
on how the Instrument should be amended.

Question 6: Alternatively, should the ITM threshold be amended, such that a registered firm would
be required to complete and file an exception report if it fails to meet a threshold of 95% (instead of
90%) of trades, measured by both value and volume, matched by noon on T+1 during a calendar
quarter? Please provide reasons for your answer. If you believe the ITM threshold should be
amended, but not to a 95% threshold, then please give your views on how the Instrument should be
amended.

Question 7: Are there other pre-settlement measures that could be taken to encourage prompt
confirmation and affirmation of a trade and communication of allocations and settlement
instructions by trade-matching parties? If so, please describe such measures in reasonable detail.

As we mentioned in the Request for Comment Notice, we are proposing to repeal the provisions in NI 24-
101 that extend the ITM deadline to noon on T+2 for non-North American trades. Given the move to a
standard T+2 settlement cycle, we believe these provisions are no longer useful. The extended deadline of
noon on T+2 for non-North American trades leaves insufficient time to solve problems and avoid failed
trades; instead, parties need to match earlier on T+1 regardless of the cross-border nature of the trade, so
that they have time to address issues and avoid failed trades. We appreciate the fact that transacting
globally is complicated due to communication lags, structural challenges, currency differences, mismatches
in global settlement cycles, and time zone issues. However, the move to T+2 will align the securities
settlement cycle in Canada with the settlement cycles of most of the major foreign markets, including the
U.S. and Europe. While several of the complexities with foreign investment and cross-border transactions
will continue to exist, market participants will need to review their internal operations and adapt their ITM
policies and procedures accordingly to meet the current ITM deadline of noon on T+1. This is consistent with
the need for market participants to align their policies and procedures to meet the standard settlement cycle
in the U.S., Europe and other T+2 jurisdictions.

6.2 Possible settlement rule amendment

In 2004, the CSA had asked whether it should mandate a T+3 settlement cycle.59 The initial proposed NI 24-
101 contained a rule that required a dealer who executes a trade in depository eligible securities “to take all
necessary steps to settle the trade no later than the end of T+3".°° We had expressed the view that,
although current rules of the SROs and exchanges had already mandated a standard T+3 settlement cycle
period for equity and long term debt securities, a general T+3 settlement cycle rule enshrined in provincial
securities legislation would strengthen the clearing and settlement system in Canada.

However, a majority of commenters were of the view that the CSA should not mandate a T+3 settlement
cycle.61 Instead, we included in the final version of NI 24-101 the current principles-based settlement rule
that requires a registered dealer to establish, maintain and enforce policies and procedures designed to

% See DP 24-401, at p. 3998.

% See Part 5 of the Instrument, as first published on April 16, 2004, in Proposed National Instrument 24-101 Post-trade
Matching and Settlement, (2004) 27 OSCB 4010; available at: http://www.osc.gov.on.ca/documents/en/Securities-
Category2/rule_20040416_24-101_ni-roc.pdf.

®1 See CSA Staff Notice 24-301 - Responses to Comments Received on Discussion Paper 24-401 on Straight-through
Processing, Proposed National Instrument 24-101 Post-trade Matching and Settlement, and Proposed Companion Policy
24-101CP to National Instrument 24-101 Post-trade Matching and Settlement; February 11, 2005, (2005) 28 OSCB 1509;
available at: http://www.osc.gov.on.ca/documents/en/Securities-Category2/csa_20050211_24-301_not-resp-
comments.pdf.
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facilitate settlement of trades by no later than the “standard settlement date”, as prescribed by the rules of
the SROs and marketplaces.

A prescriptive T+2 rule would be consistent with the U.S. Securities and Exchange Commission’s (SEC)
Rule 15¢6-1°%% and the European Union’s “CSDR regulation” that mandates a T+2 settlement cycle.®

Question 8: Should NI-24-101's current principles-based settlement rule be amended to incorporate
a prescriptive T+2 rule? Please provide reasons for your answer.

6.3 Possible mechanisms to address settlement fails

A number of foreign jurisdictions have put in place “penalties” associated with settlement failures, or have
proposed such penalties, to serve as an incentive for participants that cause settlement fails to resolve them
expeditiously. Such penalties operate as monetary incentives (or disincentives) to settle on time, or to
resolve fails quickly (e.g., fines or interest charges). They can be explicit (e.g., imposed by an SRO or
clearing agency rule) or implicit (e.g., adopted as market practice by industzy). The international experience
indicates that introducing a minimum penalty discourages settlement fails.®

For example, under its CSDR regulation, European Union (EU) authorities are proposing to require central
securities depositories (CSDs) to establish procedures that impose a cash penalty for participants that
cause fails.®® The cash penalties are to be calculated on a daily basis for each business day that a
transaction fails to be settled after its “intended settlement date” (usually, T+2) until the moment of the actual
settlement date or until the end of a mandatory buy-in process required to be initiated pursuant to the same
regulation. Details of the implementation of the CSDR penalty regime and related operational processing
have not yet been finalized.

In Australia, under the settlement disciplinary regime established by the securities exchange ASX,
participants that fail to deliver securities on the scheduled settlement date are levied a daily fine.® The
current fine is 0.1% of the trade value outstanding, with a floor of AU$100 and a cap of AU$5,000. ASX did
not propose to increase the financial penalties with the introduction of a T+2 settlement cycle.

To encourage prompt delivery of U.S. government and agency securities in a trade, the CCP for fixed
income trades in the U.S. collects interest at an annual rate of 3% on the settlement value of the trade that
has fg;led to deliver in the CCP (minus the “Target Fed” funds rate in effect the day before the settlement
day).

In addition, a number of foreign jurisdictions have close-out (or forced buy-in) procedures that require the
failing participant to remedy a failed trade as quickly as possible.

In Australia, the ASX Settlement Operating Rules require a settlement participant to close out settlement
shortfalls that remain after batch settlement on T+5 by purchasing or borrowing securities needed to
complete settlement.®® With the introduction of a T+2 settlement cycle, ASX is proposing to change its
settlement operating rules so that settlement disciplinary milestones are also reduced by one business day
(that is, financial penalties will be levied for settlement fails on T+2, and the automatic close-out requirement
would apply for settlement shortfalls that remain after batch settlement on T+4).

6217 CFR 240.15c6-1 - Settlement cycle. The rule requires a broker or dealer not to effect or enter into a contract for the
purchase or sale of a security that provides for payment of funds and delivery of securities later than the third business
day after the date of the contract unless otherwise expressly agreed to by the parties at the time of the transaction. The
SEC is intending to amend its rule to require settlement no later than T+2. See letter from the Chair of the SEC to the U.S.
industry, dated September 16, 2015, available at: http://www.ust2.com/news/sec-endorsements/

& Regulation (EU) No. 909/2014 of the European Parliament and of the Council of 23 July 2014 on improving securities
settlement in the European Union and on central securities depositories and amending Directives 98/26/EC and
2014/65/EU and Regulation (EU) No 236/2012 (CSDR regulation).

% See Bank of Canada, “Securities Financing and Bond Market Liquidity”, Financial System Review, June 2016, at p. 44;
available at: http://www.bankofcanada.ca/2016/06/fsr-june-2016/

 See CSDR regulation, Article 7 — Measures to address settlement fails.

% See ASX paper, at p. 13.

%7 See the following documents published by The Treasury Market Practices Group (TMPG), revised February 2016: U.S.
Treasury Securities Fails Charge Trading Practice and Agency Debt and Agency Mortgage-Backed Securities

Fails Charge Trading Practice; both available on the Website of the Federal Reserve Bank of New York, at:
https://www.newyorkfed.org/tmpg/about.html. The TMPG is composed of senior business managers and legal and
compliance professionals from a variety of institutions — including securities dealers, banks, buy-side firms, market
utilities and others — and is sponsored by the Federal Reserve Bank of New York. The U.S. CCP for fixed income trades
is Fixed Income Clearing Corporation, a wholly owned subsidiary of DTCC.

% ASX paper, at p. 13.
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In the U.S., SEC Rule 204 requires brokers and dealers that are participants of a registered clearing agency
to take action to close out failure to deliver positions.69 Closing out under Rule 204 requires the broker or
dealer to purchase or borrow securities of like kind and quantity. The participant must close out a failure to
deliver for a short sale transaction by no later than the beginning of regular trading hours on the settlement
day following the settlement date (currently T+4, but will become T+3 in a T+2 settlement cycle
environment). A failure to deliver for a long sale transaction, or for a trade that is attributable to bona fide
market making activities, must be closed out by no later than the beginning of regular trading hours on the
third consecutive settlement day following the settlement date (currently T+6, but will become T+5 in a T+2
settlement cycle environment). 0

In Europe, under the CSDR regulation EU authorities are proposing to require CCPs, CSDs or trading
venues to put in place a forced “buy-in” process for fails in many types of securities transactions that would
be triggered generally within a certain period after the intended settlement date.” This period would be
dependent on the asset type and liquidity of the relevant security; for example, up to four days for liquid
securities, seven days for illiquid securities, and 15 days for transactions on SME growth markets.

Question 9: Is the current settlement discipline regime in Canada sufficient to resolve settlement
failures expeditiously or are other mechanisms needed?

- If other mechanisms should be imposed, what should those mechanisms be?
- To which types of trades, securities or markets should such mechanisms apply?

- How would a settlement failure be determined or defined for the purposes of such
mechanisms?

- Who should establish and administer such mechanisms (for example, an SRO, clearing
agency or CSA regulator)?

6.4 Other potential impediments to ensuring timely settlement of trades

We seek stakeholder views on whether any other aspect of the securities clearing and settlement
processing chain not discussed above may be a source of delay in meeting a T+2 settlement timeline. It is
important that stakeholders identify the weak links in the processing chain so that regulators can consider
whether additional settlement discipline measures may be needed to address such weak links."* For
example, we are interested in knowing whether any services or systems currently used by investors, issuers
or other market participants for the clearance and settlement of securities transactions, the maintenance of
securities accounts, and the safeguarding of securities may not be able to support a shorter T+2 settlement
environment. The reasons for this could be varied, including because the service or system is too dependent
on manual processes and is not sufficiently automated.

Question 10: Are there other aspects of the securities transaction processing chain that may be a
source of delay in meeting a T+2 settlement timeline? If so, please describe them and identify any
additional settlement discipline measures that could be taken to address such delays. Please
describe such measures in reasonable detail.

% 17 CFR 242.204 - Close-out requirement.
™ If the position is not closed out, the broker or dealer and any broker or dealer for which it clears transactions (for
example, an introducing broker) may not effect further short sales in that security without borrowing or entering into a
bona fide agreement to borrow the security (known as the “pre-borrowing” requirement) until the broker or dealer
%urchases shares to close out the position and the purchase clears and settles.

See CSDR regulation, Article 7 — Measures to address settlement fails.
2 A discussion of the potential for emerging technologies, such as the blockchain concept and distributed ledgers, to
radically transform current clearing and settlement processes and systems is beyond the scope of this policy consultation.
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Conclusion

In this Consultation Paper, we briefly describe the Canadian securities industry’s efforts to prepare for
shortening the standard settlement cycle from T+3 to T+2. The move to T+2 is expected to occur on
September 5, 2017, at the same time as the markets in the United States move to T+2. We provide an
overview of existing settlement discipline measures in the Canadian equity and debt markets.

The Consultation Paper raises certain policy considerations for addressing the risk that the transition to a
standard T+2 settlement cycle may increase settlement failures in our markets. We are seeking feedback on
whether existing arrangements in place for the management of settlement risk will continue to provide
appropriate incentives to promote timely settlement and support market efficiency in a T+2 settlement cycle
environment. As we move to a T+2 settlement cycle, to help mitigate the risk that settlement failures may
increase, it might be prudent to consider adopting, or mandate the adoption of, new measures to enhance
the settlement discipline regime in a T+2 settlement environment.

We seek feedback on any aspect of this Consultation Paper and, in particular, on the following specific
guestions:

Question 1: In your opinion, is the existing settlement discipline regime adequate to promote timely
settlement and support market efficiency in a T+2 settlement cycle environment? Please provide
reasons for your response, including, if available, any quantitative analysis to support your reasons.

Question 2: Given that international research suggests that achieving SDA rates of over 90 percent
may be important in delivering greater settlement efficiency and lower rates of settlement failures, is
increasing SDA rates in the Canadian markets an important pre-condition to transitioning to T+2?

Question 3: Is a higher degree of automation in the trade confirmation-affirmation processes the key
to delivering higher SDA rates? Please provide reasons for your answer.

Question 4: What actions could trade-matching parties take to accelerate the timing of the release of
allocations and settlement instructions in a T+2 settlement environment?

Question 5: Should the ITM deadline be amended, such that the ITM policies and procedures of a
registered dealer or adviser would have to be designed to match a DAP/RAP trade no later than
midnight on T instead of noon on T+1? Please provide reasons for your answer. If you believe the
ITM deadline should be amended, but not to a midnight on T deadline, then please give your views
on how the Instrument should be amended.

Question 6: Alternatively, should the ITM threshold be amended, such that a registered firm would
be required to complete and file an exception report if it fails to meet a threshold of 95% (instead of
90%) of trades, measured by both value and volume, matched by noon on T+1 during a calendar
quarter? Please provide reasons for your answer. If you believe the ITM threshold should be
amended, but not to a 95% threshold, then please give your views on how the Instrument should be
amended.

Question 7: Are there other pre-settlement measures that could be taken to encourage prompt
confirmation and affirmation of a trade and communication of allocations and settlement
instructions by trade-matching parties? If so, please describe such measures in reasonable detail.

Question 8: Should NI-24-101's current principles-based settlement rule be amended to incorporate
a prescriptive T+2 rule? Please provide reasons for your answer.

Question 9: Is the current settlement discipline regime in Canada sufficient to resolve settlement
failures expeditiously or are other mechanisms needed?

- If other mechanisms should be imposed, what should those mechanisms be?
- To which types of trades, securities or markets should such mechanisms apply?
- How would a settlement failure be determined or defined for the purposes of such mechanisms?

- Who should establish and administer such mechanisms (for example, an SRO, clearing agency
or CSA regulator)?
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Question 10: Are there other aspects of the securities transaction processing chain that may be a
source of delay in meeting a T+2 settlement timeline? If so, please describe them and identify any
additional settlement discipline measures that could be taken to address such delays. Please
describe such measures in reasonable detail.

k%
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APPENDIX A
Aggregate CNS Fails Rates

CDS measures aggregate fails to deliver in its CNS system based on the aggregate value of securities that
fail to settle on T+3. CDS acts as central counterparty to each trade processed through the CNS system
(generally, most equity trades on marketplaces). In the CNS system, each CNS participant’s daily purchases
and sales of a security, based on trade date, are automatically netted into one long position (right to receive
securities from CDS) or one short position (obligation to deliver securities to CDS) for each issue purchased
and sold.

Where a CNS participant fails to deliver securities to CDS on T+3, a fail to deliver occurs. A number of CNS
participants could be in a short position at any one time, and fail to deliver on T+3. All fails to deliver in a
particular issue of securities on a given day are a cumulative number of all fails outstanding until that day,
plus new fails that occur that day, less fails that settle that day. The figure is not a daily amount of fails, but a
combined figure that includes both new fails on the reporting day as well as existing fails. In other words,
these numbers reflect aggregate fails as of a specific point in time (the CNS system does not track the
length of time that a fail to deliver remains outstanding or “age” of a fail).

The aggregate value of accumulated fails to deliver on a particular day in the CNS system is then compared
to the aggregate value of all trades that settle on “value date” in CNS on that day. The value of trades
eligible for CNS is lagged by three days such that the trade-date data are matched to the failures associated
with that trade date on a T+3 basis. In order to “smooth” out the effects of the failure of an individual large
block trade or of unusual levels of trading activity (such as trading days on Canadian marketplaces when
markets in the United States are closed), CDS calculates 20-day rolling averages for both measures.

Using the CNS fails data received from CDS, OSC staff have compiled the information to create Chart A-1,
as well as set out the data in Table A-1 below. Table A-1 and the chart reflect daily aggregate CNS fails from
May 1, 2007 to March 31, 2016. A part of this period, i.e., from May 2007 to April 2010 (IIROC study
period) was analyzed by IIROC in a February 2011 report entitled Trends in Trading Activit;/, Short Sales
and Failed Trades — For the period May 1, 2007 to April 30, 2010 (IIROC Trends Study).” IROC
concluded that, overall during the IIROC study period, there was a general downward trend in the value of
accumulated fails as a percentage of the aggregate value of trades processed in CNS, with the exception of
a “spike” in trade failures that occurred in September 2008 during the financial crisis.” According to IIROC,
the decline may have been attributable to two factors:

e general decline in the length of time that a “failed” trade remains outstanding; or
e ageneral decline in the rate of trade failures.

Chart A-1 — Daily CNS fails rate

™ The IIROC Trends Study is available at: http://www.iiroc.ca/Documents/2011/cee8bc8c-a639-44de-bcfc-
f2e499676f43_en.pdf.

™ See the IIROC Trends Study, at p. 27-28. According to IIROC, this spike was “due to the bankruptcy of a major U.S.
investment dealer that was the ultimate counter-party to a significant volume of trades”.
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From May 1, 2010 onwards (i.e., after the end of the IIROC study period) the declining trend in CNS fail
rates appears to have abated, with cumulative CNS fails remaining relatively stable and generally below 2%
of the aggregate value of trades processed through CNS.” The average of aggregate CNS fails during the
entire period May 1, 2007 to March 31, 2016 is 1.58%. See Table A-1 below.

While the CNS fails data does not provide information on the causes of fails, previous IIROC studies have
found that the “predominant cause of failed trades is administrative delay or error”.”® Even if the data is
unable to tell us whether a fail at the clearing agency level (i.e, a delivery failure caused by a direct
participant of the clearing agency) is caused by a corresponding fail at a dealer’s or custodian’s client-
account level, it is probable that many fails to settle trades at the clearing agency are the direct or indirect
result of fails in such underlying accounts maintained at one or more tiers of such intermediaries.

With respect to average fail rates in markets outside of Canada, different markets apply different
methodologies for calculating fail rates, so it is also difficult to draw comparisons with foreign markets. The
IIROC Trends Study contains a brief comparative analysis with fails in the United States. Based on
information from the SEC'’s Office of Economic Analysis,77 IIROC suggested that “fail rates in the United
States may be somewhat higher than in Canada after taking into account differences in the size of the
respective markets”.”®

™ However, there are some exceptions to this general observation: it also appears that certain unexplained, but
temporary, increases or spikes in fails to deliver occurred in late 2010/early 2011 and early 2015 when the fail rate
increased above the 2% mark.

®See the IIROC Trends Study, at p. 5-6.

" See Office of Economic Analysis, Impact of recent SHO Rule Changes on Fails to Deliver (April 16, 2009). A revised
version of this document dated November 4, 2009 is available at:
https://www.sec.gov/spotlight/shortsales/oeamemo110409.pdf.

"8 |t is interesting to note that, in Australia, the settlement failure rate for cash equities is extremely low, with an average
daily settlement failure rate of 0.339% over the December 2013 quarter. See ASX Paper, at p. 13. It is unclear whether
this percentage is based on number of securities or the value of the securities that fail to settle on time. The ASX says that
the high level of settlement efficiency in Australia is demonstrated by both average daily settlement completion rate of
99.7% and the fact that 77.8% of settlements which failed on T+3 were completed by T+4. Ninety three percent of the
settlements that failed on T+3 over Q4 2013 involved securities outside the top 50 ASX-listed securities.
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Table A-1 — Value of Accumulated Fails in CNS

Table A-1 — Value of Accumulated Fails

20-Day Rolling Average of

Value of Accumulated Fails

Month Continuous Net Settlement Value of Accumulated as % of Trade Value
Trade Value Fails

May-07 $ 7,072,864,788 $ 190,530,817 2.69%
Jun-07 $ 7,175,899,218 $ 177,079,299 2.47%
Jul-07 $ 7,186,423,091 $ 176,816,985 2.46%
Aug-07 $ 8,016,228,401 $ 176,485,419 2.20%
Sep-07 $ 6,523,189,147 $ 157,141,611 2.41%
Oct-07 $ 7,349,209,434 $ 171,706,634 2.34%
Nov-07 $ 7,714,020,926 $ 193,563,475 2.51%
Dec-07 $ 7,063,445,146 $ 145,759,967 2.06%
Jan-08 $ 6,884,294,114 $ 147,751,865 2.15%
Feb-08 $ 7,629,710,520 $ 141,827,181 1.86%
Mar-08 $ 7,723,931,327 $ 144,401,989 1.87%
Apr-08 $ 7,683,901,472 $ 144,996,218 1.89%
May-08 $ 7,695,119,932 $ 141,500,208 1.84%
Jun-08 $ 7,990,506,163 $ 163,049,106 2.04%
Jul-08 $ 8,300,632,652 $ 165,949,115 2.00%
Aug-08 $ 7,566,027,689 $ 98,967,891 1.31%
Sep-08 $ 7,765,134,588 $ 111,699,872 1.43%
Oct-08 $ 9,265,502,773 $ 153,736,905 1.66%
Nov-08 $ 6,730,676,331 $ 94,520,509 1.40%
Dec-08 $ 6,242,704,936 $ 86,917,132 1.39%
Jan-09 $ 5,140,145,092 $ 63,994,026 1.24%
Feb-09 $ 5,712,182,858 $ 50,783,628 0.89%
Mar-09 $ 6,637,664,169 $ 50,053,832 0.73%
Apr-09 $ 6,690,814,518 $ 55,662,309 0.83%
May-09 $ 6,866,748,063 $ 66,107,911 0.97%
Jun-09 $ 7,140,039,142 $ 105,592,566 1.48%
Jul-09 $ 6,330,705,081 $ 80,248,484 1.25%
Aug-09 $ 6,524,151,799 $ 73,859,488 1.14%
Sep-09 $ 7,499,492,432 $ 105,980,101 1.44%
Oct-09 $ 8,010,051,153 $ 128,256,855 1.59%
Nov-09 $ 7,867,282,950 $ 104,376,622 1.32%
Dec-09 $ 7,755,872,818 $ 121,610,483 1.57%
Jan-10 $ 7,015,269,830 $ 104,335,029 1.49%
Feb-10 $ 7,854,569,053 $ 92,934,069 1.18%
Mar-10 $ 7,673,630,354 $ 102,195,128 1.34%
Apr-10 $ 8,228,071,445 $ 133,018,447 1.62%
May-10 $ 9,680,483,463 $ 141,053,179 1.46%
Jun-10 $ 8,332,890,633 $ 131,457,722 1.58%
Jul-10 $ 6,863,386,601 $ 103,316,906 1.51%
Aug-10 $ 7,400,363,281 $ 97,441,461 1.32%
Sep-10 $ 8,486,406,274 $ 109,836,461 1.29%
Oct-10 $ 8,942,465,332 $ 138,031,677 1.54%
Nov-10 $ 9,216,966,639 $ 167,228,840 1.81%
Dec-10 $ 9,847,801,045 $ 222,187,757 2.26%
Jan-11 $ 9,161,265,959 $ 211,598,802 2.31%
Feb-11 $ 10,649,798,759 $ 198,685,634 1.87%
Mar-11 $ 11,221,033,494 $ 199,034,117 1.77%
Apr-11 $ 9,905,815,097 $ 189,657,100 1.91%
May-11 $ 9,504,509,917 $ 159,198,189 1.67%
Jun-11 $ 8,814,514,979 $ 170,858,690 1.94%
Jul-11 $ 7,906,422,785 $ 153,942,946 1.95%
Aug-11 $ 9,645,711,225 $ 156,234,934 1.62%
Sep-11 $ 9,136,409,948 $ 125,736,996 1.38%
Oct-11 $ 9,379,516,927 $ 114,059,066 1.22%
Nov-11 $ 8,731,360,061 $ 114,310,999 1.31%
Dec-11 $ 8,209,229,504 $ 125,748,021 1.53%
Jan-12 $ 7,627,146,676 $ 112,114,440 1.47%
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Table A-1 —

Value of Accumulated Fails

22

20-Day Rolling Average of
Month ) Value of Accumulated Fails
Continuous Net Settlement Value of Accumulated as % of Trade Value
Trade Value Fails
Feb-12 $ 8,752,801,479 $ 119,229,480 1.36%
Mar-12 $ 9,254,526,183 $ 145,092,895 1.57%
Apr-12 $ 8,326,839,455 $ 141,150,535 1.70%
May-12 $ 7,060,215,801 $ 101,068,837 1.43%
Jun-12 $ 7,472,308,216 $ 112,567,935 1.51%
Jul-12 $ 6,793,008,979 $ 93,821,758 1.38%
Aug-12 $ 6,537,526,483 $ 92,989,892 1.42%
Sep-12 $ 7,114,775,151 $ 99,175,350 1.39%
Oct-12 $ 7,664,088,294 $ 108,878,215 1.42%
Nov-12 $ 6,903,115,514 $ 101,685,366 1.47%
Dec-12 $ 7,754,502,011 $ 100,380,386 1.29%
Jan-13 $ 7,361,459,898 $ 110,013,649 1.49%
Feb-13 $ 7,825,580,622 $ 109,151,397 1.39%
Mar-13 $ 8,369,051,413 $ 111,398,558 1.33%
Apr-13 $ 8,626,141,145 $ 118,459,809 1.37%
May-13 $ 7,549,909,603 $ 87,034,523 1.15%
Jun-13 $ 7,708,191,934 $ 115,808,064 1.50%
Jul-13 $ 7,249,298,529 $ 106,239,613 1.47%
Aug-13 $ 7,222,839,903 $ 95,762,354 1.33%
Sep-13 $ 7,467,273,049 $ 73,458,972 0.98%
Oct-13 $ 7,134,066,435 $ 95,895,171 1.34%
Nov-13 $ 7,647,258,002 $ 91,523,310 1.20%
Dec-13 $ 7,899,019,895 $ 116,860,952 1.48%
Jan-14 $ 7,520,037,956 $ 116,866,404 1.55%
Feb-14 $ 9,068,268,939 $ 124,202,397 1.37%
Mar-14 $ 8,584,955,918 $ 131,110,465 1.53%
Apr-14 $ 8,883,557,953 $ 139,317,479 1.57%
May-14 $ 8,164,086,538 $ 119,730,161 1.47%
Jun-14 $ 7,722,030,302 $ 140,318,789 1.82%
Jul-14 $ 7,657,546,131 $ 148,530,599 1.94%
Aug-14 $ 7,852,382,868 $ 109,286,911 1.39%
Sep-14 $ 8,464,405,954 $ 121,268,376 1.43%
Oct-14 $ 10,437,412,125 $ 154,583,284 1.48%
Nov-14 $ 9,730,735,609 $ 138,721,246 1.43%
Dec-14 $ 10,928,812,528 $ 159,046,647 1.46%
Jan-15 $ 9,851,185,673 $ 216,597,828 2.20%
Feb-15 $ 10,443,117,192 $ 170,100,474 1.63%
Mar-15 $ 9,539,542,128 $ 159,427,943 1.67%
Apr-15 $ 9,139,613,831 $ 155,047,935 1.70%
May-15 $ 8,594,193,281 $ 127,206,751 1.48%
Jun-15 $ 8,093,983,952 $ 134,392,981 1.66%
Jul-15 $ 8,128,056,379 $ 132,644,452 1.63%
Aug-15 $ 8,339,300,943 $ 150,044,043 1.80%
Sep-15 $ 8,960,875,588 $ 139,050,902 1.55%
Oct-15 $ 9,226,858,931 $ 129,445,026 1.40%
Nov-15 $ 8,798,002,637 $ 117,217,762 1.33%
Dec-15 $ 8,687,635,347 $ 132,572,379 1.53%
Jan-16 $ 8,611,974,623 $ 122,258,166 1.42%
Feb-16 $ 9,970,479,116 $ 128,119,896 1.28%
Mar-16 $ 10,618,968,915 $ 132,864,132 1.25%
Period
Average $ 8,120,574,125 $ 128,623,977 1.58%
Source: CDS




APPENDIX B
Aggregate ITM Rates

As we had stated in previous CSA notices in 2008, 2009 and 2010, during the period from 2004 to 2009,
we believe NI 24-101 had successfully encouraged market participants to address ITM middle and back-
office problems and generally improve their clearing and settlement processes and systems. Many
processes were re-engineered and became automated, resulting in efficiency gains and STP. Overall ITM
rates at T and at T+1 had improved significantly from April 2004 to June 2009. 0 Specifically, the combined
equity and debt industry ITM rate at midnight on T improved from 2.98% in April 2004 to 48.24% in June
2009, representing an increase of over 45 percentage points. The ITM rate at midnight on T+1 also
improved significantly, from 47.14% in April 2004 to 90.85% in June 2009, representing an increase of
almost 44 percentage points. Moreover, the industry ITM rate at noon on T+1 increased from 61.89% in
June 2007 (when CDS first began measuring ITM rates at noon on T+1) to 85.18% in June 2009,
representing an increase of over 23 percentage points during this two-year period. We also noted that NI 24-
101 may have contributed to the overall decline of the fails-to-deliver rates in Canada since April 2007, when
the Instrument came into force.®*

With the 2010 Notice, we published a report entitled CSA Staff Report on Industry Compliance with the
Institutional Trade Matching Requirements of National Instrument 24-101 (2010 Analysis).82 The 2010
Analysis summarized our review of the ITM data from April 2007 to December 2009 (initial analysis
period). Our findings showed that, while the industry had made steady progress in meeting the ITM target
during the initial analysis period, many market participants had reached a “significant ceiling” in their ability
to meet the ITM deadline in mid-2009. The increasing trend in ITM rates at noon on T+1 appeared to have
flattened for the last two quarters of 2009. The average percentage of trades entered (submitted) by noon on
T+1 into CDS had remained around 90%, and the average percentage of matched trades had fluctuated
from 80% to 86%. This indicated that market participants had stopped investing in or improving their ITM
policies and procedures, or that reaching the ITM target had become less of a focus for market participants.
The 2010 Analysis had set forth in table format the industry aggregate ITM rates (quarterly),83 and included
charts® and data tables showing the industry trends in equity and debt ITM rates.

OSC staff have continued to examine this data, and have updated the charts and tables to extend the initial
analysis period to the end of December 2015. Charts B-1 and B-2 and the data in Tables B-1 to B-3 below
reflect aggregate ITM rates from April 2007 to December 2015. Based on OSC staff's observations, the
trend in industry aggregate ITM rates increased at a much slower pace between January 2010 and
December 2015, when compared to the initial analysis period. Specifically, the aggregate industry ITM rate
increased by approximately 5 percentage points at noon on T+1 during this period.

Based on the data in Tables B-2 and B-3, the aggregate ITM rates for debt trades seem to lag the ITM rates
for equity trades at noon on T+1. Currently, debt trades appear to be consistently matched below the 90%
threshold, while equity trades are matched at, or slightly above, the 90% threshold. This may be due to the
differences in how these transactions are processed. While equity transactions are processed on a more
straight-through processing basis, the processing of trades in fixed-income securities tends to rely more on
manual intervention. Specifically, certain details on debt transactions are not always readily available (e.g.,
CUSIP numbers for new issues) and, therefore, the parties to the trade have to manually input these details,
which results in additional processing time.

" see the 2008 Notice, 2009 Notice and 2010 Notice.

8 NI 24-101 was first published for comment on April 16, 2004, together with DP 24-401. While NI 24-101 only came in
force in April 2007, market participants were likely influenced or encouraged to upgrade systems, improve processes, and
change behaviours since April 2004 by the prospect of NI 24-101 coming into force.

8 See the 2009 Notice, at p. 9065. This view was expressed by IIROC as well.

8 See the 2010 Notice, at p. 3396.

% See Tables A-1 to A-3 in the Appendix to the 2010 Analysis.

8 See Charts 1 and 2 of the 2010 Analysis.
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Chart B-1. Overall equity and debt ITM rates from CDS data based on volume — entered vs. matched
midnighton T
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Chart B-2. Overall equity and debt ITM rates from CDS data based on volume — entered vs. matched

noon on T+1
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Table B-1 — Overall ITM Rates (combined equity and debt) from CDS data based on volume —
percentage entered into CDS during the quarter

(Egrl:girlgzr Entered Midnight on T | Matched Midnight on T | Entered Noon T+1 | Matched Noon T+1
Dec-15 81.27 54.17 94.56 90.36
Sep-15 81.85 56.20 94.70 91.32
Jun-15 81.99 55.19 94.75 90.62
Mar-15 79.95 53.88 93.48 89.86
Dec-14 79.35 53.51 93.83 89.40
Sep-14 81.20 56.79 94.37 89.32
Jun-14 79.96 55.52 93.90 89.45
Mar-14 81.24 57.83 94.45 90.32
Dec-13 79.93 49.56 93.02 87.75
Sep-13 80.91 53.43 93.63 89.33
Jun-13 77.76 49.85 92.97 88.80
Mar-13 79.37 44.72 94.24 89.65
Dec-12 77.75 46.78 92.18 87.25
Sep-12 78.96 48.75 94.09 89.37
Jun-12 78.97 50.48 93.82 89.20
Mar-12 78.40 48.41 93.04 88.31
Dec-11 78.03 50.09 91.98 86.87
Sep-11 79.12 51.74 92.44 88.13
Jun-11 77.81 47.09 92.37 86.86
Mar-11 76.94 48.10 90.61 85.45
Dec-10 70.79 45.47 90.44 84.82
Sep-10 72.70 48.34 91.78 86.55
Jun-10 74.94 51.25 91.00 86.17
Mar-10 74.07 50.54 90.89 86.34
Dec-09 71.43 45.24 90.20 84.70
Sep-09 73.45 45.47 91.40 86.30
Jun-09 73.96 48.24 90.70 85.20
Mar-09 70.55 44.59 90.80 84.80
Dec-08 69.78 42.72 88.30 82.00
Sep-08 65.97 34.96 88.10 80.90
Jun-08 66.48 34.62 87.50 80.60
Mar-08 67.69 34.84 86.70 78.40
Dec-07 53.34 29.28 82.90 72.30
Sep-07 59.74 25.18 81.80 64.80
Jun-07 55.32 23.48 81.70 61.90
Apr-07 39.72 14.30

Table B-2 — Overall ITM Rates (equity only) from CDS data based on volume — percentage entered
into CDS during the quarter

Quarter
Ending Entered Midnight on T | Matched Midnight on T | Entered Noon T+1 | Matched Noon T+1
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Quarter

Ending Entered Midnight on T | Matched Midnight on T | Entered Noon T+1 | Matched Noon T+1
Dec-15 81.72 53.34 94.84 90.73
Sep-15 82.42 55.09 95.21 92.16
Jun-15 82.60 53.89 95.27 91.32
Mar-15 80.40 52.98 93.73 90.55
Dec-14 79.71 52.55 94.31 90.21
Sep-14 81.39 55.57 94.78 89.81
Jun-14 80.48 54.61 94.59 90.46
Mar-14 81.63 56.86 94.96 91.02
Dec-13 80.24 47.24 93.43 88.30
Sep-13 81.30 50.43 94.25 90.26
Jun-13 78.01 46.51 93.44 89.63
Mar-13 79.37 44.72 94.24 89.65
Dec-12 78.24 44.60 92.52 87.95
Sep-12 78.96 45.72 94.57 90.03
Jun-12 78.84 46.94 94.12 89.63
Mar-12 78.03 45.04 93.10 88.41
Dec-11 78.22 48.35 92.20 87.40
Sep-11 79.14 50.09 92.56 88.56
Jun-11 77.25 44.12 92.33 87.10
Mar-11 76.59 45.85 90.48 85.61
Dec-10 70.36 43.77 90.53 85.19
Sep-10 71.90 46.33 91.93 86.93
Jun-10 74.44 50.35 67.79 44.59
Mar-10 73.70 49.33 91.10 86.87
Dec-09 70.06 43.40 90.30 85.20
Sep-09 73.00 43.50 91.60 86.80
Jun-09 73.70 46.60 90.90 85.90
Mar-09 69.60 42.50 90.90 85.40
Dec-08 69.20 41.30 88.10 82.20
Sep-08 64.10 32.00 87.80 80.10
Jun-08 65.50 32.70 87.50 81.10
Mar-08 66.50 32.30 86.40 78.40
Dec-07 54.40 27.20 82.90 73.00
Sep-07 58.20 22.40 81.20 65.10
Jun-07 53.50 21.70 81.20 62.90
Apr-07 39.50 13.10

Table B-3 — Overall ITM Rates (debt only) from CDS data based on volume — percentage entered into
CDS during the quarter

Quarter

Ending Entered Midnight on T | Matched Midnight on T | Entered Noon T+1 | Matched Noon T+1
Dec-15 78.56 59.09 92.92 88.14
Sep-15 79.09 61.55 92.25 87.36
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Quarter

28

Ending Entered Midnight on T | Matched Midnight on T | Entered Noon T+1 | Matched Noon T+1
Jun-15 79.21 61.05 92.40 87.46
Mar-15 77.44 58.61 92.11 86.18
Dec-14 77.11 59.21 90.83 84.62
Sep-14 80.31 62.52 92.41 87.07
Jun-14 77.56 59.60 90.69 84.97
Mar-14 79.36 62.59 92.01 86.96
Dec-13 78.32 61.11 90.88 84.98
Sep-13 79.42 64.38 91.26 85.92
Jun-13 76.76 63.04 91.08 85.52
Mar-13 79.18 64.95 92.75 87.12
Dec-12 75.25 57.68 90.44 83.78
Sep-12 77.96 62.92 91.67 86.25
Jun-12 79.59 64.99 92.53 87.45
Mar-12 80.38 64.87 92.73 87.79
Dec-11 76.90 59.53 90.69 83.98
Sep-11 79.00 60.87 91.76 85.68
Jun-11 80.61 60.98 92.57 85.71
Mar-11 79.09 61.70 91.40 84.48
Dec-10 73.34 55.47 89.85 82.57
Sep-10 76.95 58.92 90.94 84.58
Jun-10 77.33 55.68 90.30 83.33
Mar-10 75.92 56.79 89.85 83.63
Dec-09 75.70 55.50 89.30 81.70
Sep-09 78.90 56.30 90.80 83.20
Jun-09 75.50 55.90 90.00 82.10
Mar-09 75.42 55.36 90.06 81.76
Dec-08 73.33 50.95 89.32 80.60
Sep-08 76.52 51.79 90.09 82.98
Jun-08 71.74 45.61 87.21 77.86
Mar-08 74.10 49.13 88.36 78.09
Dec-07 66.00 39.60 82.60 68.80
Sep-07 67.00 38.60 84.80 63.50
Jun-07 63.20 31.40 63.50 57.50
Apr-07 41.00 20.90

Source: CDS
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