The Wondering Boy by Du Feichen

REGULATORY MARGIN REQUIREMENTS
FOR DERIVATIVES AND LEGAL
DOCUMENTATION ISSUES — FAQ
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With the anticipated passing of the PRC Futures
and Derivatives Law in 2022, now is the time
for Chinese financial institutions and their
counterparties to actively focus on regulatory
margin requirements for OTC derivatives

and related legal documentation issues.

Based on KWM'’s extensive experience in advising
major international and Chinese financial
institutions and corporates on these issues,
below are our answers to some frequently

asked questions on this important topic.

e A RAMEIREMETERIE) FitE
F20225F:8d, FHit, REEZFEERN
MRHEZZHFRRXERIMNTERLER
IEE B R X Z R R RIER .

BTt AEBNEFRPEZREIE. &
WRHEEXFESANEEELEN, U TER
M FX—ERWNE—LEE IR #EE %,

1. WHAT ARE REGULATORY
MARGIN REQUIREMENTS?

FTAaRHmERIEEZENR?

After the global financial crisis in 2008, the G20 leaders
committed to develop and implement, among other
derivatives regulatory reforms, regulatory margin
requirements in their respective jurisdictions to reduce

systemic risk and create a level playing field across the globe.

Under regulatory margin rules, counterparties to
OTC derivatives are required to post and collect
margin (also referred to as collateral) to and from
each other. This is designed to reduce counterparty
credit risk because the collateral (usually in the form
of high-quality liquid assets, such as cash or highly
liquid debt securities) is available to offset losses
following the default of a derivatives counterparty.

Fast toward to today, most major jurisdictions have adopted
and implemented regulatory margin requirements. While
there are important differences in the detailed rules in each
jurisdiction, the broad requirements are similar because
they are largely based on the global regulatory margin
standards established jointly by the Basel Committee on
Banking Supervision and the International Organization of
Securities Commissions (“Global Margin Standards”).

Like most financial regulations, the Global Margin Standards
and the local regulatory margin rules implemented

in each jurisdiction (“Local Margin Rules”) are highly
complicated and full of technical jargon. In this article,

we will try to explain some of the key concepts and

related legal documentation issues in plain language.
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WHAT IS INITIAL MARGIN (“IM”) AND

VARIATION MARGIN

(“VM”) AND WHAT

IS THE DIFFERENCE BETWEEN THE TWO?

FTAaRWBERIEZ("IM)MEHRIEE ("VM”),
MmM&EZEA T AKX ?

Regulatory margin requirements distinguish between IM
and VM.

Variation margin (“VM?”) is collateral that protects
derivatives counterparties from the current exposure
that one counterparty has to the other. The amount of
VM reflects the size of the current exposure, which can
change regularly due to market movements. Therefore,
VM is generally required to be exchanged daily to track
changes in the mark-to-market value of derivatives and
to fully collateralise the mark-to-market exposure.

Initial margin (“IM”) is collateral that protects derivatives
counterparties from the potential future exposure that can
arise from future changes in the mark-to-market value of the
derivatives during the time it takes to close out and replace
the derivatives following a counterparty default. The amount
of IM reflects the size of the potential future exposure.
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3. WHO IS SUBJECT TO REGULATORY
MARGIN REQUIREMENTS?

EFEETHRERIEZEX?

Generally speaking, regulated financial institutions are
directly subject to Local Margin Rules issued by the relevant
financial regulator(s). These rules generally require a
regulated financial institution to both post and collect VM
and IM to and from certain types of counterparties. In this
article, we shall refer to the posting and collecting of margin
between two counterparties as “exchanging” margin.

To comply with the regulatory requirement to exchange
margin, a regulated financial institution will negotiate
and enter into margin documents with each of its
counterparties, which will impose contractual obligations
on each side to exchange margin. Therefore, even if

a counterparty to a regulated financial institution is

not directly subject to regulatory margin rules (e.g.,
because it is not financially regulated), the counterparty
becomes indirectly and contractually subject to

margin requirements by virtue of entering into margin
documents with a regulated financial institution.

Financial and non-financial counterparties: Itis
important to note that a regulated financial institution

is not required to exchange margin with all types of
counterparties. Generally speaking, a regulated financial
institution is only required to exchange margin with
“financial counterparties” or certain “systemically important
non-financial counterparties”. The Local Margin Rules in
each jurisdiction contain detailed definitions of these key
terms, which are all slightly different from each other.

It is important to note that the definition of financial
counterparty can be quite broad under certain Local Margin
Rules and can capture any domestic or foreign entity that
mainly engages in one or more financial activities (such as
banking, lending, insurance, securities, derivatives or asset
management activities) - even if that entity is not regulated.

A regulated financial institution is generally not required to
exchange margin with a counterparty which is a sovereign,
central bank, public sector entity or multilateral development
bank. Again, these key terms are defined somewhat
differently in each jurisdiction’s Local Margin Rules.

—ARRi, R EENERI S ERR G TAXEREE
MR BRI L RIEEN . XEMNBEEERZEER
TR R LS RIA F 75 TANFULERVMAIM, TE2S
X3, B FHER DR 5 5 Z B SZHFWEVRIEE R/ “3E
] RIEE,

NEFTRIRRIETHEEER, REENZRIWERSHE
B RENFHEHZITRIEE X4, XBENE—7HTH
MARIEERERIN S5, Fitt, BIER i E R
NFEAHAEEZBERIESMNLAR (FIW, RAES
BEXRIEMEE), ERTHESREENTRNMET TR
XM, 2R S Hh=EE a5 R LR ERIEZER
SES =S

EMMFETFNFS  FEIRNZE, REENSHIER
FESFARENNFARBFRIEER. —fRFKH, RIEE
WERIERFES SRNF L HRE BEERAER
MRIFERNF S IRFRIEE. ST EEEREXA M
RIEEHMNEE S T XEXBABFAEN, €18
Z BIEREE A A [Eo

ERFERSNE, RIERL ZBFRIESN, RN FHHE
XAIREMRET 2, BRI U BREEAEEMNE T SHE
RROEDD ANIRT1T AR R GES TTE R A EIRER)
BVEINEE SN —BRMfE R KA H AR EE,

R ERNERIA—RTRESFAENER. FRIET.
NHEEIREHZ DL BRITHINF L RRRIEE [
B, XEXBABEESD EAEBRXA =B RIES AN &
EHBERRBIE X



4. WHAT KIND OF DERIVATIVES ARE
SUBJECT TO REGULATORY MARGIN
REQUIREMENTS?

5.

WHICH REGULATORY MARGIN RULES
APPLY TO A CROSS-BORDER
DERIVATIVES TRANSACTION AND WHAT

FTAXBENTERFTE

Regulatory margin requirements generally apply to
all non-centrally cleared derivatives. For cleared
derivatives, the central counterparty or clearing
house will impose its own margin requirements.

Regulatory margin requirements generally do not apply
to transactions such as repos and securities lending
transactions that are not themselves derivatives but
share some common features with derivatives.

In addition, the Local Margin Rules in many jurisdictions
exclude physically settled FX forwards and FX swaps

as well as certain other categories of OTC derivatives
from the scope of regulatory margin requirements.

ETHERIEZEEX?

BERIEBER—REBTHREEETRRERITE
mmo N T BRETER, PRYFHHBRFFERER
B 2RNRIEEER,

BEMFRIESER—RFER T RIMEEMIESE %‘Tc
5, XERSRGARETEM BE5TTEmE—LH
I

IS, ¥ 2 BA B R X B SR RIS R S5 &)
BYSNCIERRRI SN IR HR AR R ELA SR B SMIT A
mARRE R ERIEEZRAEEZ S

1S *SUBSTITUTED COMPLIANCE’?

*?}Tinnx%f A a

éfﬂ”?

Multiple sets of Local Margin Rules may apply to the same
cross-border derivatives transaction between two parties.
For example, suppose Party A is a financial institution based
in Jurisdiction A and is subject to Jurisdiction A’s Local
Margin Rules and suppose Party B is a financial institution
based in Jurisdiction B and is subject to Jurisdiction B’s Local
Margin Rules. If Party A and Party B enter into a derivatives
transaction, that transaction may well be subject to the
Local Margin Rules in both Jurisdiction A and Jurisdiction B.
This is because the Local Margin Rules in many jurisdictions
have some degree of extraterritorial application.

While the Local Margin Rules in many jurisdictions are
broadly based on the Global Margin Standards and are
therefore quite similar, there are important differences in the
details. Therefore, a derivatives transaction that is subject
to the Local Margin Rules of more than one jurisdiction can
give rise to complex compliance issues if the applicable
Local Margin Rules impose different requirements.
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Substituted compliance: Fortunately, many jurisdictions
have developed a mechanism for addressing these types
of compliance issues. This mechanism is commonly
referred to as ‘substituted compliance’ and it involves
afinancial regulator in one jurisdiction (Jurisdiction

A) determining that the Local Margin Rules in another
jurisdiction (Jurisdiction B) is comparable or equivalent

to its own Local Margin Rules. On the basis of this
comparability or equivalence determination, the financial
regulator in Jurisdiction A may allow a financial institution
regulated by it to satisfy regulatory margin requirements
in Jurisdiction A by complying with Jurisdiction B’s Local
Margin Rules instead of Jurisdiction A’s Local Margin Rules.

In the example given above, if substituted compliance is
available, then Party A and Party B can choose to comply

with only Jurisdiction B’s Local Margin Rules, and this

would automatically result in deemed compliance with
Jurisdiction A’s Local Margin Rules. This way, the application
of multiple sets of duplicative or conflicting regulatory margin
requirements to the same transaction can be avoided.

Each jurisdiction’s Local Margin Rules contain detailed
requirements that must be satisfied in order for substituted
compliance to be applicable. These requirements should be
carefully reviewed before relying on substituted compliance.

‘Strictest of” approach: Where substituted compliance is
not available (in whole or in part), then as a practical matter,
the parties to a cross-border derivatives transaction will
need to comply with the strictest requirement imposed

by all of the applicable Local Margin Rules. By complying
with the strictest requirement, the parties will, as a matter
of logic, be complying with the less strict requirements
imposed by the other applicable Local Margin Rules.

The standard margin documents developed by the
derivatives industry (discussed below) contain provisions
which allow parties to rely on substituted compliance or
the ‘strictest of’ approach (as the case may be) to comply
with multiple sets of applicable Local Margin Rules.
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6. WHAT LEGAL DOCUMENTS ARE NEEDED

TO COMPLY WITH R
REQUIREMENTS?

FEMPEZEIREXHXREST

To comply with regulatory margin requirements, regulated
financial institutions need to enter into a large number of
new legal documents with their counterparties. These legal
documents impose, among other things, detailed VM and
IM calculation and exchange obligations on both parties.

The International Swaps and Derivatives Association
(“ISDA”) has developed industry standard margin
documents that are designed to comply with applicable
Local Margin Rules. Since VM and IM are calculated
differently and are required to be held in different ways,
there are separate sets of legal documents for VM and IM.

Despite the development and widespread use of standard
margin documents, these legal documents are highly
complicated and heavily negotiated, because each
document allows the parties to make a large number

of elections and further amendments to tailor for their
specific commercial and regulatory circumstances.

The process of negotiating margin documents is comparable
to negotiating an ISDA schedule or the elections and variables
paragraph of a Credit Support Annex (“CSA”). However,

the process can be much more complicated because, as
explained below, multiple margin documents are required

to comply with the VM and IM requirements. Accordingly,
many financial institutions and their counterparties engage
external law firms to assist with margin documentation,
negotiation and related legal and compliance issues.

Overview of standard VM documents: To help parties
comply with VM requirements, ISDA has published, among
other things, the English law governed ISDA 2016 Credit
Support Annex for Variation Margin (“VM CSA”). The VM CSA is
based on the ISDA 1995 English law CSA and is an annex to the
ISDA Schedule. Like the 1995 CSA, the VM CSA involves the
outright transfer of legal and beneficial title in the collateral
from the transferor to the transferee, while the transferee has
a contractual obligation to deliver equivalent credit support
to the transferor in certain circumstances. The elections

and variables paragraph of the VM CSA allows parties

to specify eligible collateral types (subject to regulatory
restrictions) and make other elections or amendments to
meet applicable commercial and regulatory requirements.
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Overview of standard IM documents: The Local Margin
Rules in most jurisdictions generally require IM to be held in a
segregated account and not to be rehypothecated, repledged
or reused (“Segregation Requirement”). Specifically, IM
should be held in an account with an independent third-
party custodian which is segregated from the proprietary
assets of the collateral taker and custodian, and adequately
protected from insolvency of the collateral provider, collateral
taker and custodian. The Segregation Requirement which
applies to IM (but not VM) means that IM arrangements

are documented separately from VM arrangements.

To help parties comply with IM requirements, ISDA has
developed a wide range of standard IM documents designed
to work with different types of custodians and governing
laws. For example, ISDA has developed IM documents

for circumstances where the custodian is a bank and

where the custodian is an international central securities
depository (“ICSD”) such as Euroclear or Clearstream.

As far as the English law documents are concerned, ISDA’s
‘flagship’ IM document is the 2018 Credit Support Deed
(“cSD”) for Initial Margin (“IM CSD”). The IM CSD is based
on the ISDA 1995 English law CSD and is therefore a separate
security document executed as a deed and not forming
part of the ISDA Master Agreement. Instead of relying

on title transfer, the IM CSD involves creating a security
interest over the segregated account and the collateral

held in it. Significantly, pursuant to regulatory margin
requirements, IM must generally be transferred on a two-
way gross basis, which means that each counterparty must
transfer collateral to the other counterparty’s segregated
account and these two separate transfer obligations cannot
be netted or set off against each other. The elections

and variables paragraph of the IM CSD allows parties

to make various elections and amendments to meet
applicable commercial and regulatory requirements.
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Bank custodian IM documents: Besides the IM CSD,

ISDA has published the Bank Custodian Collateral Transfer
Agreement for IM (“Bank Custodian CTA”) and separate
corresponding Bank Custodian Security Agreements (each
a “Bank Custodian SA”) governed by the laws of different
jurisdictions. In essence, the Bank Custodian CTA and

Bank Custodian SA represent the two halves of the IM CSD:
(1) the Bank Custodian CTA governs the mechanical and
operational aspects of the margin exchange process and

is subject to the same governing law as the relevant ISDA
Master Agreement; and (2) the Bank Custodian SA relates to
the creation and enforcement of the security interest and is
governed by the law where the segregated account is located.

In addition to the Bank Custodian CTA and SA, the collateral
provider, collateral taker and bank custodian will also need
to enter into an account control agreement (“ACA”). The
ACA governs, among other things, the circumstances and
manner in which the collateral provider or collateral taker
can exercise exclusive control over the segregated account
and instruct the custodian to transfer collateral out of

the account. Major custodians have published standard
form ACAs, which are subject to certain elections that the
parties can make to reflect their commercial and regulatory
needs. Also, the collateral provider will enter into a custody
agreement governing the terms of the custody account it has
with the bank custodian. To comply with regulatory margin
requirements, IM will be transferred from the collateral
provider’s custody account into the segregated account.

Euroclear and Clearstream IM documents: Where the
custodian is not a bank but Euroclear or Clearstream, the
parties would enter into (1) the ISDA Euroclear CTA and SA or
(2) the ISDA Clearstream CTA and SA, as the case may be. The
credit support document is split into a CTA and SA for similar
reasons as in the bank custodian context. The Euroclear

and Clearstream IM documents are designed to specifically
work with the Euroclear and Clearstream membership
documents, respectively. Therefore, the elections and
variations provisions in the Euroclear and Clearstream IM
documents are somewhat different to those found in the
bank custodian IM documents. In addition, Euroclear or
Clearstream (as the case may be) may also ask parties to enter
into a Collateral Management Services Agreement with it.
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7. WHAT
IS BASED
JURISDICTION?
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Under the Local Margin Rules in certain jurisdictions, a
regulated financial institution may not be required to
exchange margin with a counterparty that is based in a
“non-netting jurisdiction”, being a jurisdiction where a
‘clean’ industry netting opinion has not been issued. A
number of specific conditions must be satisfied for the
‘non-netting jurisdiction’ exemption to apply. For example,
under certain Local Margin Rules, the exemption is only
available if, among other things, a legal review confirms that
netting cannot be enforced in the non-netting jurisdiction
with certainty at all times and the amount of derivatives
relying on the exemption is below a prescribed cap.

There have been significant developments in recent years
in relation to the legal and regulatory framework for the
enforceability of netting in the People’s Republic of China
(“PRC”). The release of the draft PRC Futures and Derivatives
Law for public consultation in 2021 marked a milestone
in the PRC’s legal reforms on netting. In preparation

for the passing of the PRC Futures and Derivatives Law
later this year, international financial institutions should
carefully re-assess their margin arrangements with

their PRC-based counterparties. We have been working
closely with our financial institution clients to get ready
to negotiate and enter into margin documentation

with their major international counterparties.
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8. WHERE CAN I LEARN MORE ABOUT
REGULATORY MARGIN REQUIREMENTS
AND LEGAL DOCUMENTATION ISSUES?
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We at KWM are here to help you. KWM regularly assists
international and PRC-based financial institutions and
corporates with ISDA/NAMFII, CSA, VM and IM margin
document negotiations, as well as with designing and
documenting innovative and complex cross-border
derivatives products. We also regularly advise international
and PRC-based clients on margin and other regulatory
requirements that apply to derivatives transactions.

KWM is ISDA’s legal counsel in the PRC and has been
actively participating in legal developments relating

to the enforceability of close-out netting, collateral
segregation and title transfer arrangements in the PRC.
We are familiar with the unique issues faced by PRC-
based financial institutions and their counterparties and
would be pleased to share our insights with you. Please
feel free to contact our core team members below.
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TEL +852 34431111
MOB +852 6390 4561
EMAIL minny.siu@hk.kwm.com
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TEL +86 755 2216 3396
MOB +86 18938961134
EMAIL david.mu@cn.kwm.com
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TEL +86 21 2412 6000
MOB +86 13916912182
EMAIL stanley.zhou@cn.kwm.com

ANDREW FEI

REGISTERED FOREIGN LAWYER (NEW YORK, USA)
HONG KONG

SERRSMIER T (41£Y)

Y

TEL +852 3443 1157

MOB +852 3443 1299

EMAIL andrew.fei@hk.kwm.com

REGULATORY MARGIN REQUIREMENTS FOR DERIVATIVES AND LEGAL DOCUMENTATION ISSUES

ST A it M ORAIE <8 SR R ik i RN T A

14

LT A I

\ lI|l|:|:l:lz.l::l“:l"r:"m

||1IL|'I'|'1II!IIFIIHW |

n 4|1||=|| R N

o £ Mol 1|'||1|'||'||'I|}|l'||1l'||1|rll"
e '

Bl HH \ \
LT
h||||||nm \

rlrlr||| i \
Kl HIN Hnm i |
' “"“Hflllllﬂlu e 5'

£ M =

-WW m‘wk

nw" i
! Wl 1'[” l’ﬂl!ﬂi""
- ﬂlllllﬂ “ 1 |l
y "murrnm[ ll e

wmmm M

E m,,umuﬂl =
£

mumul!erI\”'

mww” ':
1

LT |
1 1||II|I|IXUI i |

muumu Wm: ”:: I

-

||l1lllﬂ**~ | B

N

----- e |
A |

WWII 1\ \
R 3137
mmmwmm }1”
“*"Hﬂnnﬂnrluuﬂﬂrm \
B r e & S\
H'Flll I LR\ |
M lHlﬁH!ﬂiﬂlHlI'""‘
;m ;me
l MWMW
S 1 ||1ﬁ||11rm|m=m“

" Iunnulnlnlmuurm

| ”“"mm[m i &
LAt

;_ | [ s .
| wmnmmnm" !
| e l Ig .
| '-._.\

W

¥

wnumnm mnmw
R X
W
““Wmmmnmmmw

AALLLRLAREE

e \
|- '

(A

\ O o

by
NG il
R\ A\ VIR
NN

A o
N\ Ve Y
L\ V-8

AT
R

Vi —
=

S
' W *u_lrmrmrmrmrm



ABOUT KING &
WOOD MALLESONS

JOIN THE CONVERSATION

PO®E

SUBSCRIBE TO OUR WECHAT COMMUNITY.
SEARCH: KWM_CHINA

A firm born in Asia, underpinned by world class capability. With over
2000 lawyers in 30 global locations, we draw from our Western and
Eastern perspectives to deliver incisive counsel.

With 30 offices across Asia, Europe, North America and the Middle East
we are strategically positioned on the ground in the world’s growth
markets and financial centres.

We help our clients manage their risk and enable their growth. Our
full-service offering combines un-matched top tier local capability
complemented with an international platform. We work with our clients
to cut through the cultural, regulatory and technical barriers and get
deals done in new markets.

Disclaimer

This publication provides information on and material containing matters of interest produced
by King & Wood Mallesons. The material in this publication is provided only for your information
and does not constitute legal or other advice on any specific matter. Readers should seek
specific legal advice from KWM legal professionals before acting on the information contained in
this publication.

Asia Pacific | Europe | North America | Middle East
King & Wood Mallesons refers to the network of firms which are members of the
King & Wood Mallesons network. See kwm.com for more information.

www.kwm.com
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