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The passage of China’s Futures and Derivatives Law (FDL) is arguably the most
significant legal development in Asian derivatives markets over the past two decades.
The FDL will make China a ‘clean netting jurisdiction’, thus marking an exciting new
chapter in the development of derivatives markets in the world’s second largest
economy. This article explores some key takeaways from the FDL for OTC derivatives.
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1.WHAT IS THE FDL AND WHY IS IT IMPORTANT?
(HEMTERZINEER K

(BAEMITEREMEA— P EBIILEEEM,
RETENALLIRE—REERILEEERFIA
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egislative level. The akes effect on 1 Augus . -
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The FDL is a significant legal milestone because, for the first
time in China’s modern history, the legal enforceability of

Close-out netting basically involves terminating individual derivatives
transactions documented under a master agreement and reducing -
them to a single net amount due from one party to the other. Itis a THOTEF M5, HEFHITBE SR — 2N RIE

very important mechanism for the reduction of counterparty credit Hl. XR— MR ETERRZNFRERNQNEE

risks associated with derivatives transactions, and close-out netting M, BRI A S E AR T T4 S
enforceability is critical for safe and efficient derivatives markets. MRS SHERS ELEE,

BEZ, “RIEFIER" BIEX SN A AL E MR

The enactment of the FDL means the People’s Republic of China
(“China”) will become a clean netting jurisdiction, meaning that
reputable legal counsel in China will be able to issue an industry
legal opinion (called a “clean netting opinion”) concluding that
close-out netting is legally enforceable in China before and during
bankruptcy proceedings involving a Chinese entity. Significantly,

CEREANTTE AR R E P ENE AL T4 1Y
ANERERX —AEAEMe e H AEX
BTSRRI RIS ERN)  10IELLE
AR BENSITES P E AR EEF IR Z 8l
Rz EHREEEEATHITEN.EENE, X—4
this conclusion will not depend on the parties to the relevant master I RELR T AR £ Y BT 25 E A B o
agreement switching on automatic early termination (“AET”), which is 125144 1 (automatic early termination “AET”) o 8

a mechanism under which derivatives transactions will automatically . JORNN e D s s
terminate immediately before certain bankruptcy events occur. B2 A EERNBAETHS), TTERRIBRIER
WS R EMIIANBLLE,

Based on the clean netting opinion, financial institutions will measure
their credit and risk exposures to Chinese derivatives counterpartieson ~ EFF /&S FEEE N, SRIVMISEE 2% (ME
a net (as opposed to gross) basis for a wide range of risk management, 4% WEM F#HEEWTFHRETE RHFESNER

quantitative and regulatory purposes, including for the purposes of RO, LSS IR SIS S A S L FE

mEBEnR
calculating their regulatory capital ratios and other regulatory metrics. . . = — s
g nelf regtiatory cap omerregu atory B, 4B R I B AR A LR A E S AT LU%
Measuring derivatives exposures on a net basis can significantly

reduce transaction and regulatory costs, thereby promoting the %ﬁ?ﬂ%ﬁﬂji‘l‘%ﬁi,ﬁqmﬁﬁﬁ&DE_E_[LXE%B%{E&?‘Q%
further growth and development of China’s derivatives markets. MBS, AR REITE M7 —

FHEKSRERR.
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2.HOW DOES THE FDL RECOGNIZE AND
PROTECT CLOSE-OUT NETTING? WHAT
ABOUT THE FILING REQUIREMENT?
(HEMTERZ)INLKXEFIEENINESKRIPEBXE

= E X

Two key provisions of the FDL recognize and protect the legal
enforceability of close-out netting - Article 32 and Article 35.

In the final version of the FDL, Article 32 provides that
where derivatives trading is effected using a master
agreement, that master agreement, its schedules and
the derivatives transactions under it constitute a legally
binding single agreement. This statutory recognition

of the single agreement concept is designed to prevent
a bankruptcy official from ‘cherry picking’ individual
derivatives transactions under a master agreement.

In the final version of the FDL, Article 35 provides that,
where derivatives trading is effected “in accordance with
law” using a master agreement (in Chinese: “ff;AR =+
YA M BLTESRR 5”) close-out netting shall not be
stayed, invalidated or revoked because one of the parties
has entered into Chinese bankruptcy proceedings.

Those closely following the development of the FDL are aware
that, in the previous draft of the FDL, the legal protection for
the close-out netting and single agreemen concepts conferred
by Articles 32 and 35 was expressly made conditional upon
the template master agreement (such as the pre-printed
version of the ISDA Master Agreement) being filed with
Chinese financial regulators (“Filing Requirement”).

While the Filing Requirement has been retained (albeit in
modified form) in the final version of the FDL, compliance
with the Filing Requirement is no longer stated to be a pre-
requisite for the legal protections under Articles 32 and 35
to apply. Rather, Article 33 of the final version of the FDL
simply refers to the master agreement described in Article
32 (i.e., the master agreement used to effect derivatives
trading), and states that a template of such master agreement
should be filed in accordance with rules promulgated by
the relevant Chinese regulator. We understand that these
changes in the final version of the FDL are intended to
clarify that legal protections conferred by Articles 32 and
35 of the FDL are not conditional upon satisfaction of the
Filing Requirement. This is a significant change in the final
version of the FDL and will be welcomed by the market.

(AT ERENVBR DX BERFIANEHRIEL LS
HEBENBIRERATHRITE—532555%835%.
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VAT R — S, S7ER LR EIE AR NI T3
TEMRBITE BERIT

FECRBAITE MR BIRLRRA T, HE35FME, “BIERA
EMNBRAMETERR G, #OER “FTE—FHFEA
BB = A2 ML R E I

BYRF(REEMITE MIEN ILEHER ML E R L INTE
ZBIBERE NIRRT, FB32RXMB3ISHFN T " KRILSFER"
F“B—i HEIBERERIPERH LU R EDNESRESE
7 (MNISDAE NN EREZA) HIEE SR NEIE INE R
S B EEINER" ("FREX) (FORF M
89
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REAB LBEFMAE) , EABRTEREREERBR
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MITERBVREREIPHERE N Z —, FREHIHRIL,



3.WHAT ABOUT LEGAL PROTECTION FOR 4. HOW DOES CHINA BECOMING A CLEAN

COLLATERAL ARRANGEMENTS? IF\QIIE;SI-IJlLl\IA(:i'OJRUYRIMSADRI((3:;I-I\IIODNOICl\/IUPM'A\ECNTTATION'?
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e e o e Currently, under the regulatory margin rules in certain B, RIERELE T A EEXN S B RIS, SIEESH
Article 34 of the FDL provides for statutory recognition CREMITE A BI4FH T B TS H I MITE R jurisdictions, a regulated financial institution may be MME LA S A FIFA MG E EERX W F A RZImYMEEIM
of the ability to collateralize derivatives transactions by R 5 REBLRE" T LIALEINRT B T A BRI S exempt from the requirement to exchange VM or IM with NER BEFERA— N TENENEEERKX, BfrE
methods such as creating pledges. This wording covers (initial margin,“IM”) i@ & LI B RSIZUT I8 T IBFY a counterparty that is based in a non-netting jurisdiction. BN EF FAITHMEE S PEN FAMNSERITFSZH,
. R . d .

the exchange of.|n|t|al margin (“IM ).under appllc.able M TR, ZEE R E T B AN S SRITSAN With China becoming a clean netting jurisdiction, HMN—BEAESHENOERIME R BYEF, FEE@EIR
:egmatory.tm.a o ntj{esé becaufstilM ol Stuaulytstbjea TRARAVIS RIS ERL AT, 345 2B AR R international financial institutions should carefully re- AT LSRRV EREHEZ RN 1S EREFRI 50 FH91%
Ho a securlAytl.nlezsdln avo; of the CT a ]?rat at'telr.t f HELREE, TR S BT EHOES assess their regulatory margin arrangements with their B FRIESHETF T RO ESIBESUERNEXTEE

owever, Articie 34 does not expressly referto title transter L S MY s et (RSO i A D Chinese counterparties. We have been working closely with RIEEESRAER SRR A AR S SCUGE R 2 UL IR BUAR Z
collateral arrangements, which are commonly used in (variation margin, “VM”) 8935, RE(HIEATTE R

g ’ y s N = L= pEs . BEAT L e our financial institution clients to get ready to negotiate _

connection with the exchange of variation margin (“VM”) RN AR RO VB RELZH, BRATIAN, A7 and enter into margin documentation with their major BER—IENE, PEHRHMNHIMIERLEERIEER
under applicable regulatory margin rules. Despite the L RRZIREERAZFNRANEILRABARERHES international counterparties in anticipation of the FDL. IEEERAM, PEEXEREENMETEFABIE
absence of any express reference to title transfer collateral EETHYEREGEEEARTHITYE. Our bilingual FAQs on regulatory margin requirements KREIHBWEN EZIMTE SRR N L ZARIEE,

arrangements in the FDL, we believe that such arrangements,

when used to provide credit support for derivatives

transactions, are legally valid and enforceable in China. For completeness, we note that China has not yet
implemented any regulatory margin requirements for
OTC derivatives. However, a consultation paper published
by Chinese financial regulators last year proposed, in
principle, that margin be posted for OTC derivatives.

and legal documentation issues is available here.
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https://www.kwm.com/hk/en/insights/latest-thinking/regulatory-margin-requirements-for-derivatives-and-legal-documentation-issues-FAQ.html
https://www.kwm.com/hk/en/insights/latest-thinking/regulatory-margin-requirements-for-derivatives-and-legal-documentation-issues-FAQ.html

5.WHAT ELSE IS COVERED IN THE FDL
BESIDES LEGAL RECOGNITION OF
CLOSE-OUT NETTING AND COLLATERAL

ARRANGEMENTS?

BRTNZREARALNTZRLEAHEENRBAORE R H, (H
HMTEmRZEIERETWMERS?

The FDL has over 150 articles and covers a broad

range of topics relating to both futures and OTC
derivatives. These topics include licensing and
authorization, conduct of business, central clearing,
trade reporting, regulatory cooperation, insider trading
and other market misconduct, trading venues as well
as the trading and listing of futures contracts.

On the topic of licensing and authorization, compared to
previous drafts, the final version of the FDL introduces
anew Article 31. New Article 31 provides that financial
institutions conducting derivatives trading business
must obtain approval in accordance with the law and
comply with trader/counterparty suitability management
obligations as well as relevant Chinese supervisory and
regulatory requirements. These approvals could include,
in the case of Chinese commercial banks, derivative
licenses granted by the CBIRC, and in the case of Chinese
securities firms, no-objection letters from the China
Securities Regulatory Commission (“CSRC”) or filing
records with the Securities Association of China (“SAC”).

(HRTMOTE SRS MR SCRE T SHEMIMTE
miBXBE SR, BEFRITERR 7 L SHHES %
FEVSTREN PREBELHRGREG . KEGF. AR
R 5 REMASHHITHNGE. X B, URHEES
3255 L.

MITEmRZ W SBHUENZET S, (IEMNTTEREN
RS UEIRE RS UARALER AN T #5315 531%
ME ‘SR RITERRRH WSS, WL AL IR ER
BIZE, BIRBESEMBENS, HN S ETEREX
WEEENE P ENE RTINS, RS ERIZER
REEEPERTRIOEEEEZAS ("RERER) BTN
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6.WHAT’S IN STORE IN THE POST-FDL WORLD?
BB EMITE S ZA) KB E R

The significant legal certainty that the FDL provides for
close-out netting and collateral enforceability opens
up an exciting new era for the growth, development
and further opening-up of China’s derivatives markets
in particular, and its financial sector in general.

China’s status as a clean netting jurisdiction will encourage
more domestic and international end-users and financial
institutions to turn to China’s derivatives market to

hedge and manage all types of risks. The size of China’s
derivatives market is not yet commensurate with China’s
status as the world’s second largest economy. But the

FDL has the potential to change all that over time.

Derivatives and related financial products will play a greater
role in supporting China’s real economy, including China’s
five-year plan and development goals. For example, as
Chinese companies expand their international activities

and as foreign companies increase their business dealings
with their Chinese counterparts, they will look to more
sophisticated FX and related hedging solutions offered by
China’s derivatives markets. Domestic and international
investors will also increasingly look to credit derivatives

to manage credit risks associated with Chinese issuers,
which is important to support the healthy growth and
internationalization of China’s bond markets, especially now
when there is a growing need to mitigate such credit risks.
The development of carbon emissions derivatives and other
ESG-related derivatives will also have an important role

to play in helping China meet its climate and other social
objectives. As more Chinese entities exchange VM and IM
with their international counterparties, we may also see
greater use of RMB-denominated assets as collateral, thereby
promoting the internationalization of the Chinese currency.

(HALI AT E B N A I SIS BB LRE A NI TIER
T ERRVERBEN, AFEITERD T AR FEEFI
B K R BAE— TR, FFRE T — 1< AE BB,

PEFIEEEEXFIDEEHESNERIMTERSE
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FEmAREEN T RBRBHBIE W,

TERMEX TR mEEFTESEEFT R RIVHE
PRIFEEANER, BERENIERLINETULRER
Fo BN, FEERE R “EHE" FEFREREIY KUK
Bl S5hENFHZ I SERBEM, ENRIREFET
EmhipRHITENRARERNINCRZHE KB PR
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7.WHERE CAN | LEARN MORE ABOUT THE FDL
AND ITS IMPACT ON MY BUSINESS?
MEmE—PREB(HEMTERZ)MRAFEE Y G

S Mm?

We at KWM are here to help you. During the consultation
process for the draft FDL, KWM acted as ISDA’s counsel
and has been actively participating in Chinese legal
developments relating to the enforceability of close-out
netting and collateral arrangements. We have advised

the derivatives industry and key market participants
extensively on the legal, regulatory, compliance,
documentation and transactional implications of the FDL.

Besides our expertise in all things FDL, we regularly assist
international and PRC-based financial institutions and
corporates with ISDA, NAMFII, CSA, VM and IM margin
document negotiations, as well as with designing,
structuring and documenting innovative and complex
cross-border derivatives and structured products.

We are familiar with the unique legal and
practical issues faced by Chinese entities and
their international counterparties and would
be pleased to share our insights with you.

Please feel free to contact our core team members below.

Any reference to "Hong Kong" or "Hong Kong SAR" shall be construed as a reference to
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"Hong Kong Special Administrative Region of the People's Republic of China".
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