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			Authors’ Foreword

			In this book the terms collateral or margin mean financial security for OTC derivatives risk exposure.

			Such financial security normally takes the form of cash in US dollars, the Euro, Sterling and Japanese Yen or highly rated government securities of Belgium, Canada, France, Germany, Japan, the Netherlands, the United Kingdom and the USA.

			Collateral is taken, returned and managed by each party’s collateral management unit.

			Because OTC derivatives and particularly credit default swaps were identified by some market commentators or critics as one of the causes of the global financial crisis of 2007-2009, the G20 Pittsburgh summit in September 2009 committed to a global reform of the OTC derivatives market. This included a higher capital requirement for contracts not cleared through central clearing counterparties (“CCPs”) (i.e. clearing houses). This meant it would be more expensive to trade certain OTC derivatives and because they were uncleared, their margin requirements would be higher.

			The US Wall Street Reform and Consumer Protection Act (commonly called the Dodd-Frank Act) signed by President Obama in July 2010, the EU’s European Market Infrastructure Regulation (“EMIR”) which came into force in August 2012 and the work of regulators in North America, Europe and Asia have created a robust if incomplete infrastructure  to regulate OTC derivatives and related uncleared margin.

			Variation margin relates to collateral used to cover mark to market risk exposure and initial margin is an additional amount related to the risk profile of a counterparty.

			In April 2016 ISDA published two new Credit Support Annexes under English law and New York law to cover Variation Margin requirements under the new regulations for uncleared margin.

			These documents are the focus of this book which is divided into the following 4 chapters:

			Chapter 1 provides extensive coverage of the global financial crisis of 2007-2009 and onwards and a detailed description of OTC derivatives and uncleared margin regulation in the USA and the European Union. It also has sections on the important but vexed subjects of extraterritoriality and substituted compliance. 

			Chapter 2 is a clause by clause commentary on the 2016 ISDA Credit Support Annex For Variation Margin (VM) under English law. The text of each individual provision of the Annex appears above our commentary which aims to explain it in clear English in each case.

			Chapter 3 is a clause by clause analysis of the 2016 ISDA Credit Support Annex For Variation Margin (VM) under New York law which is presented in the same way as in Chapter 2.

			Chapter 4 covers the latest developments in regulation and the collateral market and other significant issues and features in the OTC derivatives market.

			The book concludes with the following three Appendices which aim to provide useful information in one place. 

			They are:

			Appendix 1. A timeline showing the full implementation dates under EMIR of Initial Margin and Variation Margin under existing uncleared margin regulation.

			Appendix 2. A facsimile of the 2016 ISDA Credit Support Annex For Variation Margin (VM) under English law (reproduced with the permission of the International Swaps and Derivatives Association, Inc.).

			Appendix 3. A facsimile of the 2016 ISDA Credit Support Annex For Variation Margin (VM) under New York law (reproduced with the permission of the International Swaps and Derivatives Association, Inc.).

			One of the other goals of the 2009 G20 Pittsburgh summit was for all standardised OTC derivative contracts to be traded on exchanges or electronic trading platforms and cleared through CCPs by the end of 2012.

			Well the 2012 timeframe was not met because this took much longer than anticipated. However, good progress has now been made. At the end of June 2017 the Bank for International Settlements reported that 77% of OTC interest rate derivative contracts and 51% of credit default swap contracts at that time were cleared through CCPs.

			However, much as usual still needs to be done and the uncleared margin regulatory timetable for Initial Margin continues to run until 1st September 2020. Indeed it will continue beyond this date on an ad hoc basis for substantial new entrants to the OTC derivatives markets for both Initial Margin and Variation Margin.

			Any opinion expressed in this book are those of the authors themselves and do not necessarily reflect those of their employers.

			To the best of the authors’ knowledge and belief, the information in this book was up to date as at 5th January 2018.

			We hope you both enjoy this book and find it useful.

			Paul C. Harding

			Abigail J. Harding

			January 2018
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			Chapter 1 – The new regulatory scene for OTC derivatives and collateral

			Causes of the global financial crisis 2007-2009

			It has been traditional when a recession or financial crisis hits a country to blame it on banks making bad property loans.

			The causes of the 2007-2009 global financial crisis were, of course, more widespread but “bad property financing” did have a role to play as we shall see shortly. It should also be pointed out that the financial crisis was not just confined to 2007-2009. There is evidence that it continued after 2009 with the Eurozone sovereign debt crisis and some still seeing vestiges of it today in those European countries whose GDP is still below 2008 levels.

			A list of the causes of the global financial crisis and the worst recession in 80 years would include the following:

			
					Bad property lending as mentioned above.

					Years of low inflation and stable growth before the crisis which created complacency and excessive risk taking by banks.

					A savings glut in Asia leading to low interest rates which caused huge amounts of Asian money being invested in US Treasury securities on which the interest yield also fell.

					Cheap financing causing banks and investors to take on greater risks in order to increase returns which in turn led to a huge increase in debt.

					Banks inflating their balance sheets but not increasing their capital reserves for losses. Under Basel II Rules big banks could calculate their own capital coverage if they had the systems to do so. This led to over favourable evaluation of asset quality in many cases. 

					Regulators being too lax in their oversight of banks particularly in relation to the use of leverage.

			

			There is much useful literature on the global financial crisis and the above points are an outline summary only and others might well want to add further bullet points in apportioning responsibility between banks and regulators. However, although this is not the focus of this book, it is useful to describe a little further how the crisis developed in the USA and Europe. 

			The crisis in the USA

			The two prime causes of the crisis in the USA were deregulation and sub-prime mortgage securitisation.

			Deregulation

			In 1999, the Gramm-Leach-Bliley Act (also known as the Financial Services Modernization Act of 1999) repealed part of the Glass-Steagall Act of 1933 which had separated US investment and commercial banking activities. In the years before 1933, overzealous commercial bank lending for stock market investment was deemed the main cause of the financial crash then and it was considered that commercial banks had taken too much risk with depositors’ money. 

			The repeal of the Glass-Steagall Act allowed banks to use deposits to invest in derivatives (often with hedge funds) and enabled them to take hugely leveraged positions. Then in 2000 while attention was focused elsewhere on the court battle over the US presidential election, the Commodity Futures Modernization Act came into being. This Act clarified and effectively exempted OTC derivatives from regulation by the Commodity Futures Trading Commission. It also contained an exemption for energy derivatives trading which became known as the “Enron loophole”.

			Big banks had the resources to become sophisticated in the use of complex derivatives. The banks which sold the most complicated financial products made the most money. That enabled them to buy out smaller, safer banks. By 2008, many of these major banks had become too big to fail and too interconnected. Ironically despite numerous regulatory safeguards since the crisis, some of these banks have grown even bigger through mergers and acquisitions of smaller banks. 

			Securitisation of mortgages

			Securitisation is a process in which certain types of assets are pooled so that they can be repackaged into interest-bearing securities. The interest and principal payments from the assets concerned are passed through to the purchasers of the securities.

			With mortgages a bank would lend money to house buyers and then pool them under a mortgage backed security often with tranches of different risk which made them difficult to value. These pooled securities were often called Collateralised Debt Obligations (“CDOs”). The bank then sold the CDOs to investors who were often other banks, municipalities, hedge funds, mutual funds and pension funds.

			Investors tended to buy the less risky tranches because they trusted Triple A ratings often given to them by major ratings agencies like Moody’s Investors Service, Inc. (“Moody’s”) and Standard & Poor’s Financial Services LLC (“S&P”). This turned out to be a mistake because the banks paid these agencies to assign the ratings to the CDOs and so there was a conflict of interest and the agencies were often over optimistic about the quality of the CDOs.

			Since a bank sold the mortgage(s), it could make new loans with the money it received. It still collected the mortgage payments of principal and interest and sent them to their investors. While the mortgages were basically risk-free for the bank, it was the CDO investors who took all of the default risk unless they entered into credit default swaps which were sold by banks and insurance companies like American International Group, Inc. (“AIG”). These investors considered the combination of a highly rated CDO and a credit default swap from a solid, reputable insurance company like AIG to be a safe investment.

			A CDO combined with a credit default swap was a very profitable transaction for their providers. As the demand for these derivatives grew, so did the banks’ demand for more and more mortgages to back the CDOs. To meet this demand, banks and mortgage brokers offered home loans to just about anyone. Banks offered interest only sub-prime mortgages often at 100% loan to value because they made much more money from the credit default swaps than from the mortgages themselves. 

			Bear Stearns and Lehman Brothers were major investors in these products and both failed in 2008.  

			The Fed raised borrowing rates

			Banks were hard hit by a recession in the USA in 2001.

			In that year many homeowners who could not afford conventional mortgages found that they were eligible for sub-prime interest only loans. As a result, the percentage of sub-prime mortgages doubled, from 10% to 20% of all mortgages between 2001 and 2006. By 2007, it had grown into a USD 1.3 trillion industry. The creation of mortgage-backed securities and CDOs in the secondary market ended the 2001 recession.

			However, it also created an asset bubble in real estate in 2005. The demand for mortgages drove up demand for housing, which housebuilders tried to meet. With such cheap loans, many people also bought homes as investments to sell as prices kept rising. 

			In late 2004 the Federal Reserve Bank started to increase interest rates which rose from 2.25% to 5.25% by mid 2006. Homeowners were hit by payments they could not afford. The Fed’s rate increases could not have come at a worse time for these new homeowners.

			The housing market bubble burst. That created a banking crisis in 2007 when a loss of confidence by US investors in the value of sub-prime mortgages caused a liquidity crisis. CDOs became hard to value and some banks considered them worthless despite their high credit ratings. They became suspect assets which were hard to sell and impossible to use as collateral for short term loans vital for bank funding. Fire sales took place which reduced banks’ capital ratios and accounting rules insisted that these assets be valued at their market value incurring losses which might never actually have been realised. Nonetheless, this reduced banks’ creditworthiness in the eyes of their counterparties (usually other banks) and also led to them experiencing a lending freeze / liquidity crisis.

			House prices in the United States fell by an average of 31.8%, more than in the Great Depression of the 1930s. This left many homeowners who had taken out sub-prime loans unable to meet their mortgage repayments. As the value of homes plummeted, the borrowers found themselves with negative equity. With a large number of borrowers defaulting on loans, banks were faced with a situation where the repossessed houses and land were worth less in the current market than the bank had lent originally. The banks had a liquidity crisis on their hands here too, and the giving and obtaining of home loans became increasingly difficult in the fallout from the sub-prime lending bubble. This whole scenario was commonly referred to as the credit crunch.

			The key mistake the banks made was to assume that property prices would rise and fall independently of each other in different US cities. However, they did not because starting in 2006 the USA had a nationwide house price slump.

			When the credit default swaps were triggered, the amounts involved were so large that AIG did not have enough funds to honour payments under them. AIG itself had to be rescued by the US Federal Reserve Bank which ultimately had to pump USD 150 billion into the stricken insurance giant.

			The US Federal Reserve Bank injected a large amount of capital into the financial markets through its Term Auction Facility. By September 2008, the crisis had worsened. The US Treasury Department was authorised to spend up to USD 150 billion to subsidise and eventually take over Freddie Mac and Fannie Mae. 

			Freddie Mac is another name for the Federal Home Loan Mortgage Corporation and Fannie Mae is another name for the Federal National Mortgage Association. Both were formed to stabilise the US residential mortgage market. Their jobs are to purchase and guarantee home loans from lenders so lenders can replenish their supply of capital funds and make more mortgage loans to borrowers.

			During the global financial crisis in 2008, Freddie Mac and Fannie Mae guaranteed over USD 5 trillion in mortgage debt (about 90% of US residential mortgages at the time). The share prices of both companies tumbled and investors feared a collapse due to escalating foreclosure rates and plummeting house prices. The fear was that both entities lacked the capital to absorb the predicted losses. In September 2008, Freddie Mac and Fannie Mae were both placed under the conservatorship of the Federal Housing Finance Agency which brought them under direct government control.

			Today the role of Freddie Mac and Fannie Mae has not changed very much. Both of them still guarantee and purchase loans from mortgage lenders and they have taken steps to improve their financial condition as well as build a profitable business under government control.

			The Times newspaper reported that during the crisis the US government advanced USD 187.5 billion to the two companies and recovered USD 270.9 billion, an excess of USD 83.4 billion.

			The Insolvency of Lehman Brothers

			With the insolvency of Lehman Brothers on 15th September 2008 stock markets around the world crashed and became highly volatile. Many commentators considered that the biggest error made by regulators was to let Lehman Brothers go into insolvency because this multiplied panic in the market and created widespread distrust among counterparties so no one would lend. Huge taxpayer financed bail-outs became necessary to shore up the financial services industry. Ironically this resulted in more government intervention rather than less because regulators had to rescue more companies in the fallout.

			On 19th September 2008, the crisis created a run on traditionally very safe US money market funds – the normal home for businesses’ surplus cash at the end of each business day. Banks use those funds to make short-term loans. Throughout that day, businesses moved a record USD 140 billion out of their money market accounts into even safer US Treasury bonds. If money market funds became insolvent, business activities and the US economy faced great danger.

			Henry Paulson, the US Treasury Secretary and Ben Bernanke, the Federal Reserve Bank Chairman submitted a USD 700 billion bailout package called the Troubled Asset Relief Program (“TARP”) to the US Congress. Their fast response reassured businesses to keep their money in the money market accounts.

			Republicans blocked the bill for two weeks because they did not want to bail out banks. They did not approve the bill until global stock markets almost collapsed. 

			TARP was designed to buy toxic bank assets and equity investments from banks to strengthen the financial sector. In December 2014 the TARP was wound up. USD 426.4 billion had been invested and USD 441.7 billion received back from sales – a USD 15.3 billion profit. 

			What else did the US government do?

			In November 2008 the US Federal Reserve Bank (“Fed”) started providing financial support to the market through quantitative easing.

			Quantitative easing (“QE”) is a monetary policy in which a central bank creates new electronic money in order to buy government bonds or other financial assets (e.g. corporate bonds) to stimulate an economy (i.e. to increase private-sector spending and return inflation to its target).

			By June 2010 the Fed held USD 1.75 trillion of bank debt, mortgage-backed securities, and Treasury notes. This first stage of quantitative easing became known as QE1.

			In November 2010, the Fed announced a second round of quantitative easing by buying USD 600 billion of Treasury securities by the end of the second quarter of 2011. This became known as QE2 in the market.

			A third round of quantitative easing, QE3, was announced in September 2012 when the Fed decided to launch a new USD 40 billion per month, open-ended bond purchasing program of agency mortgage-backed securities. This limit was later increased to USD 85 billion per month. Because of its open-ended nature, QE3 earned the popular nickname of “QE-Infinity”.

			Because of continuing improvement in the US economy QE purchases were halted at USD 4.5 trillion of assets in late October 2014.

			On 20th September 2017 the Fed confirmed that it would unwind its portfolio of Treasury bonds and mortgage-backed securities. This would start slowly at USD 10 billion per month for the first three months and then gradually increases by a further USD 10 billion per quarter until it reaches a monthly maximum of USD 50 billion (i.e. USD 30 billion per month of Treasury Bonds and USD 20 billion per month of mortgage-backed securities). Even if the Fed reaches its redemption targets it is estimated that it will take eight years to offload all of its 21% market share of mortgage-backed securities. With Treasury bonds their redemption depends upon their actual maturity dates and not monthly instalments. The scope of the whole exercise also depends upon the size of balance sheet the Fed ultimately wants to achieve.

			Overhaul of US financial services legislation

			Following the crisis, the US government decided to overhaul US financial services legislation. In July 2010 President Obama signed the 2300 page Wall Street Reform and Consumer Protection Act commonly called the Dodd-Frank Act.

			The Act is US federal law and places regulation of the US financial industry in the hands of various US government agencies in order to reduce risk and enforce transparency and accountability from market players.

			The Act required 390 different rules to be written by 20 different US regulatory agencies. This has proved immensely complex and some rules have still not been completed at the time of writing (January 2018). 

			As indicated above, it left many of the measures up to federal regulatory agencies (most of whom existed at the time of the crisis) to sort out the details and they are still working on this seven years later.

			The main aims of the Dodd-Frank Act are:

			
					To subject banks to more stringent regulation to avoid future taxpayer bail-outs.

					To make OTC derivatives market more transparent by having most of them traded on exchange platforms and cleared by clearing houses.

					To bar banks through the Volcker Rule from speculative trading for themselves (i.e. proprietary trading) rather than trading on behalf of their clients. 

					To require accurate, regular information on trades transacted to be transmitted to regulators so risk can be better assessed.

					To establish the Consumer Financial Protection Bureau to protect consumers from risky practices by US banks which could harm such consumers.

					To create a regulatory structure to oversee credit ratings agencies.

					The creation of a “resolution regime” for the orderly winding-up of failed financial institutions.

			

			The Dodd-Frank Act was initially unpopular with the OTC derivatives community but as so many of its provisions have come into force for OTC derivatives it now has fewer opponents.

			Originally the Trump administration proposed to repeal it. On 20th March 2017 President Trump ordered a 120 day review by the US Treasury Department of all US financial services regulation. In June 2017 a 150 page report was published recommending 100 changes to US financial rules. On 8th June 2017 a bill was passed in the House of Representatives but is unlikely to be supported by the Senate. Some commentators consider that the Dodd-Frank Act will survive with minor tweaks by regulators.

			The European credit crisis

			On 9th August 2007 BNP Paribas froze three hedge funds controlled by it which had heavily invested in US sub-prime mortgages and barred investors from redeeming cash from these funds. It announced that it could not calculate net asset values for these funds because as its statement said: “The complete evaporation of liquidity in certain segments of the U.S. securitisation market has made it impossible to value certain assets fairly, regardless of their quality or credit rating.”

			The funds had lost over EUR 400 million in value in just a few weeks before this date.

			Traditionally this is viewed as the start of the European financial crisis and kickstarted the European Central Bank (“ECB”) into pumping about EUR 95 billion of liquidity into the Eurozone market. 

			Before this the ECB had done little to restrain credit growth because it erroneously considered that an individual country’s current account balances did not matter in a monetary union. Some commentators considered that this perceived indifference let many European banks pile into sub-prime CDOs financed by heavy borrowing from money market funds.

			Many of the major European banks also held huge quantities of their own governments’ debt in this period.

			At the time there was also a reluctance to face up to the real creditworthiness of loan books particularly in Italy where non-performing loans abounded.

			Moreover, some have criticised bank stress tests in Europe as undemanding and others still regard European banks as undercapitalised compared to their US counterparts.

			However, it was the European debt crisis which was the most significant event.

			The European sovereign debt crisis began at the end of 2009, when Greece, Spain, Ireland, Portugal and Cyprus were unable to repay or refinance their government debt.

			Some of the underlying causes of the sovereign debt crisis include the global financial crisis as well as the property market crisis and asset bubbles in several countries. In 2009 Greece revealed that its previous government had grossly under reported its budget deficit – a violation of EU policy which caused fears of a euro collapse through financial contagion.

			The European sovereign debt crisis was subdued by financial guarantees from European countries, and by support measures from the International Monetary Fund and the ECB. 

			In 2010, two temporary rescue programmes were set up by the ECB - the European Financial Stabilisation Mechanism (“EFSM”) and the European Financial Stability Facility (“EFSF”). These facilities provided funds to Greece, Ireland, and Portugal in 2010 and 2011.

			In 2012 the European Stability Mechanism (“ESM”), with a lending capacity of EUR 500 billion, was established to replace the EFSM and EFSF programmes. The ESM was intended as a permanent firewall for the Eurozone to safeguard and provide instant access to financial assistance programmes for member states in financial difficulty. Spain and Cyprus drew funds from the ESM programme in 2012 and 2013 to recapitalise their financial sectors.

			On 9th March 2015 the ECB started its economic stimulus programme which aimed to stave off deflation and reinvigorate the EU economy. Purchases of government bonds were EUR 60 billion per month.  

			On 26th October 2017 the ECB announced that purchases would continue at EUR 60 billion per month until the end of December 2017 and then proceed at a monthly rate of EUR 30 billion until the end of 2018. However, the programme could continue beyond that date until the ECB sees inflation being sustained in line with its targets. If this does not happen or if the situation deteriorates, the ECB is ready to increase the programme in terms of size or duration.

			Ratings agencies downgraded the debt of several Eurozone countries, with Greek debt at one point being moved to junk status. As part of the loan agreements, countries receiving bail out funds were required to accept austerity measures designed to slow down the growth of public sector debt.

			Of the five countries bailed out, Ireland exited the bailout programme in December 2013 and Portugal exited in May 2014.  All the others except Greece are progressing. 

			European banks were heavily invested in their own governments’ bonds which they regarded as risk-free and which allowed them to economise on equity. When these bonds fell in value when downgraded and because of the lessons learned from the global financial crisis, it was recognised that European financial regulation needed to be overhauled. As a result, the European Securities and Markets Authority (“ESMA”) was set up in Paris in 2011 with the following three objectives:

			
					To promote investor protection for consumers.

					To promote orderly financial markets by focusing on integrity, transparency, efficiency and proper functioning through a robust market infrastructure.

					To promote financial stability through strengthening the financial system so it can withstand shocks and to encourage economic growth.

			

			ESMA is also responsible for co-ordinating measures taken by national securities supervisors and for adopting emergency measures in a crisis.

			It has been called “an EU-wide financial services watch dog”.

			It is responsible for implementing the European Market Infrastructure  Regulation (“EMIR”). EMIR is a body of European legislation for the regulation of OTC derivatives. It came into force on 16th August 2012. We shall be examining its requirements later in this chapter.

			The UK banking crisis

			One of the authors of this book, Paul Harding, has lived through a number of UK banking crises during his career. All have been typified by banks taking too much risk with poor commercial property lending, corporate loans with light covenants or none at all or overgenerous loan to value ratios on residential mortgage lending. In this instance there was also a considerable mismatch between the decreasing value of bank assets and an accelerating increase in their liabilities.

			In September 2007 Northern Rock Bank approached the Bank of England for a loan to replace the short term money market funding which covered 40% of its mortgage book. It was the first British bank run in 150 years with long lines of people queuing to draw out their money from its branches. Northern Rock was nationalised in February 2008 after two failed bids for it. It was bought by Virgin Money in 2012.

			Until September 2007 25% of the UK mortgage market was funded by mortgage backed securities. Subsequent problems with some of these loans and the deepening banking crisis due to market liquidity drying up caused banks to doubt the viability of their bank counterparties and involved further interventions by the Bank of England on behalf of the UK taxpayer. In 2008 these covered The Royal Bank of Scotland (“RBS”) (then the world’s largest bank in terms of assets), Lloyds, HBOS, Bradford & Bingley, Alliance & Leicester and Dunfermline Building Society.

			RBS was bailed out with GBP 45 billion of taxpayers’ money with the government taking a 79% stake in it which it still has at the time of writing (January 2018). By February 2017 it had racked up GBP 58 billion of losses since the bail out.

			In October 2008 the UK government persuaded Lloyds TSB to take over and rescue HBOS. The acquisition was completed in early 2009 but HBOS’s losses were found to be GBP 10 billion and Lloyds needed help. The UK government injected GBP 20.3 billion and took a 43.4% stake in Lloyds Banking Group. In April 2017 the UK government recouped all of its investment in Lloyds Banking Group.

			Bradford & Bingley was initially nationalised in 2008 and the branch network was then sold to Abbey National (part of Santander UK) and was later rebranded as Santander.

			Alliance & Leicester was acquired by Santander in October 2008 and rebranded in 2011.

			In March 2009 Nationwide Building Society bought the healthy parts of the stricken Dunfermline Building Society.

			As the banking crisis deepened the Bank of England started its programme of quantitative easing, buying gilts from other financial institutions and a much smaller amount of high quality corporate debt to stimulate the economy. Between March and November 2009 the Bank of England’s Monetary Policy Committee increased the QE limit to GBP 200 billion. By July 2012 this had increased to GBP 375 billion and in August 2016 the Bank of England said it would buy an additional GBP 60 billion of UK government bonds and GBP 10 billion of corporate bonds, to address uncertainty over Brexit and worries about economic growth.

			2009 G20 Pittsburgh Summit

			In September 2009 G20 members met in Pittsburgh to discuss the state

			
			
			
			
			
			
			
					Appropriate margining practices should be in place for all derivative transactions that are not cleared by central clearing counterparties (“CCPs”). 

					All financial firms and systemically important non-financial entities (“covered entities”) must exchange Initial Margin (“IM”) and Variation Margin (“VM”) as appropriate to cover risk exposure. 

					The methodologies for calculating IM and VM should (i) be consistent across covered entities; and (ii) ensure that all counterparty risk exposures are covered with a high degree of confidence. 

					Assets collected as margin should be highly liquid and should be able to hold their value in a time of financial stress or counterparty default. 

					Gross IM should be exchanged by both parties and held in such a way as to ensure that (i) the margin collected is immediately available to the collecting party in the event of the counterparty’s default and (ii) the collected margin must be subject to arrangements that fully protect the posting party if the collecting party becomes bankrupt. 

					Transactions between a firm and its affiliates should be subject to appropriate regulation in a manner consistent with each jurisdiction’s legal and regulatory framework. 

					Regulatory regimes should interact consistently and avoid any duplication in standards in taking margin for OTC derivatives internationally. 

					Margin requirements should be phased in over an appropriate period of time to ensure that the transition costs associated with the new framework can be appropriately managed. Regulators should undertake a coordinated review of the margin standards once the requirements are in place and functioning to assess the overall efficacy of the standards and to ensure harmonisation across national jurisdictions as well as across related initiatives of other regulators.

			

			
			
			
			
			
			
			
			
			
			
			
			
					Cash; 

					High-quality government and central bank securities; 

					High-quality corporate bonds; 

					High-quality covered bonds; 

					Equities included in major stock indices; and 

					Gold. 

			

			
			
			
			
			
			
				
					
					
				
				
					
							
							
						
							
							
						
					

				
				
					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

				
			

			
			
			
			
			
			
			
			
			
					Holds itself out as a dealer in swaps.

					Makes a market in swaps.

					Regularly enters into swaps with counterparties for its own account.

					Is known in the industry as a dealer or market maker in swaps.

			

			
			
					A person who maintains a substantial position in any of the main swap product categories except for hedging purposes; or

					A person whose outstanding swaps create substantial counterparty risk exposure which could have serious adverse effects on the financial stability of the US banking system or financial markets; or

					A financial entity which is highly leveraged against its capital base; maintains a substantial position in any of the major swap product categories; and is not subject to the capital requirements of any Federal banking agency.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
				
					
					
					
				
				
					
							
							
						
							
							
						
							
							
						
					

				
				
					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

				
			

			
			
			
					Commercial end-users, including treasury affiliates (that do not otherwise qualify as Financial End-Users - see below under General Matters regarding CFTC Margin Rules) acting as agent and using the swaps to hedge commercial risk. 

					Financial institutions (i.e. small banks, savings associations, Farm Credit System institutions, credit unions) with total assets of USD 10 billion or less and certain financial cooperatives hedging the risks associated with originating loans for their members. 

					Captive finance companies (i.e. those whose primary business is providing financing and which use derivatives for the purposes of hedging underlying commercial risks relating to interest rate and FX exposures, 90% or more of which arise from financing that facilitates the purchase or lease of products, 90% or more of which are manufactured by the parent company or another subsidiary of the parent company).

			

			
			
			
			
					CFTC Covered Swap Entities entering into uncleared swaps with a person registered with the CFTC as a Swap Dealer or a Major Swap Participant or with Financial End-Users (a very wide ranging definition) with Material Swaps Exposure must collect and post IM and VM on every business day. 

					CFTC Covered Swap Entities entering into uncleared swaps with Financial End-Users that do not have Material Swaps Exposure must collect and post VM on every business day, but will not be required to post or collect IM. 

					CFTC Covered Swap Entities are not required to post or collect IM or VM with respect to uncleared swap transactions entered into with Exempted End-Users. 

					For purposes of portfolio margining, uncleared swap counterparties may enter into Eligible Master Netting Agreements (like the ISDA Master Agreement or akin to it) that separately account for pre- and post-compliance date positions. While in most cases the parties will only have one Master Agreement they may have one CSA covering all trades or two CSAs (one for trades pre 1st March 2017 and one for trades post 1st March 2017).

					VM must be both collected and posted for uncleared swaps between a CFTC Covered Swap Entity and its Margin Affiliates. 

					IM must be segregated with independent, non-affiliate custodians. 

					For purposes of calculating IM, CFTC Covered Swap Entities may use approved proprietary margin models instead of the standardised margin schedule provided by the CFTC in the CFTC Margin Rules. This is a reference to the ISDA SIMM model. 

					The minimum transfer amount below which a CFTC Covered Swap Entity need not collect or post margin pursuant to the CFTC Margin Rules with respect to a particular counterparty has been set at USD 500,000.  This maximum cap applies at a legal entity level.  If a legal entity (e.g. a fund) has multiple investment managers that can enter into trades on behalf of the fund then it is important to ensure that the minimum transfer amount across all collateral agreements does not exceed this cap.

			

			
			
			
					Swap Entity Counterparties. A CFTC Covered Swap Entity may only post and collect cash collateral to satisfy VM requirements imposed by the CFTC Margin Rules for uncleared swaps entered into with a Swap Entity counterparty.

					Financial End-User Counterparties. A CFTC Covered Swap Entity may post and collect the following forms of collateral to satisfy VM requirements under the CFTC Margin Rules for uncleared swaps entered into with a Financial End-User counterparty: 	Cash collateral 
	Non-cash collateral i.e.	Securities issued by or guaranteed by a US government agency, the European Central Bank or certain sovereign entities. 
	Certain debt securities issued by, and asset-backed securities guaranteed by, US government-sponsored enterprises.  
	Certain redeemable securities in pooled investment funds that invest in US government securities or securities issued by the European Central Bank or certain sovereign entities. 
	Certain corporate debt securities. 
	Securities issued or guaranteed by the Bank for International Settlements, the International Monetary Fund or a multilateral development bank. 
	Certain listed equities. 
	Gold.





			

			
			
			
			
					Securities issued by (i) the party pledging such collateral (the posting counterparty) or (ii) a Margin Affiliate of the posting counterparty.

					Securities issued by a wide range of US and non-US financial entities and market intermediaries, including banks, bank holding companies, savings and loan holding companies and Margin Affiliates of the foregoing, and brokers, dealers, Swap Dealers and futures commission merchants. 

			

			
			
			
			
			
				
					
					
				
				
					
							
							
						
							
							
						
					

				
				
					
							
							
						
							
							
						
					

					
							
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
					

				
			

			
			
			
			
			
			
			
			
			
					Upon an event of default following any permitted stay, the agreement creates a single legal obligation for all transactions entered into under it. 

					The agreement provides the CFTC Covered Swap Entity with the right (i) to accelerate, terminate and close out on a net basis all transactions under such agreement and (ii) to liquidate or set off collateral promptly upon an event of default. When this happens, the agreement shall provide that any exercise of rights under it will not be stayed or avoided (unless it is a permitted stay) under applicable law in the relevant jurisdictions, except in either of the following circumstances: 	In receivership, conservatorship or resolution under the Federal Deposit Insurance Act, Title II of the Dodd-Frank Act, the Federal Housing Enterprises Financial Safety and Soundness Act of 1992, as amended, or the Farm Credit Act of 1971, as amended, or laws of foreign jurisdictions that are substantially similar to these Acts in order to facilitate the orderly resolution of the defaulting counterparty. 
	The agreement does not contain a walkaway clause (i.e. a provision that permits a non-defaulting counterparty to make a lower payment than it otherwise would make under the agreement, or no payment at all, to a defaulting party or its estate even if either of them is a net creditor under the agreement). 



			

			
			
			
			
					uncleared swaps entered into before the compliance date (the pre-compliance portfolio) and 

					uncleared swaps entered into on or after the applicable compliance date (the post-compliance portfolio) 

			

			
			
			
			
			
					Amendments to legacy swaps. 

					Novations of legacy swaps. 

					New derivatives resulting from portfolio compression of legacy swaps. 

			

			
			
			
			
			
			
			
					any uncleared swaps entered into after such counterparty’s status change; and

					any outstanding uncleared swaps entered into after the applicable compliance date and before such counterparty changed its status. 

			

			
			
			
			
			
			
			
			
			
			
					Members of the European System of Central Banks.

					Certain multilateral development banks.

					Public sector entities owned or guaranteed by governments.

			

			
			
			
			
			
			
				
					
					
					
				
				
					
							
							
						
							
							
						
							
							
						
					

				
				
					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

				
			

			
			
			
			
			
			
			
			
			
			
			
					It is permitted to net risk exposure in relation to variation margin (this is similar to what most market players already do).

					In almost all cases the arrangements need to be on a bilateral basis (i.e. both parties posting collateral). However, there are certain exemptions from two way margining under EMIR.  

					No Threshold can be applied to variation margin.

					Valuations must be made on every business day. 

			

			
			
			
			
			
			
					the standardised approach set out in the RTS themselves where a fixed percentage of notional amount is used to calculate IM based on the product types and maturity of the trades; or 

					a model which meets the detailed requirements of the RTS (including a confidence level of 99% with a risk horizon of at least 10 days, using data from a historical period of at least three years, including at least 25% of the overall data set from a period of stress). This is a reference to the ISDA SIMM model (as discussed in the CFTC section of this chapter on page 18). 

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Most senior tranches of securitisations.

					Regional government or local authority debt that is not listed by the European Banking Authority (“EBA listed”).

					Public sector debt that is not EBA listed.

					Corporate bonds.

			

			
			
			
			
			
			
			
			
					Clear reporting within the organisation including at senior levels.

					Escalation procedures (internally and with counterparties).

					Dispute resolution procedures.

					Detailed authorisation procedures for deviations from collateral policies.

					Collateral eligibility verification procedures with a focus on the collateral’s liquidity.

					Collateral valuation procedures.

					An efficient collateral management team.

					Margin segregation processes if needed.

			

			
			
			
			
			
			
			
			
			
			
			
					At least one of the parties is a non-financial party;

					it is for identifiable goods, services or investments; and

					it is not traded on any platform.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					The sheer scale of the exercise. Thousands of market players were subject to the new VM requirements.

					Complex renegotiations of existing Credit Support Annexes in many cases.

					Operational risk because the terms of the Credit Support Annexes needed to be updated in each party’s systems.

					Possible risk that non-compliance with the full regulatory requirements would cut off firms from trading.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					The party must post or collect VM only; or

					It must post or collect both IM and VM; or

					It does not need to post or collect either.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Amend.

					Replicate and Amend.

					New CSA.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Extraterritoriality

					Substituted compliance

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Foreign regulations that require firms to establish capital and margin requirements pursuant to the G-20 commitments. 

					Foreign regulations that require firms to establish sound risk management policies to address risks posed by derivatives business. 

					Foreign regulations that require firms to maintain an effective and accurate system of records. 

					Foreign regulations that require firms to make swap data available to regulators. 

					Foreign jurisdictions that have clearing and settlement services that comply with the Basel Committee on Banking Supervision / International Organization of Securities Commissions’ principles and that have similar clearing mandates. 
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