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1. Introduction

On October 3, 2014, the Commodity
Futures Trading Commission (the
“CFTC”) adopted and made public for
comment proposed rules and accompany-
ing interpretive guidance1 (the “Un-
cleared Swap Margin Proposing Re-
lease”) setting forth the initial and
variation margin requirements applicable
to uncleared swaps. Included in the Un-
cleared Swap Margin Proposing Release
was an Advanced Notice of Rulemaking
regarding the application of the CFTC’s
initial and variation margin requirements
to cross-border swap transactions, which
included a description of three separate
methodologies the CFTC was
considering.

More recently, on June 29, 2015, the
CFTC adopted and made public for com-
ment proposed rules (the “Proposed
Cross-Border Rules”) and accompany-
ing interpretative guidance2 to more fully

address the application of the CFTC’s
initial and variation margin requirements
to cross-border swap transactions.

This article outlines the important con-
cepts and consequences of the Proposed
Cross-Border Rules, including the ap-
plication of the CFTC’s initial and varia-
tion margin requirements to cross-border
swap transactions as well as the CFTC’s
proposed approach to substituted compli-
ance determinations.

2. Background

One of the key regulatory reforms con-
tained in the Dodd-Frank Wall Street
Reform and Consumer Protection Act was
to require each registered Swap Dealer
(“SD”) and Major Swap Participant
(“MSP”) that enters into swaps that are
not subject to the mandatory clearing
requirements of the Commodity Exchange
Act to exchange both initial and variation
margin with its counterparties to those
uncleared swaps (subject to certain excep-
tions) with the aim of protecting SDs and
MSPs from the risks arising from un-
cleared swaps and to also protect the U.S.
�nancial system.

SDs and MSPs that are subject to regu-
lation by a prudential regulator will be
required to satisfy the uncleared swap
margin requirements set out by that pru-
dential regulator, whilst all other SDs and
MSPs will be subject to the CFTC’s initial
and variation margin requirements. Each
use of the terms “SD” and “MSP” herein
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refers only to SDs and MSPs subject to the
CFTC’s initial and variation margin
requirements.

In the Advanced Notice of Rulemaking, the
CFTC had set out three possible methodologies
for determining how the CFTC’s initial and
variation margin requirements would apply to
cross-border swap transactions:

E Entity-Level Approach: Under this ap-
proach, the CFTC would apply the CFTC’s
initial and variation margin requirements to
cross-border swap transactions on a �rm-
wide basis such that all uncleared swaps
entered into by an SD or MSP would be
subject to these requirements regardless of
the type of counterparty and with no
exclusions.

E Transaction-Level Approach: This is the
approach applied in the CFTC’s cross-border
guidance3 (the “CFTC Cross-Border Guid-
ance”) whereby the CFTC’s initial and varia-
tion margin requirements would be consid-
ered a transaction-level requirement. This
would involve the CFTC’s initial and varia-
tion margin requirements applying to a U.S.
SD/MSP (other than a foreign branch of a
U.S. bank that is a SD/MSP) for all of its
uncleared swaps regardless of whether its
counterparty is a U.S. person for the purposes
of the CFTC Cross-Border Guidance. How-
ever, for a non-U.S. SD/MSP, they would
only apply to uncleared swaps entered into
with U.S. person or non-U.S. person counter-
parties that are Guaranteed A�liates or Con-
duit A�liates.

E Prudential Regulators’ Approach: In the
proposal issued by the prudential regulators,4

they proposed to apply their margin rules to
all uncleared swaps entered into by SDs and
MSPs under their supervision, with a limited
exception for foreign uncleared swaps of
certain foreign entities.

3. CFTC’s Adopted Approach

The approach adopted by the CFTC in the
Proposed Cross-Border Rules combines the
entity-level and transaction-level approaches
summarized above. In general, SDs and MSPs
would be required to comply with the CFTC’s
initial and variation margin requirements (i.e., an
entity-level approach). This would be the case,
irrespective of the domicile of the counterparties
or where the trade is executed as collecting
margin from counterparties protects an entity
from that counterparty’s default. The entity-level
approach is predicated on the reality that counter-
party credit risk is not con�ned to swaps with
U.S. counterparties. However, the CFTC has
recognized that certain swaps may implicate
supervisory interests of other regulators and it is
therefore important to calibrate cross-border
margin requirements. As a result, the Proposed
Cross-Border Rules provide that certain un-
cleared swaps may be eligible for substituted
compliance or excluded altogether from such
requirements (i.e., a transaction-level approach).

4. Entity Classi�cation

Under the Proposed Cross-Border Rules, how
the CFTC’s initial and variation margin require-
ments would apply to a particular SD or MSP will
depend on that entity’s classi�cation as well as
the classi�cations of its counterparties. The rele-
vant classi�cations are:

E U.S. person;
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E Non-U.S. person guaranteed by a U.S. per-
son;

E U.S. branch of a non-U.S. person; and

E Foreign Consolidated Subsidiary.

Determining whether an entity falls within one
of the above classi�cations will be a matter of
applying the three key de�nitions set out in the
Proposed Cross-Border Rules, being “U.S. per-
son,” “Guarantee” and “Foreign Consolidated
Subsidiary.” The de�nitions of these terms and
their applicability to the entity classi�cations is
described below.

4.1 U.S. Person

In applying the Proposed Cross-Border Rules,
one must �rst determine whether either of the
counterparties to an uncleared swap is a “U.S.
person.” The following de�nition of a “US per-
son” applies only for purposes of the Proposed
Cross-Border Rules and di�ers from the U.S.
person de�nitions used by both the CFTC in the
CFTC Cross-Border Guidance and the SEC in its
cross-border rule5 (the “SEC Cross-Border
Rule”). The CFTC noted that the below de�ni-
tion is similar to the SEC’s U.S. person de�nition.
We have set out in an Appendix a table compar-
ing each of these “U.S. person” de�nitions.

The proposed de�nition of “U.S. person” for
the purposes of the Proposed Cross-Border Rules
is as follows:6

(i) Any natural person who is a resident of
the United States;

(ii) Any estate of a decedent who was a resi-
dent of the United States at the time of
death;

(iii) Any corporation, partnership, limited li-
ability company, business or other trust,
association, joint-stock company, fund
or any form of entity similar to any of the
foregoing (other than an entity described
in subparagraph (iv) or (v)) (a legal en-
tity), in each case that is organized or
incorporated under the laws of the United
States or having its principal place of
business in the United States, including
any branch of the legal entity;

(iv) Any pension plan for the employees, of-
�cers or principals of a legal entity de-
scribed in subparagraph (iii), unless the
pension plan is primarily for foreign em-
ployees of such entity;

(v) Any trust governed by the laws of a state
or other jurisdiction in the United States,
if a court within the United States is able
to exercise primary supervision over the
administration of the trust;

(vi) Any legal entity (other than a limited li-
ability company, limited liability partner-
ship or similar entity where all of the
owners of the entity have limited li-
ability) owned by one or more persons
described in subparagraph (i), (ii), (iii),
(iv) or (v) who bear(s) unlimited respon-
sibility for the obligations and liabilities
of the legal entity, including any branch
of the legal entity; and

(vii) Any individual account or joint account
(discretionary or not) where the bene�-
cial owner (or one of the bene�cial own-
ers in the case of a joint account) is a
person described in subparagraph (i), (ii),
(iii), (iv), (v) or (vi).
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The CFTC will permit a party to reasonably
rely on its counterparty’s written representation
in determining whether or not such counterparty
is a U.S. person, absent any indications to the
contrary.

4.2 Guaranteed by a U.S. person

The next step in the analysis is to determine
whether either of the counterparties to an un-
cleared swap is a non-U.S. person whose obliga-
tions under that swap are guaranteed by a U.S.
person. The proposed de�nition of guarantee
under the Proposed Cross-Border Rules is an ar-
rangement pursuant to which a party to an un-
cleared swap transaction with a counterparty that
is a non-U.S. person has a legally enforceable
right of recourse (whether conditional or uncon-
ditional) against at least one U.S. person (irre-
spective of any a�liation with the counterparty)
with respect to the counterparty’s obligations
under the uncleared swap transaction.

Unlike in the de�nition of guarantee in the
CFTC Cross-Border Guidance, the proposed def-
inition of guarantee under the Proposed Cross-
Border Rules generally only includes traditional
guarantees and not other types of arrangements
such as keepwells and certain indemnity
agreements.

4.3 U.S. branch of a non-U.S.
person

The Proposed Cross-Border Rules distinguish
between a non-U.S. person executing a swap
through its U.S. branch and executing that same
swap outside the United States. A non-U.S.
person executing a swap outside of the United
States may, in certain limited circumstances, be
excluded from the Proposed Cross-Border Rules.
However, that same non-U.S. person would not

be eligible for the exclusion if the swap was
instead executed through or by its U.S. branch.
The CFTC’s reasoning for making this distinc-
tion is to level the playing �eld in the United
States and to ensure that non-U.S. SDs and MSPs
transacting through their U.S. branches do not
have a competitive advantage over U.S. SDs and
MSPs.

The Proposed Cross-Border Rules do not con-
tain a methodology for determining whether a
swap is executed through or by a U.S. branch of
a non-U.S. person. However, the CFTC did
request comment on whether such a determina-
tion should be made based on where the person-
nel who arrange, negotiate or execute the ap-
plicable swap are located. This is a similar
concept to that used in the Volcker Rule, CFTC
Sta� Advisory 13-697 and the SEC in its recently
published proposed rules on the application of
certain of the security-based swap rules to cross-
border transactions.8

4.4 Foreign Consolidated
Subsidiary

The �nal step is to determine whether either
party to the swap is a “Foreign Consolidated
Subsidiary.” This term captures any SD or MSP
that is not a U.S. person in which an ultimate par-
ent entity that is a U.S. person has a controlling
interest, in accordance with U.S. GAAP, such
that the ultimate parent entity includes the non-
U.S. SD or MSP’s operating results, �nancial po-
sition and statement of cash �ows in its consoli-
dated �nancial statements.

5. Application of the CFTC’s initial
and variation margin requirements

As mentioned above, the classi�cations of the
counterparties to a particular uncleared swap will
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determine the extent to which the CFTC’s initial
and variation margin requirements will apply in
the circumstances of cross-border swaps. The
possible outcomes fall into the following �ve cat-
egories which correspond to the cells in the
below table. We remind you that each use of the
terms “SD” and “MSP” in the table refers only to
SDs and MSPs subject to the CFTC initial and

variation margin requirements. Should an un-

cleared swap be entered into with an SD or MSP

that is subject to regulation by a prudential

regulator, the outcome may be di�erent than that

set out in the below table. The requirements of

the prudential regulator’s rules must be

considered.
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6. Substituted Compliance

Should substituted compliance be granted with

respect to some or all of a foreign jurisdiction’s

uncleared margin requirements, then SDs and

MSPs will be entitled in the circumstances set

out in the table above to comply with the foreign

jurisdiction’s uncleared swap margin require-
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ments in order to satisfy the CFTC’s
requirements. This will be permitted to the extent
of the substituted compliance determination. SDs
and MSPs will remain subject to the CFTC’s ex-
amination and enforcement authority.

To determine whether a particular foreign ju-
risdiction will have comparable margin require-
ments and, therefore, whether substituted compli-
ance will be granted with respect to that
jurisdiction’s rules, the CFTC is proposing an
outcomes-based approach focusing on whether
the foreign jurisdiction’s margin requirements
achieve the same objectives/outcomes as those of
the CFTC, rather than looking at whether the par-
ticular rules and regulations are the same. To
make this determination, the CFTC will use a
two-stage process to review the foreign jurisdi-
ction’s margin requirements.

Stage 1

The CFTC will consider whether the foreign
jurisdiction’s uncleared swap margin require-
ments are consistent with international standards
as set out in the margin policy framework for
non-cleared, bilateral derivatives issued by the
Basel Committee on Banking Supervision and
the International Organization of Securities Com-
missions in September 2013. The CFTC also has
the ability to recognize any other future interna-
tional standards, principals or guidance relating
to margin requirements for non-cleared, bilateral
derivatives.

Stage 2

If the foreign jurisdiction’s uncleared swap
margin requirements are consistent under Stage
1, then the CFTC will evaluate each of the ele-
ments of the foreign jurisdiction’s uncleared
margin requirements to determine whether the

substituted compliance determination should be

made with respect to some or all of that foreign

jurisdiction’s requirements. SDs and MSPs will

still be required to comply with the CFTC’s

initial and variation margin requirements to the

extent not covered by a substituted compliance

determination.

The elements that the CFTC will be analyzing

include:

E The transactions subject to the foreign juri-

sdiction’s margin requirements;

E The entities subject to the foreign jurisdi-

ction’s margin requirements;

E The methodologies for calculating the

amounts of initial and variation margin;

E The process and standards for approving

models for calculating initial and variation

margin models;

E The timing and manner in which initial and

variation margin must be collected and/or

paid;

E Any threshold levels or amounts;

E Risk management controls for the calcula-

tion of initial and variation margin;

E Eligible collateral for initial and variation

margin;

E The requirements of custodial arrange-

ments, including rehypothecation and the

segregation of margin;

E Documentation requirements relating to

margin; and
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E The cross-border application of the foreign
jurisdiction’s margin regime.

Additionally, the CFTC may take into account
all other relevant factors in its determination,
including:

E The scope and objectives of the foreign
jurisdiction’s margin requirement(s) for
uncleared swaps;

E How the foreign jurisdiction’s margin re-
quirements compare to international stan-
dards;

E Whether the foreign jurisdiction’s margin
requirements achieve comparable outcomes
to the CFTC’s corresponding margin re-
quirements;

E The ability of the relevant regulatory au-
thority or authorities to supervise and en-
force compliance with the foreign jurisdi-
ction’s margin requirements; and

E Any other facts and circumstances the
CFTC deems relevant.

7. Issues and Concerns

We highlight below some issues and concerns
with respect to the Proposed Cross-Border Rules
that have been raised by market participants:9

(i) The CFTC’s Approach

In the CFTC Cross-Border Guidance, the
CFTC took a transaction-level approach, whilst
in the Proposed Cross-Border Rules, the CFTC
has combined an entity-level approach with a
transaction-level approach. It will be interesting
to see whether the CFTC believes any change to
the CFTC Cross-Border Guidance is warranted
to re�ect this new hybrid approach.

A consequence of this hybrid approach is that
the Proposed Cross-Border Rules rely heavily on
the availability of substituted compliance as the
basis for relief from the CFTC’s initial and varia-
tion margin requirements in a cross-border con-
text (as previously mentioned, however, there is
a limited exclusion from these requirements
which is not dependent on the availability of
substituted compliance). The two-stage determi-
nation process proposed by the CFTC (as set out
above) uses an element-by-element comparison,
which means that the CFTC may make a deter-
mination that only some (and not all) of a partic-
ular jurisdiction’s initial and variation margin
requirements are comparable, which would result
in the need to comply with the requirements of
multiple jurisdictions. This has resulted in con-
cern that the hybrid approach (particularly, the
use of substituted compliance) set out in the
Proposed Cross-Border Rules is not consistent
with the BCBS-IOSCO report10, which had as
one of its key principles that “requirements for
margining non-cleared derivatives should be con-
sistent and non-duplicative across jurisdictions.”

Another consequence of the hybrid approach
is that the Proposed Cross-Border Rules use a
de�nition of “U.S. person” which is di�erent to
that previously used by the CFTC as well as
certain other U.S. regulators (e.g., the “U.S.
person” de�nition used in the CFTC Cross-
Border Guidance). Additionally, there is also a
di�erent de�nition of “Guarantee” and a com-
pletely new de�nition of “Foreign Consolidated
Subsidiary.” The use of these de�nitions will
likely increase the compliance burden on SDs
and MSPs subject to the CFTC’s jurisdiction and
may result in the same transaction structure hav-
ing di�erent outcomes under di�erent regulatory
regimes.

Futures and Derivatives Law Report October 2015 | Volume 35 | Issue 9

9K 2015 Thomson Reuters



(ii) U.S. Branches of Non-U.S. SDs

Some market participants have stated that the
use of a U.S. branch by a non-U.S. SD or MSP to
enter into a swap should not result in the applica-
tion of the CFTC’s initial and variation margin
requirements. The CFTC’s reasoning for apply-
ing these requirements to such swaps does not
appear to be based on a risk analysis, but rather
at ensuring that non-U.S. SDs and MSPs acting
through a U.S. branch are not given an unfair
advantage when dealing with U.S. clients rela-
tive to U.S. SDs and MSPs (i.e., by having the
ability to o�er a more competitive price).

Concern has also been expressed about the
CFTC’s request for comment regarding how to
determine whether a swap has been executed
“through or by” a U.S. branch and its suggestion
that this may be achieved by using the same anal-
ysis utilized in the Volcker Rule, which requires
that, for the purposes of determining whether a
particular exemption therein applies, the relevant
personnel that “arrange, negotiate, or execute”
the applicable transaction must be located outside

the United States. This approach is similar to that
set out in CFTC Sta� Advisory 13-69 which, due
to signi�cant implementation issues, has had its
implementation date repeatedly delayed, most
recently until September 30, 2016.11

(iii) Prudential Regulators’ Cross-
Border Rule

The Prudential Regulators12 have included in
their recently released �nal initial and variation
margin requirements13 a cross-border rule gov-
erning the application of their requirements to
cross-border transactions. Given the signi�cant
number of SDs and MSPs regulated by the CFTC
and the Prudential Regulators, it is important that
their respective cross-border rules are harmo-
nized to the greatest extent possible so that there
is consistency across the whole market when it
comes to applying the applicable initial and
variation margin requirements to cross-border
transactions. Once the CFTC’s �nal cross-border
rules are adopted, it will be interesting to see how
they compare to those of the Prudential
Regulators.
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