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derivatives transactions.
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final SA Rules

In June this year, the Financial Sector
Conduct Authority (the FSCA) and the
Prudential Authority (the PA) published
Joint Standard 2 of 2020 which sets out
the Margin Requirements for non-centrally
cleared over-the-counter (OTC) derivative
transactions (Joint Standard). The key
objectives of the Joint Standard are to
strengthen regulations surrounding OTC
derivatives trading and to impose robust
collateral requirements on uncleared
derivatives transactions. The margin
requirements for uncleared derivatives
transactions, as set out in the Joint
Standard, are summarised in more detail
below. The Joint Standard will come into
effect on a date still to be determined.

1. In-Scope Instruments and exclusions

Certain margin requirements apply to all
non-centrally cleared OTC derivatives
transactions, including cross-border
transactions and intra-group transactions
after application of the thresholds discussed
below. Physically settled foreign exchange
forward contracts and foreign exchange
swaps do not require initial margin (IM) or
Variation Margin (VM). Cross currency swaps
where any fixed physically settled foreign
exchange transaction is associated with the
exchange of principal, is not subject to IM,
but is subject to VM. All other payments or
cash flows, including interest, that occur
during the life of the cross-currency swap
are subject to IM. Margin requirements do
not apply to transactions such as repurchase
agreements and securities lending
transactions that are not derivatives, but
which share some attributes with derivatives.

According to the Joint Standard, margin
requirements do not apply to existing
derivatives contracts up to the relevant

Ready for Margin — a closer look at the

phasing in date (discussed in paragraph

10 below), provided that bona fide
amendments to existing contracts will not
be regarded as new derivatives contracts.
Any amendment intended to extend a
contract to avoid margin requirements will
be considered a new contract.

2. In-Scope Entities

Margin requirements apply to a “provider”
when entering into non-centrally cleared
OTC derivative transactions with a
“counterparty” or a "foreign counterparty”.
A “provider” is an authorised OTC derivative
provider as defined in the Regulations

to the Financial Markets Act, 2012 (FMA),
which is a person who, as a regular feature
of its business and transacting as principal,
originates issues or sells OTC derivatives or
makes a market in OTC derivatives.

A “counterparty” is any of the following:

a) an authorised user as defined in
the FMA;

b) a bank, bank controlling company or
branch as defined in terms of the Banks
Act, 1990;

o

a financial services provider authorised
to provide financial services in
derivative instruments as contemplated
in FAIS;

2

an insurer licenced or deemed to be
licensed to conduct life insurance
business in terms of the Insurance
Act, 2017;

an insurer licenced or deemed to be
licensed to conduct non-life insurance
business in terms of the Insurance

Act, 2017;

e

f) an investment fund;
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All providers and
counterparties are in
scope despite the size

of the particular entity’s
derivatives book (no
threshold has been set to
distinguish systemically
and non-systemically
important entities).

g) a provider; and

h) any other person declared by the
FSCA, with the concurrence of the
PA, to be a counterparty.

An “investment fund” includes a
portfolio of a collective investment
scheme managed by a manager
registered in terms of the Collective
Investment Schemes Control Act,
2002 (Act 45 of 2002) and a private
equity fund.

A “foreign counterparty” is a person
outside the Republic of South Africa
who (a) is authorised by a supervisory
authority to perform a service or
services similar to one or more

of the services referred to in the
definition of a provider or the services
performed by an authorised user; or
(b) is registered, licensed, recognised,
approved or otherwise authorised to
conduct the business of a bank or of
an institution referred to in (d), (e) and
(f) of the definition of counterparty by
a supervisory authority with functions
similar to those of the FSCA or the PA
referred to in the legislation listed in
paragraph (b), (d) or (e) of the definition
of counterparty or the Collective
Investment Schemes Control

Act, 2002.

Ready for Margin — a closer look at the
final SA Rules.. continued

All providers and counterparties are in
scope despite the size of the particular
entity’s derivatives book (no threshold has
been set to distinguish systemically and
non-systemically important entities).

3. Out of Scope Entities

Margin requirements do not apply to
sovereigns, central banks, multilateral
development banks, the Bank for
International Settlements. Margin
requirements also do not apply to
indirectly cleared OTC derivative
transactions that are intermediated
through a clearing member on

behalf of a non-member client if that
non-member client is subject to the
margin requirements of the relevant
clearing house or if that non-member
client provides margin consistent
with the requirements of the relevant
corresponding clearing house.

4. Margin Thresholds

The Bilateral Threshold - requirement to
calculate and exchange the IM threshold
is capped at R500 million, which amount
must be the aggregate amount of all
relevant transactions in non-centrally
cleared OTC derivatives between the
provider and its holding companies on

a consolidated basis and the relevant
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Where IM to be exchanged
is less than R500 million,
the provider may at its
discretion decide whether
to collect IM.

4 | FINANCE & BANKING ALERT 23 September 2020

consolidated counterparty group.
Investment funds must be regarded

as distinct entities when applying the
threshold amount provided it is proven
that the investment fund is a distinct legal
entity not collateralised, guaranteed or
supported by another investment fund
in the event of insolvency. Where IM to
be exchanged is less than R500 million,
the provider may at its discretion decide
whether to collect IM. If equal or greater
than R500 million, the provider must

at least collect difference between the
required IM and R500 million, or such
higher amount as the provider decides.

The De Minimis Threshold for

IM — after the phase in period (i.e. from

1 September 2024 onwards), any provider
or counterparty belonging to a group of
which the aggregate month-end average
gross notional amount of OTC derivatives
(including any physically settled foreign
exchange forwards and swaps) for March,
April and May of the year is less than
R100 billion will not be subject to IM.

The Minimum Transfer Amount (MTA) —
Any required transfer of IM and VM may be
subject to a minimum transfer amount not
exceeding R5 million.

5. Calculation Methodologies

IM — Parties may use a model method or
the standardised approach to calculate IM
but may not switch between approaches
within a particular class of derivatives.

Ready for Margin — a closer look at the
final SA Rules. continued

5.1 Model Method - Providers must
obtain prior written approval of the PA,
in concurrence with FSCA, for use of
the model method. This model may be
developed internally or sourced from
third party vendors. The model must
calculate estimate of increase in value
of instrument that is consistent with
a one-tailed 99% confidence interval
over a 10-day horizon, based on
historical data of not more than 5 years
that incorporates a period of significant
financial stress. 10-day horizon only
applies when VM is exchanged daily.

If VM is exchanged less frequently, the
minimum horizon must be equal to
10 days plus number of days between
VM exchanges. The model must be
subject to robust internal governance
processes that continually assess the
model and the model must calculate
IM for derivatives in distinct asset
classes without regard to other asset
classes. The model should comply
with all other requirements in section
4.6 of the Joint Standard if applicable.

5.2 Standardised Approach — Calculated
as a percentage (1% — 15% depending
on asset class) of the notional exposure
of the individual derivative transactions
with adjustment related to net-to-
gross ratio (NGR) pertaining to all
derivatives in a netting set, according
to the prescribed formula set out in the
table to the Joint Standard.
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Collateral can be
denominated in the
currency of the payment
obligations of a particular
derivative transaction, or
in highly liquid foreign
currencies. Provider's
portfolio of collateral for
both IM and VM must be
reasonably diversified in
terms of issuer, issuer type,
asset type and instrument
type. Collateral must not
be exposed to excessive
credit, market or foreign
exchange risk.
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5.3 Collection of IM - IM must be
provided and collected within one
business day after the execution of a
non-centrally cleared OTC derivative.
Thereafter IM must be collected
on a routine and consistent basis
upon changes in measured potential
future exposure.

VM — The VM necessary to fully
collateralise market-to-market exposure
must be calculated and exchanged daily.
After the phase-in of VM (i.e. six months
after the effective date) all providers that
transact in non-centrally cleared OTC
derivatives with a counterparty must
exchange VM on all new contracts.

Netting — The Provider is required to have
robust processes, procedures and board-
approved policies to ensure that, subject
to non-netting jurisdictions detailed at
paragraph 7 below, all relevant netting
agreements are effective under the laws of
the relevant jurisdictions.

6. Eligible Collateral

For either IM or VM, eligible collateral
includes:

6.1 cash;
6.2 gold;

6.3 high-quality government and central
bank debt securities specified in
writing by the PA and the FSCA;

6.4 high-quality corporate bonds specified
in writing by the PA and the FSCA;

6.5 equities included in major indices as
may be specified in writing by the PA
and the FSCA; and

6.6 such other assets or instruments as
may be specified in writing by the PA
and the FSCA.

Ready for Margin — a closer look at the
final SA Rules. continued

Collateral can be denominated in the
currency of the payment obligations of

a particular derivative transaction, or in
highly liquid foreign currencies. Provider's
portfolio of collateral for both IM and VM
must be reasonably diversified in terms
of issuer, issuer type, asset type and
instrument type. Collateral must not be
exposed to excessive credit, market or
foreign exchange risk.

Haircuts discounts on collateral —
Providers may use a model method or the
schedule to the Joint Standard to calculate
appropriate haircuts on collateral, but

may not switch between approaches in
respect of collateral within a particular
class of derivatives. Providers must apply
appropriately conservative haircuts to
collateral to reflect any inherent foreign
exchange risk. The provider must in all
cases apply to the value of collateral the
higher of the haircut specified in writing by
the PA and the FSCA or as is determined by
the provider using the model or schedule.

a) Model method for Haircuts —
Providers must obtain prior written
approval of PA in concurrence with
FSCA. The model must as a minimum
determine haircuts that are risk-based
and appropriately calibrated to reflect
all material underlying risks that affect
value of collateral, during both normal
and stressed market conditions.

The model must be sufficiently
conservative to avoid procyclicality.
The model must be subject to robust
internal governance processes that
continually assess the model.
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IM must be held in such a
way that it is “immediately
available” to the IM
collector in the event of the
IM provider's default.
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b) Standardised Haircut Schedule -
Providers must apply to the relevant
market value of the collateral
the relevant standardised haircut
percentages as set out in the Joint
Standard. Haircut percentages vary
from 0% (for cash in same currency)
to 15% for equities included in major
stock indices and for gold. Additional
(additive) 8% haircut applies to an asset
in which the currency of the derivative
obligations differs from that of the
collateral asset.

7. Treatment of Collateral

Collected IM must be treated as the IM
provider's asset and must be segregated
from the IM collector’s assets, until
rehypothecated, where-after the third
party must segregate the IM from the
third party’s assets. The IM collector
must give the IM provider the option to
segregate its collateral from the assets of
all the IM collector’s other customers and
counterparties (individual segregation).

IM must be held in such a way that it is
“immediately available” to the IM collector
in the event of the IM provider's default.
The IM must be subject to arrangements
that fully protect the IM provider, to the
extent possible, upon insolvency of the IM
collector. Any cash or non-cash collateral
collected as IM may by rehypothecated,
re-pledged or re-used only once by the
IM collector, and only for the purposes

of hedging the IM collector’s derivatives
position arising from the transactions

for which the IM was collected. The
transaction agreements must protect the
IM provider's rights in the collateral.

Ready for Margin — a closer look at the
final SA Rules. continued

The third party may not rehypothecate,
re-pledge or re-use the IM. This
prohibition must be recorded in the
agreement between the IM collector and
the third party. The third party and the
IM provider may not be within the same
group of companies. The IM provider has
a right not to permit the collateral to be
rehypothecated, re-pledged or re-used.
The IM provider must be warned of the
insolvency risks, and must expressly
consent in writing to the re-hypothecation,
re-pledge or re-use of the IM.

VM may be rehypothecated. A
counterparty that has posted collateral
to satisfy margin requirements before
the end of the derivatives contract can
request that the collateral be returned
and provide substitute or alternative
collateral if both parties agree to the
substitution, the substitution is made
on the terms of the original agreement,
the alternative collateral meets the
necessary legal requirements and the
value of the alternative collateral, after any
relevant haircut is sufficient to meet the
margin requirement.

8. Inter-group trades

Margin requirements do not apply to
derivatives between a provider and a
counterparty or a foreign counterparty in
the same group of companies provided
that the aggregate outstanding gross
notional amount of the non-centrally
cleared OTC derivatives between the
provider and the counterparty is below
R100 billion at the close of business on
each relevant day. Both the provider
and the counterparty must be subject to

CLIFFE DEKKER HOFMEYR
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We hope that the Effective
Date is proclaimed with a
sufficient lead time ahead
of the proposed phase-

in dates listed below, set
to commence as early as
31 August 2021.
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appropriate centralised risk evaluation,
measurement and control procedures,
and the risk management procedures
must be adequately sound, robust and
consistent with the level of complexity of
the transactions.

The parties may be required to comply
with further conditions specified by the
FSCA and the PA in writing. If deemed
appropriate the FSCA and the PA may
require that a provider and a counterparty
to exchange VM or collect IM,
notwithstanding that they are in the same
group of companies.

9. Cross-border trades with foreign
counterparties

Where a provider enters into a non-
centrally cleared OTC derivative with

a foreign counterparty, the provider

will be deemed to comply with the

margin requirements if the provider has
documentary evidence to satisfy itself that:

a) the foreign counterparty’s jurisdiction
has implemented margin requirements
based on the BCBS-IOSCO principles;

b) the foreign counterparty is directly
subject to such margin requirements;
and

c) the provider is required to comply
with such margin requirements in the
foreign jurisdiction.

Where the foreign counterparty’s
jurisdiction does not permit or recognise
the enforceability of a netting agreement
upon insolvency of the counterparty or the
enforceability of a collateral agreement
upon the default of the counterparty (i.e.

a non-netting jurisdiction), the provider

is not required to post or collect IM or

Ready for Margin — a closer look at the
final SA Rules. continued

exchange VM if the aggregate outstanding
gross notional amount of transactions
between the provider and such foreign
counterparty does not exceed 2.5% of the
total portfolio of derivatives of the provider
and its group and a legal opinion confirms
that the netting agreement or exchange
of collateral is not legally enforceable at
all times. Should the amount exceed 2.5%
the provider must obtain written approval
of the FSCA acting in concurrence with
the PA to proceed with any further
transactions.

10. Compliance timing

Compliance will be phased-in. The
Effective Date will be determined by the
FSCA and PA, however such Effective
Date has not been proclaimed to date. We
hope that the Effective Date is proclaimed
with a sufficient lead time ahead of the
proposed phase-in dates listed below, set
to commence as early as 31 August 2021.

VM -

From the effective date, any provider
belonging to a group of which the
aggregate month-end average gross
notional amount of OTC derivative
instruments for March, April and May
2020 exceeded R30 trillion and who is
transacting with a counterparty who also
exceeded the R30 trillion threshold must
exchange VM in accordance with the
Joint Standard. Then, six months after the
effective date, all providers entering into
derivative contracts with counterparties
must exchange VM in accordance with
the Joint Standard. VM only applies to
new contracts. For all other relevant
contracts, the exchange of VM is by
bilateral agreement.
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In non-netting jurisdictions,
where a legal opinion is
required to confirm that

the netting agreement or
the exchange of collateral

is not legally enforceable at
all times, such legal opinion
must be in writing and must
be obtained from external
legal counsel.
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IM -

a)

c)

From the effective date to

31 August 2021: IM obligations apply
to any provider belonging to a group
of which the aggregate month-end
average gross notional amount

of OTC derivative instruments for
March, April and May 2020 exceeded
R30 trillion and who is transacting with
a counterparty who also exceeded the
R30 trillion threshold.

From 1 September 2021 to 31 August
2022: IM obligations apply to any
provider belonging to a group of
which the aggregate month-end
average gross notional amount of
OTC derivative instruments for March,
April and May 2021 exceeded R23
trillion and who is transacting with a
counterparty who also exceeded the
R23 trillion threshold.

From 1 September 2022 to

31 August 2023: IM obligations apply
to any provider belonging to a group
of which the aggregate month-end
average gross notional amount

of OTC derivative instruments for
March, April and May 2022 exceeded
R15 trillion and who is transacting with
a counterparty who also exceeded the
R15 trillion threshold.

From 1 September 2023 to

31 August 2024: IM obligations apply
to any provider belonging to a group
of which the aggregate month-end
average gross notional amount

of OTC derivative instruments for
March, April and May 2023 exceeded
R8 trillion and who is transacting with
a counterparty who also exceeded the
R8 trillion threshold.

Ready for Margin — a closer look at the
final SA Rules. continued

e) From 1September 2024: IM
obligations apply to any provider
belonging to a group of which the
aggregate month-end average gross
notional amount of OTC derivative
instruments for March, April and
May 2023 exceeded R100 billion
and who is transacting with a
counterparty who also exceeded the
R100 billion threshold.

11. Required netting opinions

Subject to the requirements applicable

in respect of non-netting jurisdictions
outlined at paragraph 7 above, providers
must ensure that all relevant netting
agreements are effective under the

laws of the relevant jurisdictions and are
supported by periodically updated legal
opinions. Subject to the requirements
applicable in respect of non-netting
jurisdictions outlined at paragraph 7 above,
providers must ensure that all relevant
collateral agreements are effective under
the relevant laws and are supported by
periodically updated legal opinions.

In non-netting jurisdictions, where a
legal opinion is required to confirm that
the netting agreement or the exchange
of collateral is not legally enforceable
at all times, such legal opinion must

be in writing and must be obtained
from external legal counsel. The legal
opinion may include jurisdictional
opinions on an industry-wide basis by
recognised industry associations from
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This could include updating
margin agreements with
in-scope counterparties
and foreign counterparties
(such as the ISDA credit
support documents)

and engaging with third
party custodians to the
extent required to achieve
segregation of IM collected
when the Joint Standard
becomes effective.

external independent legal counsel (for
example, the industry opinions provided
by Cliffe Dekker Hofmeyr Inc. to the
International Swaps and Derivatives
Association Inc.). Providers must

have rigorous and robust dispute
resolution procedures with the relevant
counterparties, before the onset of any
transaction. At a minimum, the provider
must ensure, in order to reduce the risk
of any potential dispute, that the specific
method and parameters that will be used
to calculate IM are agreed and recorded.

Whenever a margin dispute or a dispute
over the value of eligible collateral
arises, the provider must make all
necessary, reasonable and appropriate
efforts, including timely initiation of
dispute resolution protocols, to resolve
the dispute.

Ready for Margin — a closer look at the
final SA Rules..continued

12. Readiness and gap analysis

For now, it is advisable that all providers
to whom the Joint Standard will apply
proceed to take steps to conduct a gap
analysis and ensure that they are prepared
to comply with the Joint Standard once
the Effective Date is determined by the
FSCA and PA. This could include updating
margin agreements with in-scope
counterparties and foreign counterparties
(such as the ISDA credit support
documents) and engaging with third
party custodians to the extent required to
achieve segregation of IM collected when
the Joint Standard becomes effective.

We will publish a follow-up alert as soon
as the Effective Date of the Joint Standard
is proclaimed.

Bridget King
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In a cession in security, the
dominium or reversionary
interest in the principal
debt remains vested in the
cedent, who transfers by
cession its right of action
in that principal debt to
the cessionary.
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too widely

In previous articles an analysis of different
aspects of the law of cession including

its nature (both out-and-out cession

and cession in security), a cessionary's
common law obligations, the role of notice
to the debtor and obtaining a fair price

for ceded rights in security cessions was
undertaken. It was stated that in South
African law, cession in security of personal
rights is based on the common law
principle that one debt (the principal debt)
can be used to secure the obligation to
fulfil another debt (the secured debt).

In this article, the scope of the ceded right
is explored. In a cession in security, the
dominium or reversionary interest in the
principal debt remains vested in the cedent,
who transfers by cession its right of action in
that principal debt to the cessionary. A right
of action is the legal standing to collect the
principal debt. In that context, how widely
should the cession in security be scoped?
A practice has evolved where lawyers, after
describing specific ceded rights in cession
agreements, include generic descriptions
of the cedent’s rights that are also pledged
and ceded in security, by using descriptions
such as the cedent pledges and cedes in
securitatem debiti ‘all the cedent’s right,
title and interest in and to the ceded rights'.
Consideration is given to what such generic
descriptions might mean and whether it
poses any risks to the parties. For example,
are all the rights thereby ceded, are fruits of
the ceded rights and future rights thereby
ceded in security? Much depends on what
the parties intended the cession in security
to cover. Differing intentions as to the
scope of the cession in security could result
in litigation.

Cession in security: Casting the net

In Coopers & Lybrand and Others v Bryant
1995 (3) SA 761 (A) the Appellate Division
(as it then was) dealt with whether the
respondent’s personal damages claim
against a third party formed part of rights
that were ceded in security to a bank, and
was therefore excluded from the claim
under which the respondent sought to
recover damages. Mr Bryant (respondent),
ceded in securitatem debiti all his rights,
title and interest to all his book debts, other
debts and claims of whatsoever nature,
present and future, to the Standard Bank of
South Africa Limited (SBSA), as security to
repay amounts drawn down under banking
facilities made available to him. Unrelated
to the cession, he sued his accountants
and auditors for damages arising from his
reliance on their professional advice that a
proposed business venture was financially
sound. The accountants contended that
the aforesaid cession in security to SBSA
divested Mr Bryant of the locus standi

to institute the action against them. This
resulted in a dispute as to whether the
cession in security included his personal
claims against his accountants for breach
of contract.

The court analysed whether the deed

of cession of the book debts was wide
enough to include Mr Bryant's damages
claim against his accountants. Applying
the principles then applicable to contract
interpretation (which principles are
beyond the scope of this article), the
Appellate Division held that the expression
‘book debts’ undoubtedly referred to the
respondent’s trading debts and not his
private debts. The parties had intended

a cession in security of the respondent’s

CLIFFE DEKKER HOFMEYR
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Cession in security: Casting the net
too widely

business’s book debts. His claim against it to serve as security. If so, the parties
his accountants was a personal claim not should agree on what those rights are,
The issue in Coopers covered by the terms of the deed of cession.  or the classes of rights, that are thereby

Accordingly, the respondent had locus standi  ceded. A lender (as cessionary) seeking
to institute the claim against his accountants.  to enforce its security rights due to a
The issue in Coopers arose from the fact that  borrower’s failure to repay a loan, would

arose from the fact that
Mr Bryant conducted

business in his personal Mr Bryant conducted business in his personal  not want its enforcement action to be
ca pacity, and not capacity, and not through a company. The thwarted with a defence by the borrower
distinction between his business’s book (as cedent) that the purported security
thr h mpany.
ough a company debts and his personal claims therefore had rights were excluded from the cession in
be made. security. Often, such a possible defence

tempts the lender’s lawyers to cast the net
wide by including the generic descriptions
aforesaid. Yet, leaving aside the outcome
that contract law interpretation principles
may have on such a dispute, therein lies
the risk.

The broader issue is that the parties to a
cession in security should apply their minds
to its scope, and not routinely include generic
descriptions that the cedent pledges and
cedes in securitatem debiti ‘all the cedent’s
right, title and interest in and to the ceded
rights” in the cession unless they truly intend

Adnaan Kariem
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