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Vanessa Countryman

Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

Re: Substituted Compliance Application for United Kingdom
Security-Based Swap Dealers and Major Security-Based Swap
Participants for Certain Requirements under Exchange Act
Section 15F and Regulations Thereunder

Dear Ms. Countryman,

We are submitting this application (the Application) to request that the Securities and
Exchange Commission (Commission or SEC) make a determination that compliance with
UK law requirements (relating to the risk control, recordkeeping and reporting, internal
supervision and compliance, and counterparty protection requirements under United
Kingdom (UK) law specified herein by market participants subject to the oversight of the
UK Financial Conduct Authority (FCA) and/or UK Prudential Regulation Authority (PRA),
as relevant), satisfies the analogous requirements applicable to a security-based swap
dealer or major security-based swap participant (SBS Entity) under Section 15F of the
Securities Exchange Act of 1934 (Exchange Act) and regulations thereunder.

The enclosed Application proceeds in the following Appendices, with each Appendix
responsive to one or more of the elements of a substituted compliance application
described in the Commission Staff’s guidance:?!

o Appendix A responds to Element 1 of the Staff’s guidance, identifying the
types of UK market participants who wish to use substituted compliance
(including the UK authorities that directly oversee each type of market
participant) and the specific Exchange Act provisions and rules for which we
are requesting substituted compliance;

¢ Appendix B responds to Elements 2 and 3 of the Staff’s guidance together
by describing (i) the Exchange Act provisions and rules for which we are
requesting substituted compliance and (ii) the UK requirements, including
their regulatory objectives, that are comparable to these Exchange Act
provisions and rules;

e Appendix C responds to Element 4 of the Staff’'s guidance, explaining how
the FCA and PRA administer an effective supervisory compliance program
and exercise effective enforcement authority with respect to UK
requirements;

In connection with the requirements set out in Exchange Act Rule 3a71-6(c)(3), we
acknowledge in relation to books and records that there are no laws or policies in the UK
(see below with respect to the GDPR (as defined below)) that would impede the ability of
an FCA-regulated SBS Entity from providing the Commission with prompt access to their
books and records or submitting to on-site inspection and examination by the SEC. With
regard to the UK General Data Protection Regulation (GDPR), we note that the UK
Information Commissioner’s Office has issued an analysis of the application of the GDPR

1 See Staff Guidance—Elements of an Application for Substituted Compliance for Foreign Security-Based Swap Dealers and Major Security-
Based Swap Participants, available at https://www.sec.gov/files/staff-guidance-elements-substituted-compliance-application 0.pdf.
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to transfers of personal data from UK-based firms and branches regulated by the SEC,
including SBS Entities.? Furthermore, the FCA would like to highlight the long history of
close cooperation with the SEC and its staff in supervisory and enforcement matters in
connection with the regulation of securities and derivatives markets.

As you know, we have separately been discussing with the Staff Element 6 of the Staff's
guidance, relating to supervisory and enforcement arrangements between the Commission
and the FCA and PRA.

We welcome the opportunity to discuss the application and its contents with Commission
Staff in further detail. Please do not hesitate to speak to your usual contacts at the FCA
International Department with any questions.

Yours sincerely,

NS

Nausicaa Delfas, Executive Director of International
The Financial Conduct Authority

Enclosures

2 The Information Commissioner’s Office analysis can be found at: https://ico.org.uk/media/2619110/sec-letter-20200911.pdf
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Appendix A: Scope of the Substituted Compliance Reguest

Covered Market Participants

As discussed in greater detail below, the Application covers “MiFID investment firms” and
“third country investment firms,” as such terms are defined in the FCA Handbook Glossary,
that (1) have permission from the FCA or PRA under Part 4A of FSMA (as defined below) to
carry on regulated activities relating to investment services and activities in the United
Kingdom; and (2) are supervised by the FCA under the fixed supervision model and, if the
firm is a PRA-authorised person, also supervised by the PRA as a Category 1 firm (together,
Covered Firms). To provide greater detail and context on these matters, below we
describe (i) the scope of relevant UK legislation, (ii) application of UK principles-based
requirements, (iii) certain “Brexit” considerations, and (iv) the supervision of non-UK
Covered Firms by UK authorities.

i Scope of UK Legislation

The Financial Services and Markets Act 2000 (FSMA) is the framework primary legislation
for the regulation of the UK financial services sector. It establishes an overarching
framework for financial services legislation and regulation in the UK. It gives powers to HM
Treasury to make financial-services related secondary legislation and gives the FCA and the
PRA powers to make rules and guidance for firms within the scope of the FSMA regulatory
regime (UK Firms).

The substantive activities of SBS Entities conducting business in the UK in relation to
security-based swaps (insofar as relevant to this Application) is regulated in the UK
primarily in accordance with four sets of legislation implemented under this framework as
follows:

1. the Markets in Financial Instruments Regulation (MiFIR) and the UK's domestic
implementation of the European Union’s (EU) recast Markets in Financial
Instruments Directive (MIiFID) (also known as “MiFID II"”): MIFIR is a regulation and
MIFID is a directive which both entered into force on July 2, 2014, with recast MiFID
having been transposed into UK law with effect from 3 January 2018.3

MIFIR and MiIFID apply to “investment firms” (Investment Firms), which comprise
any legal person whose regular occupation or business is the provision of one or
more investment services to third-parties and/or the performance of one or more
investment activities on a professional basis. Investment services and activities
means any of the services and activities listed in Section A of Annex I of MiFID (e.g.
dealing as principal or agent, advising on transactions) relating to any of the
instruments listed in Section C of Annex I of MIiFID. Section C of Annex 1 refers
explicitly to swaps as well as “other derivative financial instruments”.

Credit Institutions are also subject to MIiFIR and MiFID when providing investment
services or conducting investment activities and, accordingly, UK legislation that is

% This is achieved via provisions in the PRA Rulebook and the FCA Handbook (among others which are not relevant for the purposes of the
charts below) — the PRA Fundamental Rules, FCA Principles and the Threshold Conditions do not expressly implement EU law but remain
relevant as described in the introduction.
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stated in this Application to apply to Investment Firms also applies to Credit
Institutions.

Generally speaking, the FCA is responsible for supervising compliance with MiFIR and
MiFID.

2. the European Market Infrastructure Regulation (EMIR): EMIR is a regulation which
entered into force on August 16, 2012.

EMIR implements various of the G20 commitments to reform ‘over-the-counter’
(OTC) derivatives markets in an effort to promote greater stability and transparency.
EMIR applies a G20 mandatory clearing obligation and bilateral risk-management
requirements for persons dealing in OTC derivatives and reporting requirements for
derivatives contracts, as well as establishing requirements for central counterparties
(CCPs), clearing members, trade repositories and, in some respects, trading venues.
EMIR applies its requirements differently in certain respects to ‘financial
counterparties’ (FCs) and ‘non-financial counterparties’ (NFCs).

The FCA is generally responsible for supervising compliance with EMIR requirements
by UK FCs and NFCs (with the exception of requirements in respect of exchange of
collateral, where PRA-authorised firms are supervised by the PRA), and by non-UK
entities in the limited cases where EMIR applies between two persons outside the
European Economic Area (EEA) viz. where the contract in question has a direct,
substantial or foreseeable effect in the EU or where it is necessary or appropriate to
prevent the evasion of rules and obligations arising from EMIR.

3. the Capital Requirements Regulation (CRR) and the UK's domestic implementation of
the EU's Capital Requirements Directive (CRD IV): CRR is a regulation and CRD 1V is
a directive, which entered into force on June 28, 2013 and July 17, 2013,
respectively, with CRD IV having been transposed into UK law with effect from 31
December 2013.4

CRR and CRD 1V establish prudential and supervisory requirements for “institutions”,
which comprise “credit institutions” and certain “investment firms” (together CRR
Firms). “"Credit institutions” (Credit Institutions) are firms carrying on the
regulated activity of accepting deposits. Relevant Investment Firms (i.e. those which
are CRR Firms) include those with permission to deal on own account in and/or
underwrite the placing of MIiFID financial instruments. CRR and CRD IV together
implement the Basel framework in the EU. In the UK, the term dealing on own
account is captured in the definition of "dealing as principal", meaning "buying,
selling, subscribing for or underwriting" certain types of investments (which will
include securities based swaps) and includes dealing as matched or riskless principal.
Any Investment Firm that will be party as principal to a security based swap will be
dealing on own account.

4 This is achieved via provisions in the PRA Rulebook and the FCA Handbook (among others which are not relevant for the purposes of the
charts below) — the PRA Fundamental Rules, FCA Principles and the Threshold Conditions do not expressly implement EU law but remain
relevant as described in the introduction.
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UK Firms are supervised for prudential matters by the PRA (Dual-Regulated Firms)
or, for Investment Firms (but not Credit Institutions) posing less prudential risk, by
the FCA (Solo-Regulated Firms).>

4. the Market Abuse Regulation (MAR): MAR is a regulation which entered into force on
July 2, 2014.

MAR establishes restrictions on insider dealing and market manipulation and
disclosure requirements for issuers of financial instruments. The FCA is responsible
for supervising compliance with MAR.

In the UK's implementation of EU legislative requirements, the UK has in certain respects
implemented UK rules in a more onerous manner, and/or imposed additional requirements
(these enhancements are known as “gold-plating” of EU requirements).

For purposes of this Application, we would expect that SBS Entities would generally be
treated by the UK regime as:

e For the purposes of CRR and the UK's implementation of CRD IV: CRR
Firms (either Credit Institutions or Investment Firms, as appropriate - in the
context of this Application, there are some limited cases where CRR distinguishes
between Credit Institutions and Investment Firms: these points have been
expressly noted in the relevant responses);

e For the purposes of MIiFIR and the UK's implementation of MiFID:
Investment Firms; and

e For the purposes of EMIR: Financial Counterparties.®
We have expressly noted in the relevant responses how MAR applies to SBS Entities.

In addition, for the rules discussed in this Application, we would expect security-based
swaps to fall within the scope of MiFID financial instruments and that the provisions of EMIR
would apply to security-based swaps. The various parts of UK legislation considered in this
Application each apply where instruments are MiFID financial instruments, and each cover
different topics in relation to the relevant subject matter and are designed to operate in
conjunction with each other. Transactions will be subject to EMIR, MIiFIR, UK implementation
of MIFID, CRR, UK implementation of CRD IV, UK implementation of MAR except where a
particular transaction is exempt from a particular regime as specifically noted in the
Application. UK legislation does not vary on a product-specific basis (within the broader set
of instruments falling within scope of MIFID financial instruments) - i.e. unlike Title VII of
the Dodd-Frank Act, which distinguishes between, and applies different regulatory

5 A firm which carries on dealing in investments as principal is subject to the PRA authorisation and prudential regulation and supervision if the
firm is “designated” by the PRA. The PRA may only make such designations in respect of firms meeting certain criteria. In practice, the PRA
will have regard to the following factors in determining whether a relevant firm should be designated: whether the firm’s balance sheet exceeds
an average of £15 billion total gross assets over four quarters, as reported on regulatory returns; whether the sum of the balance sheets of all
relevant firms in a group exceeds an average of £15 billion total gross assets over four quarters; and where the firm is part of a group, whether the
firm’s revenues, balance sheet and risk-taking is significant relative to the group’s revenues, balance sheet and risk-taking. The list of firms
which are currently designated by the PRA is available at: https://www.bankofengland.co.uk/-/media/boe/files/prudential -
regulation/authorisations/which-firms-does-the-pra-regulate/2019/designated-firms-list-december-2019.pdf.

6 Some obligations under EMIR are also affected by EMIR’s so-called ‘clearing threshold’. FCs that exceed the clearing threshold (FC+s) are
subject to the mandatory clearing requirement, whereas FCs that do not exceed the clearing threshold (FC-s) are not. We have noted where this
is relevant in this Application. Whether an SBS Entity would be a FC+ or an FC- will depend upon their individual trading activity and so no
statement of general application can be made. How the clearing threshold applies to counterparties is dealt with in each relevant response.
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frameworks to, swaps and security-based swaps, the UK regulatory framework does not
apply differently to subsets of MIFID financial instruments.

ii. UK Principles-Based Requirements

In addition to the five sets of legislation noted above, Dual-Regulated Firms must also
comply with the PRA’s Fundamental Rules (set out in the PRA Rulebook for CRR Firms) and
all UK Firms must comply with the FCA’s Principles for Business (set out in the PRIN 2.1 to
the FCA Handbook). These PRA Fundamental Rules and FCA Principles set high-level
overarching principles-based requirements for firms that relate to their overall conduct and
compliance with the PRA Rulebook and the FCA Handbook. These create a framework within
which the PRA Rulebook and FCA Handbook should be read.

Similarly, Schedule 6 to FSMA sets out Threshold Conditions (Threshold Conditions) to be
applied by the PRA and the FCA (as applicable for Dual-Regulated Firms and Solo-Regulated
Firms).” These Threshold Conditions establish the minimum requirements to which UK Firms
must adhere at all times. Guidance on how the FCA applies those Threshold Conditions that
are allocated to it is set out in the COND Sourcebook to the FCA Handbook.

As such, the PRA Fundamental Rules, FCA Principles and the Threshold Conditions are
relevant to all aspects of the Application and so should be read alongside the specific
responses in the Application. Express reference has only been made to PRA Fundamental
Rules and/or FCA Principles and/or the Threshold Conditions in instances where these are of
more specific relevance to particular responses, but an omission of a reference to the PRA
Fundamental Rules, FCA Principles or the Threshold Conditions should not be read as an
indication that these are not relevant in any given response.

iii. Brexit Considerations

The UK left the EU on 31 January 2020 with an EU-UK withdrawal agreement. At that point,
the UK ceased to be a member of the EU, although EU law remained binding in the UK on
the basis of a Brexit implementation period agreed between the UK and the EU which
operated until 31 December 2020. In accordance with the EU-UK withdrawal agreement,
during the implementation period EU regulations remained binding with direct effect in the
UK (i.e. no transposition into UK law was required to give effect to them). Similarly, the UK
remained legally bound to implement the provisions of EU directives by transposing them
into UK law - the sources of UK legislation, as well as the relevant Parts of the Rulebook of
the PRA and the relevant Sourcebooks of the Handbook of the FCA are noted above in the
footnotes to the corresponding legislation.

The Brexit implementation period expired at 11pm on 31 December 2020 (IP Completion
Day) and so EU law ceased to have effect in the UK from 1 January 2021.8

e On-shoring: The UK government implemented a programme of 'on-shoring' so that,
from the end of the implementation period, directly applicable EU law (including EU
Regulations) converted into UK domestic law and UK legislation implementing EU
Directives was preserved.

" FSMA Schedule 6 Part 1B sets out Threshold Conditions for the FCA to apply to Solo-Regulated Firms; FSMA Schedule 6 Part 1C sets out
Threshold Conditions for the FCA to apply to Dual-Regulated Firms; and FSMA Schedule 6 Part 1E sets out Threshold Conditions for the PRA
to apply to Dual-Regulated Firms.

8 The Brexit Sls then became applicable post-implementation period.
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o Policy: As a general matter, there was no intent to make policy changes as
part of the on-shoring process, other than to reflect the UK’s new position
outside the EU. Please refer to Annex III of Appendix B for a summary of the
policy aims and approach adopted by the UK government in the on-shoring
process used to retain EU law as a part of UK law.

o Limitations: Only EU law that applied in the UK prior to IP Completion Day
was on-shored at the end of the implementation period. The UK government
and regulatory authorities were able to diverge from EU law in respect of EU
laws that might be final and even adopted as part of EU law but did not apply
in the UK prior to IP Completion Date (so-called “in-flight” legislation). In
some cases, the UK authorities stated an intention to diverge from this in-
flight EU law. However, except where expressly noted otherwise, the currently
stated scope of this proposed future divergence does not affect any matters
discussed in this Application.

¢ EU regulations: This on-shoring programme will result in EU regulations being
retained in UK law (and are referred to by the UK authorities as “retained EU law”).
For the purposes of the current analysis, we continue to refer to EU regulations, such
as MIFIR and EMIR, though references as from the end of the implementation period
are to the on-shored (i.e. retained) UK versions of these regulations, which will have
been amended as necessary to account for the effects of Brexit.

e EU directives: This Application does not refer to EU directives, as the UK has
already implemented these into UK law and so we refer instead to the relevant UK
law or regulation, though again some changes will be made where necessary to this
UK implementation of EU directives as part of the Brexit process.

e Continuing references to EU law: Where necessary, this Application refers to EU
regulations or directives as these take effect in EU (as opposed to UK) law with the
prefix “EU”, e.g. “EU EMIR".

¢ Guidelines etc.: This Application refers to a number of guidelines on EU law and
other EU non-binding interpretive material, as well as recitals to EU law. Whilst there
is no UK equivalent of these guidelines, the PRA and FCA have noted in their
Approach to EU Non-Legislative Materials statements that these materials continue
to be relevant in the UK following Brexit and that UK regulators will have regard to
these as appropriate, and they expect UK Firms, market participants and
stakeholders also to continue to do so, where relevant. In respect of the status of
recitals in EU legislation post-Brexit, they may still be referred to for interpretative
purposes. As such, we continue to reference such sources where relevant.

MIiFIR, EMIR, CRR and MAR are so-called ‘Level 1’ legislation. These are supplemented by a
range of subordinate ‘Level 2’ legislation and ‘Level 3’ guidance. All such legislation and
guidance is referenced in this Application where relevant.

All of the legislation considered in this Application is currently in force. A limited number of
provisions are changed by the Brexit process of on-shoring EU legislation. Changes as a
result of on-shoring are presented in the form that they take effect, as described above
post-Brexit (i.e. following the end of the Brexit implementation period). This Application
does not address any other upcoming or potential future revisions to such legislation.

iv. Supervision of Non-UK Covered Firms by UK Authorities
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Firms which are headquartered in an EEA state and which carry on regulated activities in the
UK pursuant to so-called “passporting” rights under EU legislation, were - until the IP
Completion Day - considered to be authorised in the UK, even though they were not
separately authorised by the PRA or FCA in respect of their passported activity. They were
subject to limited regulation and supervision by the PRA (in respect of EEA Credit
Institutions and EEA Investment Firms which are designated by the PRA) and/or the FCA (in
respect of conduct of business, and for firms other than Credit Institutions and PRA-
designated Investment Firms, prudential requirements). Under the relevant EU legislation -
CRD 1V and CRR - the home state regulator generally retains responsibility for prudential
regulation (which is harmonised at EU level in any event) and supervision. However, the
FCA regulated and supervised passporting EEA firms largely to the same extent as with
respect to UK firms.

For other (non-EEA) non-UK firms, the requirement to be authorised in order to carry on
regulated activities in the UK also applies (e.g. US headquartered entities). In order to be
authorised such entities would need to establish a UK branch. The authorised branch would
then be regulated and supervised by the PRA and/or FCA (as for UK and EEA firms,
according to their activity). The PRA and FCA generally defer to the home state regulator in
respect of prudential supervision; however, the FCA regulates and supervises authorised
branches of non-UK entities in respect of conduct of business largely to the same extent as
with respect to UK firms.

Relevant Exchange Act Provisions and Rules

As set forth in greater detail in Appendix B, we are requesting substituted compliance with
respect to the following Exchange Act provisions and rules:

e Risk Control:

o Capital: Exchange Act section 15F(e) [15 U.S.C. 780-10(e)] and Exchange
Act rules 18a-1, 18a-1a, 18a-1b, 18a-1c, and 18a-1d [17 CFR 240.18a-1,
240.18a-1a, 240.18a-1b, 240.18a-1c, and 240.18a-1d]

o Margin: Exchange Act section 15F(e) [15 U.S.C. 780-10(e)] and Exchange
Act rule 18a-3 [17 CFR 240.18a-3]

o Risk Management Systems: Exchange Act section 15F(j)(2) [15 U.S.C.
780-10(j)(2)] and Exchange Act rules 15Fh-3(h)(2)(iii)(I), and 18a-1(f)
[17 CFR 140.15Fh-3(h)(2)(iii)(I), and 240.18a-1(f)]

o Trade Acknowledgment and Verification: Exchange Act section 15F(i) [15
U.S.C. 780-10(i)] and Exchange Act rule 15Fi-2 [17 CFR 240.15Fi-2]

o Portfolio Reconciliation, Portfolio Compression and Trading Relationship
Documentation: Exchange Act section 15F(i) [15 U.S.C. 780-10(i)] and
Exchange Act rules 15Fi-3, 4 and 5 [17 CFR 240.15Fi-3, 4 and 5]

e Recordkeeping and Reporting:

o Record Creation: Exchange Act section 15F(g) [15 U.S.C. 78a-10(hg)] and
Exchange Act rule 18a-5 [17 CFR 240.18a-5]
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o

Record Maintenance: Exchange Act section 15F(g) [15 U.S.C. 78a-10(hg)]
and Exchange Act rule 18a-6 [17 CFR 240.18a-6]

Reports: Exchange Act rule 18a-7 [17 CFR 240.18a-7]
Notifications: Exchange Act rule 18a-8 [17 CFR 240.18a-8]

Quarterly Security Counts: Exchange Act rule 18a-9 [17 CFR 240.18a-9]

e Supervision and Chief Compliance Officer:

o

@)

o

@)

Diligent Supervision: Exchange Act sections 15F(h)(1)(B) and 15F(j)(4)(A)
[15 U.S.C. 780-10(h)(1)(B) and 780-10(j)(4)(A)] and Exchange Act rule
15Fh-3(h) [17 CFR 240.15Fh-3(h)]

Chief Compliance Officers: Exchange Act section 15F(k) [15 U.S.C. 780-
10(k)] and Exchange Act rule 15Fk-1 [17 CFR 240.15Fk-1]

Conflicts of Interest: Exchange Act section 15F(j)(5) [15 U.S.C. 78a-
10(3)(5)]

Antitrust Considerations: Exchange Act section 15F(j)(6) [15 U.S.C. 780-
10(3)(6)]

e Counterparty Protection

o

Fair and Balanced Communication: Exchange Act section 15F(h)(3)(C) [15
U.S.C. 780-10(h)(3)(C)] and Exchange Act rule 15Fh-3(g) [17 CFR
240.15Fh-3(g)]

Disclosure of Material Risks and Characteristics, and Material Incentives or
Conflicts of Interest: Exchange Act section 15F(h)(3)(B)(i), (ii) [15 U.S.C.
780-10(h)(3)(B)(i), (ii)] and Exchange Act rule 15Fh-3(b) [17 CFR
240.15Fh-3(b)]

Disclosure of Daily Marks: Exchange Act section 15F(h)(3)(B)(iii) [15
U.S.C. 780-10(h)(3)(B)(iii)] and Exchange Act rule 15Fh-3(c) [17 CFR
240.15Fh-3(c)]

Know Your Counterparty: Exchange Act rule 15Fh-3(e) [17 CFR 240.15Fh-
3(e)]

Suitability: Exchange Act rule 15Fh-3(f) [17 CFR 240.15Fh-3(f)]

Disclosure of Clearing Rights: Exchange Act rule 15Fh-3(d) [17 CFR
240.15Fh-3(d)
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Appendix B: Comparison of U.S. and UK Requirements

This Appendix describes (i) the Exchange Act provisions and rules for which we are
requesting substituted compliance and (ii) the UK requirements, including their regulatory
objectives, that are comparable to these Exchange Act provisions and rules. We present
these descriptions first in narrative form, followed then by a comparison in tabular form that
illustrates similarities or differences between U.S. and UK requirements (except with respect
to capital requirements for dealers that do not have a Prudential Regulator, as defined by
the Exchange Act, which we present solely in narrative form, in the side letter attached as
Annex I to this Appendix).

This Appendix is organized by the regulatory categories set forth in Commission Staff’s
Guidance on Information Regarding Foreign Regulatory Requirements for Substituted
Compliance Applications (SEC Guidance).? Column 1 of this Appendix’s table sets out the
relevant Commission requirements and a summary of the Commission’s policy goals,
generally tracking the descriptions set forth in the SEC Guidance. These are followed by the
UK law requirements, and a summary of the UK’s policy goals, that correspond to the
Commission requirements (column 2).1° Finally, an assessment of the comparability of
outcomes (or of requirements, where appropriate) as against the UK position is set out in
the third column.!

Throughout column 1 of this table, requirements applicable to (i) all dealers are denoted in
standard text, (ii) only dealers without Prudential Regulators (i.e. nonbanks) are denoted in
bold text, and (iii) only dealers with Prudential Regulators (i.e. banks) are denoted in
italicized text. Although certain Commission requirements may apply differently to banks
and nonbanks, unless otherwise stated in column 2 or column 3, the analogous UK
requirements apply equally to both banks and nonbanks.

Annex I: Margin Haircuts (Category 1)

Annex II: Glossary

Annex III: Brexit On-Shoring Policy Overview Table

Annex IV: Summary of Scope of the UK’s Senior Managers and Certification Regime
Annex V: Side Letter Addressing Capital Requirements

® SEC Staff Guidance (Dec. 23, 2019), available at https://www.sec.gov/files/staff-guidance-substituted-compliance-applications.pdf.

10 Statements on UK law requirements and policy goals are drafted on the basis of requirements that apply to dealers when incorporated in the UK
(i.e. a direct comparison is made between how the US regime applies to dealers and how the UK regime applies to equivalent types of UK firms).
1 We note that comparability of outcomes alone is sufficient under the SEC’s holistic approach to assessing substituted compliance because such
approach “will focus on the comparability of regulatory outcomes rather than predicating substituted compliance on requirement-by-requirement
similarity.” See SEC Guidance at p. 3 (quoting Exchange Act Release No. 77617 (Apr. 14, 2016), 81 FR 29960, 30074 (May 13,2016) (Business
Conduct Adopting Release) available at https://www.govinfo.gov/content/pkg/FR-2016-05-13/pdf/2016-10918.pdf. Comparability of
requirements is included, where applicable, for completeness.
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Master Chart on Substituted Compliance for Security-Based Swap Dealers — SEC Staff Guidance — Information Regarding Foreign Regulatory
Requirements for Substituted Compliance Determinations dated December 23, 2019*? (the SEC Guidance)

The purpose of this chart is to facilitate application to the SEC for a substituted compliance determination with respect to the UK in relation to the
SEC requirements contained in the SEC Guidance. The SEC Guidance provides detail on the approach by which SEC Staff will assess substituted
compliance applications and poses questions for applicants to consider regarding the regulatory interests reflected in the relevant foreign
requirements and asks how those are comparable to the interests associated with the analogous requirements under the Exchange Act. The chart
below summarizes the relevant SEC requirements (including Exchange Act requirements) applicable to security-based swap dealers (dealers)
without prudential regulators (i.e. nonbanks) and with prudential regulators (i.e. banks), in accordance with the discussion of these requirements
in the SEC Guidance, and provides a summary of the relevant comparable UK requirements. The chart is organized by the regulatory categories
set out in the SEC Guidance. This chart does not include capital requirements for Non-Bank Firms in category one (which will be addressed in a
separate document) or any requirements in category five of the SEC Guidance.

Throughout column 1 of this chart, requirements applicable to (i) all dealers are denoted in standard text, (ii) only dealers without prudential
regulators (i.e. nonbanks) are denoted in bold text, and (iii) only dealers with prudential regulators (i.e. banks) are denoted in italicized text.
Although certain SEC requirements may apply differently to banks and nonbanks, unless otherwise stated in column 2 or column 3, the analogous
UK requirements apply equally to both banks and nonbanks.

Terms used in the chart are defined in the Glossary in Annex II.

Approach

This chart is organized following the order of the questions in the SEC Guidance. Column 1 sets out the relevant SEC requirements and a summary
of the SEC’s policy goals, generally tracking the descriptions set forth in the SEC Guidance. These are followed by the UK law requirements, and a
summary of the UK’s policy goals, that correspond to the SEC requirements (column 2). Finally, an assessment of the comparability of outcomes

(or of requirements, where appropriate) as against the UK position is set out in the third column.

Statements on UK law requirements and policy goals are drafted on the basis of requirements that apply to dealers when incorporated in the UK
(i.e. a direct comparison is made between how the US regime applies to dealers and how the UK regime applies to equivalent types of UK firms).

12 SEC Staff Guidance (Dec. 23, 2019), available at https://www.sec.gov/files/staff-guidance-substituted-compliance-applications.pdf.

13 We note that comparability of outcomes alone is sufficient under the SEC’s holistic approach to assessing substituted compliance because such approach “will focus on the comparability of regulatory
outcomes rather than predicating substituted compliance on requirement-by-requirement similarity.” See SEC Guidance at p. 3 (quoting Exchange Act Release No. 77617 (Apr. 14, 2016), 81 FR 29960,
30074 (May 13,2016) (Business Conduct Adopting Release) available at https://www.govinfo.gov/content/pkg/FR-2016-05-13/pdf/2016-10918.pdf. Comparability of requirements is included, where
applicable, for completeness.
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Regulation of UK firms in a comparable position to dealers

Scope of UK legislation

The Financial Services and Markets Act 2000 (FSMA) is the framework primary legislation for the regulation of the UK financial services sector. It
establishes an overarching framework for financial services legislation and regulation in the UK. It gives powers to HM Treasury to make financial-
services related secondary legislation and gives the Financial Conduct Authority (FCA) and the Prudential Regulation Authority (PRA) powers to
make rules and guidance for firms within the scope of the FSMA regulatory regime (UK Firms).

The substantive activities of dealers established in the UK in relation to security-based swaps (insofar as relevant to the charts below) is regulated
in the UK primarily in accordance with four sets of legislation implemented under this framework as follows:

1.

the Markets in Financial Instruments Regulation (MiFIR) and the UK's domestic implementation of the EU's recast Markets in Financial
Instruments Directive (MIFID) (also known as “MiFID 1l”): MiFIR is a regulation and MiFID is a directive which both entered into force on
July 2, 2014, with recast MiFID having been transposed into UK law with effect from 3 January 2018.%

MiFIR and MiFID apply to “investment firms” (Investment Firms), which comprise any legal person whose regular occupation or business
is the provision of one or more investment services to third-parties and/or the performance of one or more investment activities on a
professional basis. Investment services and activities means any of the services and activities listed in Section A of Annex | of MiFID (e.g.
dealing as principal or agent, advising on transactions) relating to any of the instruments listed in Section C of Annex | of MiFID. Section C
of Annex 1 refers explicitly to swaps as well as “other derivative financial instruments”.

Credit institutions are also subject to MiFIR and MIiFID when providing investment services or conducting investment activities and,
accordingly, UK legislation that is stated in this chart to apply to investment firms also applies to Credit Institutions.

the European Market Infrastructure Regulation (EMIR): EMIR is a regulation which entered into force on August 16, 2012.

EMIR implements various of the G20 commitments to reform OTC derivatives markets in an effort to promote greater stability and
transparency. EMIR applies a G20 mandatory clearing obligation and bilateral risk-management requirements for persons dealing in ‘over-
the-counter’ (OTC) derivatives and reporting requirements for derivatives contracts, as well as establishing requirements for central
counterparties (CCPs), clearing members, trade repositories and, in some respects, trading venues. EMIR applies its requirements
differently in certain respects to ‘financial counterparties’ (FCs) and ‘non-financial counterparties’ (NFCs).

14 This is achieved via provisions in the PRA Rulebook and the FCA Handbook (among others which are not relevant for the purposes of the charts below) — the PRA Fundamental Rules, FCA
Principles and the Threshold Conditions do not expressly implement EU law but remain relevant as described in the introduction.
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3. the Capital Requirements Regulation (CRR) and the UK's domestic implementation of the EU's Capital Requirements Directive (CRD IV):
CRRis a regulation and CRD IV is a directive, which entered into force on June 28, 2013 and July 17, 2013, respectively, with CRD IV having
been transposed into UK law with effect from 31 December 2013.%°

CRR and CRD IV establish prudential and supervisory requirements for “institutions”, which comprise “credit institutions” and certain
“investment firms” (together CRR Firms). Relevant Investment Firms include those with permission to deal on own account in and/or
underwrite the placing of MiFID financial instruments. CRR and CRD IV together implement the Basel framework in the EU. In the UK, the
term dealing on own account is captured in the definition of "dealing as principal", meaning "buying, selling, subscribing for or
underwriting" certain types of investments (which will include securities based swaps) and includes dealing as matched or riskless principal.
Any Investment Firm that will be party as principal to a security based swap will be dealing on own account.

4. the Market Abuse Regulation (MAR): MAR is a regulation which entered into force on July 2, 2014.
MAR establishes restrictions on insider dealing and market manipulation and disclosure requirements for issuers of financial instruments.

In the UK's implementation of EU legislative requirements, the UK has in certain respects implemented UK rules in a more onerous manner, and/or
imposed additional requirements (these enhancements are known as “gold-plating” of EU requirements).

UK Principles-Based Requirements

UK Firms are supervised for prudential matters by the PRA (Dual-Regulated Firms) or, for Investment Firms (but not Credit Institutions) posing less
prudential risk, by the FCA (Solo-Regulated Firms). All UK Firms are supervised for conduct matters by the FCA.

In addition to the five sets of legislation noted above, Dual-Regulated Firms must also comply with the PRA’s Fundamental Rules (set out in the
PRA Rulebook for CRR Firms) and all UK Firms must comply with the FCA’s Principles for Business (set out in the PRIN 2.1 to the FCA Handbook).
These PRA Fundamental Rules and FCA Principles set high-level overarching principles-based requirements for firms that relate to their overall
conduct and compliance with the PRA Rulebook and the FCA Handbook. These create a framework within which the PRA Rulebook and FCA
Handbook should be read.

15 This is achieved via provisions in the PRA Rulebook and the FCA Handbook (among others which are not relevant for the purposes of the charts below) — the PRA Fundamental Rules, FCA
Principles and the Threshold Conditions do not expressly implement EU law but remain relevant as described in the introduction.
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Similarly, Schedule 6 to FSMA sets out Threshold Conditions (Threshold Conditions) to be applied by the PRA and the FCA (as applicable for Dual-
Regulated Firms and Solo-Regulated Firms).1® These Threshold Conditions establish the minimum requirements to which UK Firms must adhere at
all times. Guidance on how the FCA applies those Threshold Conditions that are allocated to it is set out in the COND Sourcebook to the FCA
Handbook.

As such, the PRA Fundamental Rules, FCA Principles and the Threshold Conditions are relevant to all aspects of the charts and so should be read
alongside the specific responses in the charts. Express reference has only been made to PRA Fundamental Rules and/or FCA Principles and/or the
Threshold Conditions in instances where these are of more specific relevance to particular responses, but an omission of a reference to the PRA
Fundamental Rules, FCA Principles or the Threshold Conditions should not be read as an indication that these are not relevant in any given
response.

Application of UK legislation and Brexit considerations

The various parts of UK legislation considered in this chart each apply where instruments are MiFID financial instruments, and each cover different
topics in relation to the relevant subject matter and are designed to operate in conjunction with each other. Transactions will be subject to EMIR,
MIFIR, UK implementation of MIFID, CRR, UK implementation of CRD IV, UK implementation of MAR except where a particular transaction is
exempt from a particular regime as specifically noted in the chart below. UK legislation does not vary on a product-specific basis (within the
broader set of instruments falling within scope of MIFID financial instruments) — i.e. unlike Title VIl of the Dodd-Frank Act, which distinguishes
between, and applies different regulatory frameworks to, swaps and security-based swaps, the UK regulatory framework does not apply differently
to subsets of MiFID financial instruments.

The UK left the EU on 31 January 2020 with an EU-UK withdrawal agreement. At that point, the UK ceased to be a member of the EU, although
EU law remained binding in the UK on the basis of a Brexit implementation period agreed between the UK and the EU which operated until 31
December 2020. In accordance with the EU-UK withdrawal agreement, during the implementation period EU regulations currently remained
binding with direct effect in the UK (i.e. no transposition into UK law was required to give effect to them). Similarly, the UK remained legally bound
to implement the provisions of EU directives by transposing them into UK law — the sources of UK legislation, as well as the relevant Parts of the
Rulebook of the PRA and the relevant Sourcebooks of the Handbook of the FCA are noted above in the footnotes to the corresponding legislation.

The Brexit implementation period expired at 11pm on 31 December 2020 (IP Completion Day) and so EU law ceased to have effect in the UK from
1 January 2021.Y

16 FSMA Schedule 6 Part 1B sets out Threshold Conditions for the FCA to apply to Solo-Regulated Firms; FSMA Schedule 6 Part 1C sets out Threshold Conditions for the FCA to apply to Dual-
Regulated Firms; and FSMA Schedule 6 Part 1E sets out Threshold Conditions for the PRA to apply to Dual-Regulated Firms.
" The Brexit Sls then became applicable post-implementation period.
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e On-shoring: The UK government implemented a programme of '‘on-shoring' so that, from the end of the implementation period, directly
applicable EU law (including EU Regulations) converted into UK domestic law and UK legislation implementing EU Directives was preserved.
o Policy: As a general matter, there was no intent to make policy changes as part of the on-shoring process, other than to reflect
the UK’s new position outside the EU. Please refer to Annex Il for a summary of the policy aims and approach adopted by the UK
government in the on-shoring process used to retain EU law as a part of UK law.
o Limitations: Only EU law that applied in the UK prior to IP Completion Day was on-shored at the end of the implementation period.
The UK government and regulatory authorities were able to diverge from EU law in respect of EU laws that might be final and even
adopted as part of EU law but did not apply in the UK prior to IP Completion Date (so-called “in-flight” legislation). In some cases,
the UK authorities stated an intention to diverge from this in-flight EU law. However, except where expressly noted otherwise, the
currently stated scope of this proposed future divergence does not affect any matters discussed in this chart.

e EU regulations: This on-shoring programme resulted in EU regulations being retained in UK law (referred to by the UK authorities as
“retained EU law”). For the purposes of the current analysis, we continue to refer to EU regulations, such as MiFIR and EMIR, though
references as from the end of the implementation period are to the on-shored (i.e. retained) UK versions of these regulations, which will
have been amended as necessary to account for the effects of Brexit.

e EU directives: We do not refer to EU directives, as the UK has already implemented these into UK law and so we refer instead to the
relevant UK law or regulation, though again some changes will be made where necessary to this UK implementation of EU directives as
part of the Brexit process.

e Continuing references to EU law: Where necessary, we refer to EU regulations or directives as these take effect in EU (as opposed to UK)
law with the prefix “EU”, e.g. “EU EMIR”.

e Guidelines etc.: We refer to a number of guidelines on EU law and other EU non-binding interpretive material, as well as recitals to EU
law. Whilst there is no UK equivalent of these guidelines, the PRA an FCA have noted in their Approach to EU Non-Legislative Materials
statements that these materials continue to be relevant in the UK following Brexit and that UK regulators will have regard to these as
appropriate, and they expect UK Firms, market participants and stakeholders also to continue to do so, where relevant. In respect of the
status of recitals in EU legislation post-Brexit, they may still be referred to for interpretative purposes. As such, we continue to reference
such sources where relevant.

MiFIR, EMIR, CRR and MAR are so-called ‘Level 1’ legislation. These are supplemented by a range of subordinate ‘Level 2’ legislation and ‘Level 3’
guidance. All such legislation and guidance is referenced in this chart where relevant.

All of the legislation considered in this Application is currently in force. A limited number of provisions are changed by the Brexit process of on-
shoring EU legislation. Changes as a result of on-shoring are presented in the form that they take effect, as described above post-Brexit (i.e.
following the end of the Brexit implementation period). This chart does not address any other upcoming or potential future revisions to such
legislation.
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Except where the UK column expressly notes a differing position post-Brexit, there is no current published proposal by the UK legislature or
regulators which would vary the substantive outcomes described when on-shored post the Brexit implementation period, so that the
Comparability Assessment should remain unchanged.

Application to dealers covered in this chart
We would expect that dealers would generally be treated by the UK regime as:

e For the purposes of CRR and the UK's implementation of CRD IV: CRR Firms (either Credit Institutions or Investment Firms, as appropriate
— in the context of this chart, there are some limited cases where CRR distinguishes between Credit Institutions and Investment Firms:
these points have been expressly noted in the relevant responses;

e  For the purposes of MiFIR and the UK's implementation of MiFID: Investment Firms; and
e For the purposes of EMIR: Financial Counterparties.
We have expressly noted in the relevant responses how MAR applies to dealers.

Some obligations under EMIR are also affected by EMIR’s so-called ‘clearing threshold’. FCs that exceed the clearing threshold (FC+s) are subject
to the mandatory clearing requirement, whereas FCs that do not exceed the clearing threshold (FC-s) are not. We have noted where this is relevant
inthe chart. Whether a dealer would be a FC+ or an FC- will depend upon their individual trading activity and so no statement of general application
can be made. How the clearing threshold applies to counterparties is dealt with in each relevant response.

Scope of Instruments

Pursuant to Exchange Act section 3(68), the term "security-based swap" includes any agreement, contract or transaction that is a swap as defined
under section 1a of the Exchange Act (without regard to paragraph (47)(B)(x) of such section) and is based on (i) an index that is a narrow-based
security index, including any interests therein or on the value thereof; (ii) a single security or loan, including any interest therein or on the value
thereof; or (iii) the occurrence, non-occurrence, or extent of the occurrence of an event relating to a single issuer of a security or the issuers of
securities in a narrow-based security index, provided that such event directly affects the financial statements, financial condition, or financial
obligations of the issuer.®

18 https://www.govinfo.gov/content/pka/USCODE-2010-title15/pdf/ USCODE-2010-title15-chap2B-sec78c.pdf
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For the rules discussed in this chart, we would expect security-based-swaps to fall within the scope of MiFID financial instruments and that the
provisions of EMIR would apply to security-based-swaps.

Comparison with EU Analysis

For ease of reference, we have included in Annex V to this document a redline comparing the analysis for the UK in Columns 3 and 4 below against
the equivalent analysis we prepared for the EU.

Annexes

Annex |: Margin Haircuts (Category 1)

Annex Il: Glossary

Annex lll: Brexit On-Shoring Policy Overview Table

Annex IV: Summary of scope of the UK’s Senior Managers and Certification Regime
Annex V: Side Letter Addressing Capital Requirements
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1. Category: Risk Control Requirements
a. Executive Summary

The risk control requirements of the Exchange Act promote market stability by requiring that registered entities have adequate financial
resources and follow risk mitigation and documentation practices that are appropriate to manage the market, counterparty, operational and
legal risks associated with their security-based swap business.

b. Subcategory: Capital Requirements for Nonbank*® Firms

Please refer to page

9 Note that the SEC’s capital and margin rules (including certain risk-management system rules) only apply to dealers that do not have a prudential regulator, and that prudential regulators are
responsible for capital and margin rules applicable to dealers that are banks. See Exchange Act section 15F(e)(1) [15 U.S.C. 780-10(e)(1)] https://www.govinfo.gov/content/pkg/USCODE-2010-
title15/pdf/USCODE-2010-title15-chap2B-sec780-10.pdf.
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c. Subcategory: Margin Requirements for Nonbank Firms

The SEC margin requirements help ensure, by providing adequate liquidity, that counterparty default does not impair the complying nonbank
firm, and more generally help ensure that default does not result in wider issues within the market.

Overview of the scope of the UK margin rules

EMIR implements various G20 commitments to reform OTC derivatives markets in an effort to promote greater financial stability and transparency.
Pursuant to EMIR, FCs and NFC+s are required to exchange margin in respect of OTC derivative contracts not cleared by a CCP (to the extent they
transact with each other or non-UK equivalents and, in certain cases, if two non-UK equivalents transact with each other). EMIR, Article 11.

The detail of the EMIR margin requirements is set out in the EMIR Margin RTS which are designed to be consistent with the BCBS-IOSCO Global
Standards on Margin.

The EMIR Margin RTS mandate the exchange of: (i) “variation margin” to reflect the results of the daily marking-to-market or marking-to-model
of outstanding contracts, and (ii) “initial margin” to cover its current and potential future exposure in the interval between the last margin exchange
and the liquidation of positions or hedging of market risk following a default of the other counterparty. EMIR Margin RTS, Articles 1(1) and 1(2).

Variation margin requirements have now been phased in for all in-scope entities. EMIR Margin RTS, Article 37.

Initial margin requirements are in the process of being phased in but will only apply if each counterparty’s AANA outstanding on a group basis is
above the relevant threshold. Phase-in has already occurred in respect of Phases 1 to 4 (i.e. in instances where the AANA of both counterparties
on a group basis is greater than EUR 0.75 trillion). We note that, in respect of the EU EMIR rules, the Revised EMIR Margin RTS will amend the
timeframe for Phase 5 implementation and include a new Phase 6 implementation date (where the AANA of both counterparties on a group
basis is greater than EUR 50 billion and EUR 8 billion respectively) in line with recent revisions to the BCBS-IOSCO Global Standards on Margin.
EU EMIR Margin RTS, Article 36 as amended by the Revised EMIR Margin RTS. To the extent that the Revised EMIR Margin RTS are in force and
applicable prior to IP Completion Day, they will be on-shored in the UK. However, as the EMIR Margin RTS are currently drafted, Phase 5 and
Phase 6 initial margin requirements will not form part of UK law (although the expectation is that the UK will ultimately wish to remain in line
with the EU EMIR rules and the BCBS-IOSCO Global Standards on Margin).

As discussed further below (where relevant), there are various exceptions and derogations at a counterparty and transaction level.
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SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

1. To what extent are models permitted for calculating initial margin? What are the minimum standards required of acceptable models (e.g.,
required confidence levels and restrictions on the use of models in connection with equity security-based swaps)?

Models permitted:

The SEC's rules for nonbank
dealers permit the nonbank
dealer to calculate initial margin
using either the standardized
approach? to calculating initial
margin or an approved model
(including an industry standard
model).

Models permitted:

Counterparties shall calculate the amount of
initial margin to be collected using either a
standardized approach or an initial margin model
or both (but if both are used in relation to the
same netting set, they must be applied
consistently for each non-centrally cleared OTC
derivative contract). If agreed with the other
party, each party can apply a different approach.
When one or both parties rely on an initial
margin model, they shall agree on the model
developed. EMIR Margin RTS, Article 11.

The initial margin model may be developed by
any of, or both, counterparties or by a third-party
agent. EMIR Margin RTS, Article 14.

Comparability of outcomes:

The UK margin requirements relating to minimum
standards for models provide a comparable regulatory
outcome to the SEC margin model requirements. In
particular, the regulatory outcomes pursued under
Exchange Act rule 18a-3(d)(2) and the EMIR Margin
RTS are comparable in that each permit the use of
models and impose comparable minimum standards
on such models with the overarching aim of reducing
risk.

While the SEC Guidance does not require that the UK
have analogues to every requirement under SEC rules
in order to be deemed comparable, we note the
comparability of specific requirements below for
completeness.

Comparability of specific requirements:

The below UK requirements are comparable to
analogous SEC requirements in the following ways:

2 Under the standardized approach, if the dealer is not also registered as a broker-dealer, it must calculate initial margin using standardized haircuts specified as part of the capital provisions of rule 18a-
1. Exchange Act rule 18a-3(d)(1) [17 CFR 240.18a-3(d)(1)]. For credit default swaps, the stand-alone dealer must use the calculation method specified in Exchange Act rule 18a-1(c)(1)(vi)(B)(1) [17
CFR 240.18a-1(c)(1)(vi)(B)(1)]; for other security-based swaps, the standalone dealer must use the calculation method specified in Exchange Act rule 18a-1(c)(1)(vi)(B)(2) [17 CFR 240.18a-

1OV B)2)]-
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SEC Requirement and/or Policy UK Requirement and/or Policy Goal Summary
Goal Summary per SEC (with link

to the US rule)

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

1. To what extent are models permitted for calculating initial margin? What are the minimum standards required of acceptable models (e.g.,

required confidence levels and restrictions on the use of models in connection with equity security-based swaps)?

Model authorization:

Firms seeking to use a model
shall apply for authorization to
use models (including an
industry standard model) to
calculate initial margin, subject
to conditions addressing, inter
alia, the associated confidence
level, risk factors considered,
and the use of empirical
correlations.

Model authorization:

Upon request, counterparties using an initial
margin model shall provide the regulators with
any documentation relating to the risk
management procedures relating to such model
at any time. EMIR Margin RTS, Article 2(6).

Currently, there is no UK requirement for
regulators to validate initial margin models.
However, we note that, in respect of the EU EMIR
rules, new RTS mandated by EU EMIR Refit 2.1
which are expected to cover initial margin model
approvals are expected to be published and to
enter into effect during the course of 2020.2! To
the extent that the new RTS are in force and
applicable prior to IP Completion Day, they will
be on-shored in the UK.

Model authorization:

We note that Exchange Act section 18a-3(d)(2)
requires firms to apply for authorization to use
models to calculate initial margin. The UK
requirements currently do not require such an
application. However, the UK requirements provide
that, upon request, counterparties using an initial
margin model shall provide the regulators with any
documentation relating to the risk management
procedures relating to such model at any time. EMIR
Margin RTS, Article 2(6). While this is not the same as
requiring specific pre-approval from a regulator, we
note that the EC has represented to the CFTCin the
context of the CFTC Substituted Compliance Decision
on Margin on this point that competent authorities
within the member state responsible for supervising
(EU) FCs and (EU) NFC+s as part of their on-going
prudential regulation and supervision will enforce
applicable legislation and control whether the models
adopted by these entities comply with the
requirements under the EU margin rules and that
Article 12 of EU EMIR grants the competent
authorities in each member state the authority to
impose fines if EU EMIR rules are infringed.

21 In that regard, we note that recital (20) of EU EMIR Refit 2.1 provides that, “to avoid inconsistencies across the EU in the application of the risk mitigation techniques, due to the complexity of the
risk management procedures requiring the timely, accurate and appropriately segregated exchange of collateral of counterparties which involve the use of internal models, regulators should validate
those risk-management procedures or any significant change to those procedures, before they are applied”.
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SEC Requirement and/or Policy UK Requirement and/or Policy Goal Summary Comparability Assessment
Goal Summary per SEC (with link
to the US rule)

c. Subcategory: Margin Requirements for Nonbank Firms

1. To what extent are models permitted for calculating initial margin? What are the minimum standards required of acceptable models (e.g.,
required confidence levels and restrictions on the use of models in connection with equity security-based swaps)?

Consequently, the CFTC considered the rules to be
comparable in outcome. See the CFTC Substituted
Compliance Decision on Margin at 48403-48404.
Whilst the UK has now left the EU, the position in the
UK is expected to remain broadly the same.

We note additionally that, in respect of the EU EMIR
rules, a new RTS which is expected to include a
requirement for certain initial margin model
approvals is expected to be published and to enter
into effect during the course of 2020. To the extent
that new RTS are in force and applicable prior to IP
Completion Day, they will be on-shored in the UK.

Model standards: Model standards: Model standards

For security-based swaps other e Potential future exposure: Potential future e Confidence level. The confidence levels used to
than equity security-based exposure is an estimate of a one-tailed 99% calculate the quantum of initial margin set forth in
swaps for a dealer, an confidence interval over an MPOR of at least EMIR Margin RTS, Article 15(1) and Exchange Act
acceptable model must use a ten days. EMIR Margin RTS, Article 15(1). rule 18a-3(d)(2)(i) are comparable.

99%, one-tailed confidence level

with price changes equivalentto | ® Initial margin models may only include non- e Account positions. EMIR Margin RTS, Article 17(1)
a ten business-day movement in centrally cleared OTC derivative contracts and (2) restrict models from including contracts
rates and prices. The model within the same netting set. Any with different underlying asset classes. These
further must use risk factors diversification, hedging or risk offset within a requirements are comparable to Exchange Act
sufficient to cover all the netting set can only be applied to contracts rule 18a-3(d)(2)(ii).

material price risks inherent in within the same underlying asset class, not

the positions for which the
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SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

1. To what extent are models permitted for calculating initial margin? What are the minimum standards required of acceptable models (e.g.,

required confidence levels and restrictions on the use of models in connection with equity security-based swaps)?

initial margin amount is being
calculated, including foreign
exchange or interest rate risk,
credit risk, equity risk, and
commodity risk, as appropriate.
Empirical correlations may be
recognized by the model within
each broad risk category, but
not across broad risk categories.
See Exchange Act rule 18a-
3(d)(2)(i) [17 CFR 240.18a-

3(d)(2)(i)]. *

For equity security-based swaps,
a dealer (other than as an OTC
derivatives dealer) may apply
for authorization to use models
to calculate initial margin,
subject to the above
requirements, provided the
counterparty’s account does not
hold equity security positions
other than equity security-based
swaps and equity swaps. See

across asset classes. EMIR Margin RTS,
Articles 17(1) and (2).

Initial margin models should capture all
significant risks arising from entering into
non-centrally cleared OTC derivative
contracts included in the netting set. The
model performance should be continuously
monitored, including back testing the model
at least every three months. EMIR Margin
RTS, Article 14.

Initial margin calculations: For the purposes
of initial margin model calculations, any
correlations between the value of the
unsecured exposure and the collateral must
not be taken into account. EMIR Margin RTS,
Article 11.

Historical observation period requirements:
(i) Equally weighted data from a period of
three to five years, (ii) at least 25% of data
must be representative of period of
significant financial stress. EMIR Margin RTS,
Articles 16(1) and 16(2).

e Risk factors. The risk factors required to be
considered in creating models set forth in EMIR
Margin RTS, Article 14 are comparable to those
set forth in Exchange Act rule 18a-3(d)(2)(i).

22 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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SEC Requirement and/or Policy UK Requirement and/or Policy Goal Summary Comparability Assessment
Goal Summary per SEC (with link
to the US rule)

c. Subcategory: Margin Requirements for Nonbank Firms

1. To what extent are models permitted for calculating initial margin? What are the minimum standards required of acceptable models (e.g.,
required confidence levels and restrictions on the use of models in connection with equity security-based swaps)?

Exchange Act rule 18a-3(d)(2)(ii)) | ¢ Where stressed data referred to in Article

[17 CFR 240.18a-3(d)(2)(ii)]. 2 16(2) of the EMIR Margin RTS does not
constitute at least 25% of the data used in
the initial margin model, the least recent data
of the historical data referred to in Article
16(1) of the EMIR Margin RTS shall be
replaced by data from a period of significant
financial stress, until the overall proportion of
stressed data is at least 25% of the overall
data used in the initial margin model. EMIR
Margin RTS, Article 16(3).

Model Risk Management:

Counterparties are required to establish an
internal governance process to assess the
appropriateness of the initial margin model
on a continuous basis, including all of the
following: (a) an initial validation of the
model by suitably qualified persons who are
independent from the persons developing
the model, (b) a follow up validation
whenever a significant change is made to the
initial margin model and at least annually,
and (c) a regular audit process to assess the
following: (i) the integrity and reliability of

2 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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c. Subcategory: Margin Requirements for Nonbank Firms

1. To what extent are models permitted for calculating initial margin? What are the minimum standards required of acceptable models (e.g.,
required confidence levels and restrictions on the use of models in connection with equity security-based swaps)?

the data sources, (ii) the management
information system used to run the model,
(iii) the accuracy and completeness of data
used, and (iv) the accuracy and
appropriateness of volatility and correlation
assumptions. EMIR Margin RTS, Article 18(1).

e The documentation of the risk management
procedures relating to the initial margin
model shall meet all of the following
conditions: (a) it shall allow a knowledgeable
third-party to understand the design and
operational detail of the initial margin model,
(b) it shall contain the key assumptions and
the limitations of the initial margin model,
and (c) it shall define the circumstances
under which the assumptions of the initial
margin model are no longer valid. EMIR
Margin RTS, Article 18(2).

e Counterparties are required to document all
changes to the initial margin model. That
documentation shall also detail the results of
the validations carried out after those
changes. EMIR Margin RTS, Article 18(3).

e Counterparties must establish, apply and
document risk management procedures
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C.

Subcategory: Margin Requirements for Nonbank Firms

1. To what extent are models permitted for calculating initial margin? What are the minimum standards required of acceptable models (e.g.,
required confidence levels and restrictions on the use of models in connection with equity security-based swaps)?

which include procedures providing for or
specifying the calculation and collection of
margin. Article 2(2)(b) of the EMIR Margin
RTS.

SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

C.

Subcategory: Margin Requirements for Nonbank Firms

2. What are the prerequisites for

netting agreements in connection with calculating

margin?

Dealers may account for netting
agreements when calculating
collection and delivery amounts
so long as:

A “netting set” is a set of non-centrally cleared
OTC derivative contracts between two
counterparties that is subject to a legally
enforceable bilateral netting agreement. EMIR
Margin RTS, Article 1(3).

The amount of variation margin to be collected
by a counterparty shall be the aggregation of the
values calculated in accordance with Article 11(2)
of EMIR of all contracts in the netting set, minus
the value of all variation margin previously
collected, minus the net value of each contract in
the netting set at the point of entry into the
contract, and plus the value of all variation
margin previously posted. EMIR Margin RTS,
Article 10.

Comparability of outcomes:

The UK's requirements for netting agreements
provide a comparable regulatory outcome to the
netting agreement prerequisites to calculating margin
set forth in the SEC's requirements. In particular, the
regulatory outcomes pursued under Exchange Act rule
18a-3(c)(5), the EMIR Margin RTS Articles 1(3), 2, 9, 10
and 11 and Annex IV and CRR Articles 295-298 are
comparable in that each provides for margin
calculations to be made by reference to netting
agreements but only if such netting agreements are
legally enforceable agreements documenting the key
terms of the netting arrangement.
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c. Subcategory: Margin Requirements for Nonbank Firms

2. What are the prerequisites for netting agreements in connection with calculating

margin?

Counterparties shall calculate the amount of
initial margin to be collected using either the
standardized approach set out in Annex IV of the
EMIR Margin RTS or initial margin models, in each
case, by reference to netting sets. EMIR Margin
RTS, Articles 9 and 11 and Annex IV.

While the SEC Guidance does not require that the UK
have analogues to every requirement under SEC rules
in order to be deemed comparable, we note the
comparability of specific requirements below for
completeness.

Comparability of specific requirements:

The below UK requirements are comparable to
analogous SEC requirements in the following ways:

Enforceability:

(i) the netting agreement is
enforceable in each relevant
jurisdiction, including in
insolvency proceedings;

Enforceability:

EMIR Margin RTS

Where counterparties enter into a netting or
exchange of collateral agreement, they must
perform an independent legal review of the
enforceability of those agreements (which shall
be considered satisfied in relation to the netting
agreement where the agreement is recognized in
accordance with Article 296 of the CRR). That
review may be conducted by an internal
independent unit or an independent third-party.
EMIR Margin RTS, Article 2(3).

Counterparties must establish policies to assess
on a continuous basis the enforceability of the
netting and exchange of collateral agreements

Enforceability:

The enforceability of netting agreements required by
EMIR Margin RTS, Articles 2(3) and 2(4) and Articles
296(2)(b) and 297 CRR are together comparable to
Exchange Act rule 18a-3(c)(5) as each requires netting
agreements to be enforceable, including in insolvency
proceedings.
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c. Subcategory: Margin Requirements for Nonbank Firms

2. What are the prerequisites for

netting agreements in connection with calculating margin?

that they enter into. EMIR Margin RTS, Article
2(4).

CRR

Investment Firms must obtain and provide to
their regulator a written and reasoned legal
opinion to the effect that, in the event of a legal
challenge of the netting agreement, the relevant
Investment Firm’s claims and obligations would
not exceed the single net sum determined under
the netting agreement. The legal opinion must
refer to the applicable law: (i) the jurisdiction in
which the counterparty is incorporated; (ii) if a
branch of an undertaking is involved, which is
located in a country other than that where the
undertaking is incorporated, the jurisdiction in
which the branch is located; (iii) the jurisdiction
whose law governs the individual transactions
included in the netting agreement; and (iv) the
jurisdiction whose law governs any contract or
agreement necessary to effect the contractual
netting. Article 296(2)(b) CRR.

Investment Firms must establish and maintain
procedures to ensure that the legal validity and
enforceability of their contractual netting is

reviewed in the light of changes in the law of
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c. Subcategory: Margin Requirements for Nonbank Firms

2. What are the prerequisites for

netting agreements in connection with calculating

margin?

relevant jurisdictions referred to in Article
296(2)(b) of the CRR. Article 297(1) CRR.

Determinability:

(ii) the gross receivables and
gross payables under the netting
agreement are determinable at
any time; and

Determinability:

EMIR Margin RTS

The EMIR Margin RTS requires that the terms of
all necessary agreements (including, as relevant,
the terms of any netting agreement and the
terms of any exchange of collateral agreement)
must document (at least): (a) any payment
obligations arising between counterparties, (b)
the conditions for netting payment obligations,
(c) events of default or other termination events
of the non-centrally cleared OTC derivative
contracts, (d) all calculation methods used in
relation to payment obligations, (e) the
conditions for netting payment obligations upon
termination, (f) the transfer of rights and
obligations upon termination, and (g) the
governing law of the transactions of the non-
centrally cleared OTC derivative contracts. EMIR
Margin RTS, Article 2(2)(g).

RR

Investment Firms must measure current exposure
gross and net of collateral. Article 286(7) CRR.

Determinability:

The risk management procedures for determining
netting agreement terms and obligations set forth in
EMIR Margin RTS, Article 2(2)(g) and CRR Article
286(7) are comparable to the determinability
requirements set forth in Exchange Act rule 18a-
3(c)(5)(ii) as each requires gross payment obligations
and exposures to be determinable.
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c. Subcategory: Margin Requirements for Nonbank Firms

2. What are the prerequisites for netting agreements in connection with calculating

margin?

Risk Management:

(iii) for internal risk
management purposes, the
dealer monitors and controls its
exposure to the counterparty on
a net basis. Exchange Act rule
18a-3(c)(5) [17 CFR 240.18a-
3(c)(5)1.*

Risk Management:

In order to recognize a derivatives netting
agreement as being risk-reducing, Investment
Firms must use a type of agreement that has
been deemed suitable by their regulator. Article
295 CRR.

Investment Firms must measure current
exposure gross and net of collateral. Article
286(7) CRR.

Investment Firms must factor the effects of
netting into their measurement of each
counterparty's aggregate credit risk exposure and
must manage their CCR on the basis of those
effects of that measurement. Article 297(3) CRR.

The exposure value of a derivative instrument is
determined by taking into account the netting
arrangement. Articles 111 (2) and 298(1) CRR.

Risk Management:

The internal risk management procedures required by
CRR Articles 111(2), 295, 286(7), 297(3) and 298(1) are
comparable to Exchange Act rule 18a-3(c)(5)(iii) as
each requires that the dealer measures current
exposures on a net basis, where permitted.

24 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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c. Subcategory: Margin Requirements for Nonbank Firms

3. What is the required frequency for calculating and collecting/delivering margin?

Calculating:

Nonbank dealers generally are
required to calculate initial
margin (or “potential future
exposure”) and variation margin
(or “current exposure”) as of the
close of each business day for
each counterparty account,
although the calculations must
be made more frequently
“during periods of extreme
volatility and for accounts with
concentrated positions.”
Exchange Act rule 18a-3(c)(6) [17
CFR 240.18a-3(c)(6)].”

Calculating:

Counterparties must calculate variation margin at
least on a daily basis. EMIR Margin RTS, Article
9(1).

Counterparties are required to calculate initial
margin no later than the business day following
one of these events: (a) where a new non-
centrally cleared OTC derivative contract is
executed or added to the netting set, (b) where
an existing non-centrally cleared OTC derivative
contract expires or is removed from the netting
set, (c) where an existing non-centrally cleared
OTC derivative contract triggers a payment or a
delivery other than the posting and collecting of
margins, (d) where the initial margin is calculated
in accordance with the standardized approach
and an existing contract is reclassified in terms of
the asset category referred to by the EMIR
Margin RTS as a result of reduced time to
maturity, or (e) where no calculation has been
performed in the preceding ten business days.
EMIR Margin RTS, Article 9(2).

Where two counterparties are located in the
same time zone, the calculation is based on the

Comparability of outcomes:

Calculating:

The UK margin requirements for calculating margin
provide a comparable regulatory outcome to the
SEC's margin calculation requirements. In particular,
the regulatory outcomes pursued under the margin
calculation requirements, Exchange Act rule 18a-
3(c)(1) and EMIR Margin RTS, Article 9(1) are
consistent in that each generally require variation
margin calculations to be made daily with provision
for counterparties in different time zones.

e Inrespect of initial margin, the SEC rule also
requires calculation on a daily basis but the EMIR
Margin RTS do not. See EMIR Margin RTS, Article
9(2). In this regard, we note however, that the
CFTC margin rules mirror the SEC rules on this
point and in the CFTC Substituted Compliance
Decision on Margin, the EC has confirmed that the
EU EMIR Margin RTS requirement to recalculate
whenever there is a change to the netting set will
in practice require dealer counterparties to
recalculate daily and because of this the EC views
the ten day allowance under Article 9(2)(e) of the
EU EMIR Margin RTS as a backstop only and one

2 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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c. Subcategory: Margin Requirements for Nonbank Firms

3. What is the required frequency for calculating and collecting/delivering margin?

netting set of the previous business day. EMIR
Margin RTS, Article 9(3)(a).

Where two counterparties are not located in the
same time zone, the calculation is based on the
transactions in the netting set which are entered
into before 4:00 PM of the previous business day
of the time zone where it is 4:00 PM. EMIR
Margin RTS, Article 9(3)(b).

that is likely to be exercised only in the case of a
static portfolio. As set out in the CFTC Substituted
Compliance Decision on Margin, the EC believes
that as a result of these entities exchanging
variation margin, and thereby eliminating
currency exposure, this difference will be
mitigated. The CFTC has, therefore, determined
that the EU rules are nonetheless comparable in
outcome to the CFTC rules. See the CFTC
Substituted Compliance Decision on Margin at
48405. Whilst the UK has now left the EU, the
position in the UK remains the same.

Collecting & Delivering:

No later than the close of
business of the first business day
following the day of the
calculation, the dealer must:

- Variation margin
collection: Collect
collateral in an
amount equal to the
dealer’s current
exposure to the
counterparty.
Exchange Act rule
18a-3(c)(1)(ii)(A)(1)

Collecting & Delivering:

The amount of variation margin to be collected
by a counterparty is the aggregation of the values
calculated in accordance with Article 11(2) of
EMIR of all contracts in the netting set, minus the
value of all variation margin previously collected,
minus the net value of each contract in the
netting set at the point of entry into the contract,
and plus the value of all variation margin
previously posted. EMIR, Article 11(2) and EMIR
Margin RTS, Article 10.

As already discussed above, counterparties
calculate the amount of initial margin to be
collected using either the standardized approach

Collecting and Delivering:

The UK margin requirements for exchanging margin
provide a comparable regulatory outcome to the
SEC's margin collection and delivery requirements.

In particular, the regulatory outcomes pursued under
the initial and variation margin collection and delivery
requirements, Exchange Act rules 18a-3(c)(1)(ii)(A)
and 18a3(c)(1)(ii)(B), and EMIR Margin RTS Articles 10
to 13, are consistent in that each require that
sufficient collateral be provided within a business day
of calculation (where, in the context of calculation, we
note different time zones are provided for).
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c. Subcategory: Margin Requirements for Nonbank Firms

3. What is the required frequency for calculating and collecting/delivering margin?

[17 CFR 240.18a-
3(c)(1)(ii)(A)(2)].

Variation margin
delivery: Deliver
collateral in an
amount equal to the
counterparty’s
current exposure to
the dealer, other
than initial margin
that the dealer
collected. Exchange
Act rule 18a-
3(c)(1)(ii)(A)(2) [17
CFR 240.18a-

3(c)(A)(ii)(A)(2)).7

Initial margin
collection: Collect

or initial margin models. EMIR Margin RTS, Article
11.

The posting counterparty shall provide the
variation margin as follows: (a) within the same
business day of the calculation date; or (b) where
certain conditions set out in Article 12(2) of the
EMIR Margin RTS are met,® within two business
days of the calculation date. EMIR Margin RTS,
Article 12(1).

In the event of a dispute over the amount of
variation margin due, counterparties shall
provide at least the part of the variation margin
amount that is not being disputed within the
original timeframe. EMIR Margin RTS, Article
12(3).

However, unlike the SEC rules, the EMIR Margin RTS,
Articles 12(1) and 12(2) also allow for variation margin
to be provided within two business days of the
calculation date when certain conditions are met. In
this regard, we note that the equivalent CFTC margin
rule mirrors the SEC rule and that the CFTC has taken
the view that while the EU EMIR Margin RTS
conditions to a delay in the exchange of variation
margin do not make the EU’s rule in this area the
same as the CFTC margin rule, they do serve to
mitigate the potential risks by increasing the initial
margin’s MPOR by the corresponding number of days
associated with a delay in the exchange of variation
margin and are, thus, comparable. See the CFTC
Substituted Compliance Decision on Margin at 48405.
Whilst the UK has now left the EU, the position in the
UK remains the same.

% https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8

21 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8

% The provision of variation margin within two business of the calculation date may only be applied to the following: (a) netting sets comprising derivative contracts not subject to initial margin
requirements in accordance with the EMIR Margin RTS, where the posting counterparty has provided, at or before the calculation date of the variation margin, an advance amount of eligible collateral
calculated in the same manner as that applicable to initial margins in accordance with Article 15 of the EMIR Margin RTS, for which the collecting counterparty has used a MPOR at least equal to the
number of days in between and including the calculation date and the collection date; (b) netting sets comprising contracts subject to initial margin requirements in accordance with the EMIR Margin
RTS, where the initial margin has been adjusted in one of the following ways: (i) by increasing the MPOR referred to in Article 15(2) of the EMIR Margin RTS by the number of days in between, and
including, the calculation date determined in accordance with Article 9(3) of the EMIR Margin RTS and the collection date determined in accordance with Article 12(1) of the EMIR Margin RTS; (ii) by
increasing the initial margin calculated in accordance with the standardized approach referred to in Article 11 of the EMIR Margin RTS using an appropriate methodology taking into account a MPOR
that is increased by the number of days in between, and including, the calculation date determined in accordance with Article 9(3) of the EMIR Margin RTS and the collection date determined in
accordance with Article 12(2) of the EMIR Margin RTS. For the purposes of point (a), in case no mechanism for segregation is in place between the two counterparties, those counterparties may offset
the amounts to be provided.
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c. Subcategory: Margin Requirements for Nonbank Firms

3. What is the required frequency for calculating and collecting/delivering margin?

collateral in an The posting counterparty shall provide the initial
amount equal to the | margin within the same business day of the
initial margin calculation date. EMIR Margin RTS, Article 13(2).
amount. Exchange
Act rule 18a- In the event of a dispute over the amount of
3(c)(1)(ii)(B) [17 CFR initial margin due, counterparties shall provide at
240.18a- least the part of the initial margin amount that is
3(c)(1)(ii)(B)].2 not being disputed within the same business day
of the calculation date determined in accordance
- Initial margin with Article 9(3). EMIR Margin RTS, Article 13(3).

delivery: The rule
does not require
dealers to deliver
initial margin, but
does not prohibit
the practice.

Margin can be collected or
delivered on the second
business day if the counterparty
is located in another country
and more than four time zones
away. Exchange Act rule 18a-
3(c)(1)(i) [17 CFR 240.18a-
3(c)(2)(i)1.®

2 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
2 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

4. How much time is allowed to liquidate accounts in the event of margin shortfalls?

Dealers must take prompt steps
to liquidate positions in an
account that does not meet the
margin requirements to the
extent necessary to eliminate
the margin deficiency. Exchange
Act rule 18a-3(c)(7) [17 CFR
240.18a-3(c)(7)].**

This is not discussed explicitly in requirements
applicable to Investment Firms. However,
Investment Firms’ capital requirements are
scaled to the volatility of collateral and CCR risk
management requirements also apply.
Additionally, the risk management requirements
that apply to Investment Firms and obligations in
respect of position management and margin use
are relevant in this context.

In this regard, we note the following:
Capital levels and collateral volatility:

e The volatility of collateral held by Investment
Firms is reflected in their capital
requirements for credit risk mitigation and
CCR purposes. Articles 224 and 285 CRR.
Investment Firms that have permission to use

Comparability of outcomes:

The UK requirements relating to risk management,
position management and margin use provide a more
stringent regulatory outcome than the SEC
requirements. In particular, the regulatory outcomes
pursued under Exchange Act rule 18a-3(c)(7) and CRR,
EMIR, the FCA and the PRA Rules and the MiFID Org
Reg are comparable in that the risk posed to a non-
defaulting party by a counterparty in default is
required to be mitigated through capital requirements
and risk management.

A position that does not meet the margin
requirements would be in default (rather than
following the approach in the SEC Rules which allow
for a period during which a margin deficiency must be
remedied). The SEC’s requirement to take prompt

3 https://www.ecfr.gov/cgi-bin/text-idx?SID=21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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c. Subcategory: Margin Requirements for Nonbank Firms

4. How much time is allowed to |

iquidate accounts in the event of margin shortfalls?

internal modelling to calculate their CCR
capital requirements are subject to enhanced
risk management requirements, in particular,
must take into account liquidity risks arising
from prescribed events and shocks. Articles
286 and 290 CRR.

Risk management requirements:

Investment Firms must establish, implement
and maintain adequate risk management
policies and procedures that identify the risks
relating to the firm's activities, processes and
systems and, where appropriate, set the level
of risk tolerated by the firm. Article 23(1)
MIFID Org Reg.

Investment Firms must have robust
governance arrangements, which include
(among other matters), effective processes to
identify, manage, monitor and report the
risks they are or might be exposed to, and
adequate internal control mechanisms,
including sound administrative and
accounting procedures that are consistent
with and promote sound and effective risk
management. FCA SYSC 4.1.1R, PRA General
Organisational Requirements Rule 2.1.

steps to liquidate positions in default is focused on
the need to eliminate the margin deficiency —i.e. to
reduce the risk posed to the non-defaulting party by
the defaulting party. Although UK law does not
require the termination of a defaulted position, or set
a fixed time following default for termination to
occur, it adopts a comparable focus to Exchange Act
rule 18a-3(c)(7) by requiring the appropriate risk
management of a defaulted position. We also note
that the absence of a requirement to liquidate
positions in default does not negate the obligation to
collect margin in respect of such positions and a
failure to comply with such obligation would lead to
regulatory breach — we assume in such a scenario the
dealer would likely terminate or liquidate the
positions in any event.

In practice, to risk manage a defaulted position, the
only options available to the non-defaulting party are
to terminate (and realize the loss created in the
margin shortfall) or to wait for additional margin to be
provided. Whether an Investment Firm’s risk
management practices enable it to wait for additional
margin to be provided will depend on its risk
tolerance, the size of the position, the time since
default and the circumstances of the situation. The UK
law risk management requirements described would
oblige an Investment Firm to terminate a position if
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C.

Subcategory: Margin Requirements for Nonbank Firms

4. How much time is allowed to |

iquidate accounts in the event of margin shortfalls?

Position management requirements:

e |nvestment Firms must have internal

methodologies that enable them to assess
the credit risk of exposures. FCA IFPRU
2.2.18R, PRA Internal Capital Adequacy
Assessment Rule 4.2. Investment Firms must
have in place clearly defined policies and
procedures for the active management of
trading book positions and must set and
monitor position limits for trading book
positions. Articles 103 and 103(b)(ii) CRR.
Investment Firms must revalue their trading
book positions at least daily. Article 105(3)
CRR. Investment Firms’ revaluation of trading
book positions must account for valuation
adjustments, including close-out costs and
early termination. Article 105(10) CRR.

Margin use requirements for OTC derivatives:

e The non-defaulting counterparty must be
able to liquidate assets collected as collateral
as initial or variation margin in a sufficiently
short time in order to protect against losses
on non-centrally cleared OTC derivative
contracts in the event of a counterparty

default. These assets should therefore be

highly liquid and should not be exposed to

this is required in order to give appropriate effect to
these risk management principles. See FCA SYSC
4.1.1R, PRA General Organisational Requirements
Rule 2.1 and Article 23(1) MiFID Org Reg.

The rigour with which these risk management
requirements must be met is determined in part by
the position management requirements. These ensure
that the risk of defaulted positions is properly
assessed. Investment Firms must closely, and at least
daily, monitor their trading book positions, including
in respect of credit risk, and that the costs of
termination and closing out positions are taken into
account as part of this position management. See
Articles 103, 103(b)(ii), 105(3) and 105(10) CRR.

Finally, the margin use requirements ensure that an
Investment Firm is able to give effect to its risk
management strategy for defaulted positions. The
margin use requirements for OTC derivatives achieve
this by enabling an Investment Firm to terminate
positions (if and when required) with minimum loss.
See Recital (31) EU EMIR Margin RTS and Articles
2(2)(i), 7(5) and 19(1)(g) EMIR Margin RTS.
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c. Subcategory: Margin Requirements for Nonbank Firms

4. How much time is allowed to |

iquidate accounts in the event of margin shortfalls?

excessive credit, market or foreign exchange
risk. EU EMIR Margin RTS, Recital (31).3

Counterparties shall not use assets as eligible
collateral where they have no access to the
market for those assets or where they are
unable to liquidate those assets in a timely
manner in case of default of the posting
counterparty. EMIR Margin RTS, Article 7(5).

The risk management procedures shall
include procedures providing for or specifying
the timely re-appropriation of collateral in
the event of default by the posting
counterparty from the collecting
counterparty. EMIR Margin RTS, Article

2(2)(i).

The risk management procedures shall
include procedures providing for or specifying
that initial margin is freely transferable to the
posting counterparty in a timely manner on
the default of the collecting counterparty.
EMIR Margin RTS, Article 19(1)(g).

The protections described above for OTC
derivatives are not relevant for exchange-

traded derivatives as these transactions must

32 See the Introduction regarding the on-going relevance of recitals in EU legislation post-Brexit for interpretative purposes.
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4. How much time is allowed to |

iquidate accounts in the event of margin shortfalls?

be cleared with a CCP and so the default of
the counterparty has no direct effect on the
non-defaulting party. Article 29 MiFIR.
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to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

C.

Subcategory: Margin Requirements for Nonbank Firms

5. What collateral haircuts are required in connection with the exchange of margin?

Haircut applicability:

The value of collateral delivered
pursuant to the rules is subject
to standardized haircuts set
forth in the applicable capital
rules (Exchange Act rule 18a-
3(c)(3)(i) [17 CFR 240.18a-
3(c)(3)(i)1),*3 but a dealer can
elect to apply the standardized
CFTC haircut rules if the dealer
applies those deductions
consistently with respect to a
particular counterparty.
Exchange Act rule 18a-3(c)(3)(ii)
[17 CFR 240.18a-3(c)(3)(ii)]**

Haircut applicability:

Risk management procedures must provide for
the daily valuation of collateral in accordance
with Articles 21 and 22 of the EMIR Margin RTS.
EMIR Margin RTS, Articles 2(2)(d) and 19(1)(a).

Parties must apply haircuts when valuing
collateral either using the standard methodology
in Annex Il to the EMIR Margin RTS or using their
own estimates in accordance with Article 22 of
the EMIR Margin RTS. EMIR Margin RTS, Article
21(1).

There is a narrow exemption whereby
counterparties may disregard the foreign

exchange risk arising from positions in currencies

Comparability of outcomes:

The UK collateral haircut requirements provide a
comparable regulatory outcome to the SEC collateral
haircut requirements. In particular, the regulatory
outcomes pursued under Exchange Act rule 18a-
3(c)(3) and the standard methodology described in
EMIR Margin RTS, Articles 21 and Annex Il are
consistent in that each require comparable levels of
collateral haircuts across similar asset classes to
reflect the risk and liquidity in relation to a given
asset.

We note that the SEC rules provide that dealers can
comply by either (i) complying with standardized

33 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
3 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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5. What collateral haircuts are required in connection with the exchange of margin?

(cross referencing 17 CFR
23.156). There is no ability for
dealers to apply their own
haircut estimates.

which are subject to a legally binding
intergovernmental agreement to limit their
variation relative to other currencies covered by
the same agreement. Article 21(2) of the EMIR
Margin RTS.

haircuts set forth in the applicable capital rules, or (ii)
complying with the standardized CFTC haircut rules.

In respect of compliance with the standardized
haircuts set forth in the applicable capital rules, we
note that the SEC stated in the adopting release of the
final rule on capital and margin that “the haircuts in
proposed Rule 18a-3 (i.e., the standardized haircuts in
the proposed nonbank SBSD capital rules) and the
haircuts in the margin rules of the CFTC and the
prudential regulators (which are based on the
recommended standardized haircuts in the BCBS-
IOSCO Paper are largely comparable.” Exchange Act
Release No. 86175 (Jun. 21, 2019), 84 FR at 43879
(Aug. 22, 2019) (Capital and Margin Adopting
Release). As the SEC has already acknowledged this
comparability we have therefore focused on
comparability between the CFTC and UK haircuts.

Haircut amounts:

Initial margin (CFTC Haircut
Rules (17 CFR 23.156(a))):*

The value of any eligible
collateral collected or posted to
satisfy initial margin
requirements shall be subject to

Haircut amounts:
Standard methodology: Initial margin

The standard method set out in Annex |l to the
EMIR Margin RTS sets out haircuts delineated
between debt security issuer/securitisation
positions, credit quality step and residual
maturity. The tables in Annex Il to the EMIR

Haircut amounts:

The CFTC Substituted Compliance Decision on Margin
found that EU EMIR Margin RTS, Annex Il sets forth
haircuts specific to certain asset classes that are
comparable in outcome to those set forth in the CFTC
(and, consequently, the SEC) haircut rules, 7 CFR
23.156(c) and Exchange Act rule 18a-3(c)(3)
respectively. Please see Annex | for the CFTC haircuts.

% https://www.govinfo.gov/content/pkg/CFR-2016-title17-vol1/pdf/CFR-2016-title17-vol 1-sec23-156.pdf
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5. What collateral haircuts are required in connection with the exchange of margin?

the sum of the following
discounts, as applicable:

(A) An 8% discount for
initial margin
collateral
denominated in a
currency that is not
the currency of
settlement for the
uncleared swap,
except for eligible
types of collateral
denominated in a
single termination
currency designated
as payable to the
non-posting
counterparty as part
of the eligible
master netting
agreement; and

(B) The discounts set
forth in the table
found in Annex |
hereto.

Margin RTS setting out the haircuts for long term
and short term credit quality assessments are set
out in Annex | hereto.

Equities in main indices, bonds convertible to
such equities and gold shall have a haircut of
15%.

For eligible units in UK UCITS the haircut is the
weighted average of the haircuts that would
apply to the assets in which the fund is invested.

A currency mismatch haircut of 8% is applied to
initial margin.

For cash and non-cash initial margin, the 8%
haircut applies where the collateral is posted in a
currency other than the currency in which the
payments in case of early termination or default
have to be made in accordance with the single
derivative contract, the relevant exchange of
collateral agreement or the relevant credit
support annex (termination currency). Each of
the counterparties may choose a different
termination currency. Where the agreement does
not identify a termination currency, the 8%
haircut shall apply to the market value of all the
assets posted as collateral. EMIR Margin RTS,
Annex Il.

Moreover, the CFTC Substituted Compliance Decision
on Margin found that the EU margin rules require
larger haircuts on government, central bank, and
corporate debt where a credit quality assessment
indicates low credit quality for the debt. See the CFTC
Substituted Compliance Decision on Margin at 48409.
Whilst the UK has now left the EU, the position in the
UK relating to the level of haircut for each asset type
remains the same (although the haircuts that may
apply to specific types of eligible collateral may differ
as between the EU and the UK by virtue of the natural
consequences of on-shoring (for example, EU member
states becoming third countries under UK law, EU
UCITS becoming UK UCITS, etc.).
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5. What collateral haircuts are required in connection with the exchange of margin?

The value of initial margin Standard methodology: Variation margin
collateral shall be computed as

the product of the cash or The same rules apply as for initial margin with the
market value of the eligible following differences:

collateral asset times one minus
the applicable haircut expressed
in percentage terms. The total
value of all initial margin
collateral is calculated as the
sum of those values for each
eligible collateral asset. e For non-cash variation margin, the 8%
haircut applies where the non-cash
collateral is posted in a currency other
than those agreed in an individual
derivative contract, the relevant
governing master netting agreement or
the relevant credit support annex.

e There is no haircut for cash variation
margin.

e A currency mismatch haircut of 8% is
applied to non-cash variation margin.

Variation Margin (CFTC Haircut
Rules (17 CFR 23.156(b))):3¢

The value of any eligible
collateral collected or posted to
satisfy variation requirements
shall be subject to the sum of
the following discounts, as
applicable: We have not included a discussion of the EU rules
relating to the calculation of own volatility
estimates for calculating haircuts as there is no
corresponding requirement under the SEC rules.

Own estimates:

(A) An 8% discount for
variation margin
collateral
denominated in a
currency that is not

% https://www.govinfo.gov/content/pkg/CFR-2016-title17-vol1/pdf/CFR-2016-title17-vol 1-sec23-156.pdf
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5. What collateral haircuts are required in connection with the exchange of margin?

the currency of
settlement for the
uncleared swap,
except for
immediately
available cash funds
denominated in U.S.
cash funds or
another major
currency; and

(B) The discounts set
forth in the table
found in Annex |
hereto.

The value of variation margin
collateral shall be computed as
the product of the cash or
market value of the eligible
collateral asset times one minus
the applicable haircut expressed
in percentage terms. The total
value of all variation margin
collateral shall be calculated as
the sum of those values of each
eligible collateral asset
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UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

6. To what extent are third-party custodians permitted to hold counterparty collateral?

Custodian requirements:

Collateral (initial margin or
variation margin) must be
either: (A) subject to the
dealer’s physical possession or
control, and able to be
liquidated promptly by the
dealer without intervention by
any other party; or (B) carried by
an independent third-party
custodian that is a bank or a
registered U.S. clearing
organization or depository that
is not affiliated with the
counterparty or, if the collateral
consists of foreign securities or
currencies, a supervised foreign

Custodian requirements:

Initial margin: Initial margin must be
protected from the default or insolvency of
the collecting counterparty by segregating it
in either or both of the following ways: (a) on
the books and records of a third-party holder
or custodian, (b) via other legally binding
arrangements. EMIR Margin RTS, Articles
19(3) and 19(1)(d).

Variation margin: Third-party custodians are
permitted to hold variation margin although
there is not a specific requirement for
variation margin to be held by third-party
custodians under EMIR or the EMIR Margin
RTS. As discussed above, any exchange of
collateral agreement must be legally

Comparability of outcomes:

The UK third-party custodian requirements for
counterparty collateral provide a comparable
regulatory outcome to the SEC third-party custodian
requirements. In particular, the regulatory outcomes
pursued under Exchange Act rule 18a-3(c) and the
EMIR Margin RTS are consistent in that each permit,
and in some cases under EMIR require, collateral to
be held by third-party custodians to minimize credit
risk.

The SEC rules prohibit collateral from being held by an
affiliate while the EMIR Margin RTS do not. We note
that the CFTC margin rules mirror the SEC rules in this
respect and that the CFTC Substituted Compliance
Decision on Margin provides that the EC has
highlighted that Article 19(3) of the EU EMIR Margin
RTS provide equivalent finality and protection to that
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c. Subcategory: Margin Requirements for Nonbank Firms

6. To what extent are third-party custodians permitted to hold counterparty collateral?

bank, clearing organization, or
depository that is not affiliated
with the counterparty and that
customarily maintains custody
of such foreign securities or
currencies. Exchange Act rule
18a-3(c)(4)(ii) [17 CFR 240.18a-

3(c)()(ii).*

There is a corresponding
exception from the initial
margin collection requirement
when a counterparty delivers
margin to an independent third-
party custodian. See Exchange
Act rule 18a-3(c)(1)(iii)(C) [17
CFR 240.18a-3(c)(1)(iii)(C)].3®

enforceable. EMIR Margin RTS, Article 2(3). In
addition, variation margin must be held in
accordance with all relevant provisions of the
EMIR Margin RTS (for example, see further
“Liquidity” below).

Eligible Collateral and Concentration Limits:

Counterparties may collect various types of
“eligible collateral” to satisfy an initial margin
obligation with the eligibility of some asset
classes being subject to initial margin
concentration limits. EMIR Margin RTS, Articles 4
and 8.

In certain circumstances, if initial margin
collateral collected from an individual
counterparty exceeds EUR 1 billion then in
respect of the excess over EUR 1 billion, the sum
of values of initial margin collateral collected
from that counterparty in the form of certain
assets issued by a single issuer or by issuers
domiciled in the same country must not exceed
50% of the initial margin collateral collected from
that counterparty. The 50% limit also applies to
risk exposures arising from a single third-party

offered under the CFTC regime because of the
requirement that “initial margin shall be protected
from the default or insolvency of the collecting
counterparty.” See CFTC Substituted Compliance
Decision on Margin at 48410. Whilst the UK has now
left the EU, the position in the UK remains broadly the
same.

While the SEC Guidance does not require that the UK
have analogues to every requirement under SEC rules
in order to be deemed comparable, we note the
comparability of specific requirements below for
completeness.

Comparability of specific requirements:

The below UK requirements are, when taken
together, comparable to analogous SEC requirements
in the following ways:

Custodian requirements:

e Initial Margin: The EMIR Margin RTS require initial
margin to be segregated in either or both of the
following ways: (a) on the books and records of a
third party-holder or custodian, (b) via other
legally binding arrangements. The SEC rules

37 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
% https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a 63&rgn=div8
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c. Subcategory: Margin Requirements for Nonbank Firms

6. To what extent are third-party custodians permitted to hold counterparty collateral?

holder or custodian holding initial margin
collected in cash. EMIR Margin RTS, Articles 8(2)
and (3).

Where a G-SlI or O-Sll collects initial margin in
cash from a single G-Sll or O-SII counterparty, the
collecting party shall ensure that not more than
20% of the total initial margin is maintained in
cash with a single third-party custodian. EMIR
Margin RTS, Article 8(5).

Risk management procedures:

Risk management procedures for management
and segregation of margin must provide (i) for
the legal arrangements and collateral holding
structure that allow access to collateral held by a
third-party; and (ii) that non-cash collateral is
transferable without encumbrance, including any
otherwise imposed by the collecting party’s
liquidator or a third-party custodian (other than
certain routine liens). EMIR Margin RTS Article
19(1)(b) and (h).

Where initial margin is held by the collateral
provider, collateral must be maintained in

require initial margin to either be subject to the
dealer’s physical possession or control (and
subject to applicable segregation requirements
under the SEC rules)* or carried by an
independent third-party custodian that is a bank,
clearing organization or depository that is not
affiliated with the counterparty.

e Variation Margin: Under the EMIR Margin RTS,
third-party custodians are permitted to hold
variation margin but there is not a specific
requirement for it to be held in this manner.
Likewise, the SEC rules permit third-party
custodians to hold variation margin but there is
not a specific requirement for it to be held in this
manner.

40 The SEC’s segregation requirements are set-out at Exchange Act rule 15¢3-3 and Exchange Act rule 18a-4. There is an exception from the SEC’s segregation requirements for (i) uncleared security-
based swap transactions between a non-US nonbank firm and a non-US person, and (ii) cleared security-based swap transactions between a non-US nonbank firm and a non-US person if the firm does

not hold customer funds for any US customer.
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6. To what extent are third-party custodians permitted to hold counterparty collateral?

insolvency-remote custody accounts. EMIR
Margin RTS, Article 19(1)(c).

Segregation:

Counterparties shall ensure that non-cash
collateral exchanged as initial margin is
segregated as follows: (a) where collateral is held
by the collecting counterparty on a proprietary
basis, it shall be segregated from the rest of the
proprietary assets of the collecting counterparty;
(b) where collateral is held by the posting
counterparty on a non-proprietary basis, it shall
be segregated from the rest of the proprietary
assets of the posting counterparty; (c) where
collateral is held on the books and records of a
custodian or other third-party holder, it shall be
segregated from the proprietary assets of that
third-party holder or custodian. EMIR Margin
RTS, Articles 19(4) and 19(1)(d).

If non-cash initial margin is to be held by the
collecting party or a third-party holder or
custodian, the posting counterparty must have
the option for the collateral to be segregated
from the collateral of other posting
counterparties. EMIR Margin RTS, Articles 19(5).
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6. To what extent are third-party custodians permitted to hold counterparty collateral?

Cash collected as initial margin must be
maintained in cash accounts at central banks or
credit institutions which fulfil all of the following
conditions: (i) they are authorized credit
institutions which are CRR firms (within the
definition in Article 4(1)(2A) of the CRR) or are
authorized in a non-UK jurisdiction whose
supervisory and regulatory arrangements have
been found to be equivalent in accordance with
Article 142(2) CRR; and (ii) they are neither the
posting nor the collecting counterparties, nor
part of the same group as either of the
counterparties. The collecting counterparty must
take into account the credit quality of such credit
institution without relying “solely or
mechanistically” on external credit quality
assessments. EMIR Margin RTS, Articles 19(1)(e)
and 19(8).

Collateral protects the collecting counterparty in
the event of the default of the posting
counterparty. However, both counterparties are
also responsible for ensuring that the manner in
which collateral collected is held does not
increase the risk of a loss of excess posted
collateral for the posting counterparty in case the
collecting counterparty defaults. For this reason,
the bilateral agreement between the
counterparties should allow both counterparties
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6. To what extent are third-party custodians permitted to hold counterparty collateral?

to access the collateral in a timely manner when
they have the right to do so, hence the need for
rules on segregation and for rules providing for
an assessment of the effectiveness of the

agreement in this respect, taking into account the
legal constraints and the market practices of each

jurisdiction. EU EMIR Margin RTS, Recital (34).%

e Each party to perform an independent legal
review in order to verify that the initial
margin segregation arrangements meet the
requirements set out in Articles 19(1)(g) and
19(3) to 19(5) of the EMIR Margin RTS, to
provide evidence to the relevant competent
authority of compliance in each relevant
jurisdiction and, upon request by a
competent authority, to establish policies
ensuring the continuous assessment of
compliance. EMIR Margin RTS, Articles 19(6)
and 19(7).

% See the Introduction regarding the on-going relevance of recitals in EU legislation post-Brexit for interpretative purposes.
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6. To what extent are third-party custodians permitted to hold counterparty collateral?

Liquidity:

Generally, margin collateral held
by third-parties or otherwise
must have a ready market and
be readily transferrable.*
Exchange Act rule 18a-3(c)(4)(i)
[17 CFR 240.18a-3(c)(4)(i)].*

Liquidity:

Counterparties shall not use assets as eligible
collateral®®where they have no access to the
market for those assets or where they are unable
to liquidate those assets in a timely manner in
case of default of the posting counterparty. EMIR
Margin RTS, Article 7(5).

The collateral arrangements must ensure that the
initial margin is freely transferable to the posting
counterparty in a timely manner on the default of
the collecting counterparty. EMIR Margin RTS,
Article 19(1)(g).

Liquidity:

The EMIR Margin RTS require that the initial margin is
freely transferable to the posting counterparty in a
timely manner on the default of the collecting
counterparty. This is comparable to the requirement
under the SEC rules that if the collateral is subject to
the dealer’s physical possession or control, it is able to
be liquidated promptly by the dealer without
intervention by any other party.

Enforceability:

The collateral must be subject to
an agreement that is legally
enforceable by the dealer

Enforceability:

Where counterparties enter into an exchange of
collateral agreement, they shall perform an
independent legal review of the enforceability of

Enforceability:

The SEC rules require that collateral be subject to an
agreement that is legally enforceable by the dealer
against counterparty and any other parties to the

41 Acceptable collateral consists of cash, securities, money market instruments, a major foreign currency, the settlement currency of the non-cleared security-based swap, or gold. The collateral cannot
consist of securities and/or money market instruments issued by the counterparty, or by a party related to the dealer, or the counterparty.
2 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8

43 Eligible collateral consists of: (a) cash in the form of money credited to an account in any currency, or similar claims for the repayment of money, such as money market deposits; (b) gold; (c) debt
securities issued by the central government of the UK or the Bank of England; (d) debt securities issued by UK regional governments or local authorities; (e) debt securities issued by UK public sector
entities; (f) debt securities issued by certain multilateral development banks; (g) debt securities issued by certain international organizations; (h) debt securities issued by third countries’ governments or
central banks, regional governments or local authorities; (i) debt securities issued by credit institutions or investment firms including bonds admitted to the register of the regulated covered bonds
maintained under Regulation 7(1)(b) of the Regulated Covered Bonds Regulations 2008 (SI 2008/346); (j) corporate bonds; (k) the most senior tranche of a securitization, as defined in Article 4(61) of
the CRR, that is not a re-securitization as defined in Article 4(63) of the CRR; (l) convertible bonds provided that they can be converted only into equities which are included in an index specified
pursuant to point (a) of Article 197(8) of the CRR; (m) equities included in an index specified pursuant to point (a) of Article 197(8) of the CRR; and (n) units or shares in UK UCITS but only if the
conditions set out in Article 5 of the EMIR Margin RTS are met.
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against counterparty and any
other parties to the agreement.
Exchange Act rule 18a-3(c)(4)(i)
[17 CFR 240.18a-3(c)(4)(i)].*

those agreements and assess this on a
continuous basis. EMIR Margin RTS, Articles 2(3)
and 2(4).

agreement. Similarly, the EMIR Margin RTS require an
independent legal review of the enforceability of
agreements governing the exchange of collateral.

SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exce

ptions to the margin requirement?

There is no obligation on the
dealer to deliver initial margin
to its counterparty but there is
no prohibition on this practice.
There are a number of targeted
exceptions to the margin
collection and delivery
requirements, addressing:

The EMIR margin requirements only apply to
uncleared OTC derivative contracts. EMIR and
the EMIR Margin RTS provide for a number of
exceptions and derogations including:

Comparability of outcomes:

Overall the exceptions to the UK’s margin
requirement achieve a comparable regulatory
outcome to the exceptions to the SEC’s margin
requirement. In particular, the regulatory outcomes
pursued under Exchange Act rule 18a-3(c)(1)(iii) and
EMIR and the EMIR Margin RTS are consistent in that
each provides certain exceptions for (i) commercial
end user/non-financial counterparty accounts, (ii)
legacy transactions entered into prior to the start date
of the applicable margin requirements, (iii) inter-
affiliate transactions, (iv) multilateral development

4 https://www.ecfr.gov/cgi-bin/text-idx?S1D=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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SEC Requirement and/or Policy UK Requirement and/or Policy Goal Summary
Goal Summary per SEC (with link
to the US rule)

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exceptions to the margin requirement?

banks, (v) sovereigns (in the case of the UK, if
sovereigns are regarded as “non-undertakings”), and
(vi) where the margin required to be transferred
and/or exposure falls below certain thresholds.

We note that the exceptions to the UK’s margin
requirement are not identical in all respects to the
exceptions to the SEC’s margin requirement and there
are certain circumstances where an exception may
apply under EMIR but would not apply under the SEC
rules (for example, the conditional exemption relating
to OTC derivatives contracts concluded by
securitization special purpose entities in connection
with certain securitizations whereby there will be (i)
no obligation for a securitization special purpose
entity to post variation margin (although it must
collect variation margin from its counterparty in cash
and return it when due), and (ii) no obligation for
either party to post or collect initial margin — although
we note that this EU exemption is not yet included in
the current UK on-shoring legislation, as it is in force
and applicable prior to IP Completion Day, we would
expect this exemption to ultimately be on-shored into
UK law). Likewise, there are exceptions under the
SEC’s rules which do not apply under EMIR (for
example, there is no obligation on the dealer to
deliver initial margin to its counterparty under the
SEC’s rules). Despite some differences in the scope of
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SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exceptions to the margin requirement?

the exceptions the two regimes are comparable from
an outcomes perspective. We note this approach is
consistent with the approach taken by the CFTC in its
Substituted Compliance Decision on Margin (as
supplemented by the subsequent remarks of
Chairman J. Christopher Giancarlo on January 19,
2018), where it found broad comparability between
the CFTC and EU margin rules in the interests of
providing “certainty to market participants” and
ensuring that “global markets are not stifled by
fragmentation, inefficiencies and higher costs”
despite certain differences in the exceptions,
including the fact that transactions with a
counterparty that is an (EU) NFC- under EU EMIR
would not be subject to the CFTC’s margin rules even
though it may be a financial end-user that would
otherwise be subject to the CFTC’s margin rules.*
Whilst the UK has now left the EU, the position in the
UK remains broadly the same.

Comparability of specific requirements:

Commercial accounts:

Dealers need not collect initial
margin, and need not collect or
deliver variation margin for

Commercial accounts:

If one or both parties is a non-financial
counterparty below the “clearing threshold”
(NFC-) or a non-UK equivalent, the EMIR variation

Commercial accounts:

This UK exception is comparable to Exchange Act rule
18a-3(c)(1)(iii)(A) [17 CFR 240.18a-3(c)(1)(iii)(A)]
because both exceptions provide that no variation

4 https://www.cftc.gov/PressRoom/Speeches Testimony/opagiancarlo34#P127 31677
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FCA Official

SEC Requirement and/or Policy

Goal Summary per SEC (with link

to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exceptions to the margin requirement?

commercial end user accounts.
Exchange Act rule 18a-
3(c)(1)(iii)(A) [17 CFR 240.18a-
3(c)(2)(iii)(A)];*

margin and initial margin requirements do not
apply. EMIR Margin RTS, Article 24.

margin or initial margin is required to be exchanged
with counterparties that are not subject to the
clearing requirement under EMIR or the Exchange Act
(as applicable).

Development banks:

Dealers need not collect initial
margin, and need not collect or
deliver variation margin for
certain multilateral
development banks, including
the Bank for International
Settlements and the European
Stability Mechanism. Exchange
Act rule 18a-3(c)(1)(iii)(E) [17
CFR 240.18a-3(c)(1)(iii)(E)1;¥

Development banks:

If one or both parties is an exempt entity set out
in Article 1(4) or Article 1(5) of EMIR (namely, (i)
the Bank of England and other public bodies in
the UK charged with or intervening in the
management of the public debt; (ii) the Bank for
International Settlements; (iii) the central banks
and public bodies charged with or intervening in
the management of the public debt in Japan,
United States of America, Australia, Canada,
Hong Kong, Mexico, Singapore and Switzerland;
(iv) certain multilateral development banks; (v)
certain public sector entities within the meaning
of Article 4(1)(8) of the CRR where they are
owned by central governments and have explicit
guarantee arrangements provided by central
governments; (vi) the European Financial Stability
Facility and the European Stability Mechanism);
(vii) the European Central Bank, the central bank
of a member state, a body in a member state

Development banks:

This UK exception is comparable to the Exchange Act
rule 18a-3(c)(1)(iii)(E) [17 CFR 240.18a-3(c)(1)(iii)(E)]
because both exceptions cover substantially the same
type of entities.

“6 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
47 https://www.ecfr.gov/cgi-bin/text-idx?S1D=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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FCA Official

SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exceptions to the margin requirement?

which performs similar functions to members of
the ESCB or a body in a member state charged
with, or intervening in, the management of public
debt; and (viii) the central bank of Iceland or of
Norway, a body in Iceland, Norway or
Liechtenstein which performs similar functions to
members of the ESCB or a body in Iceland,
Norway or Liechtenstein charged with, or
intervening in, the management of public debt),
the EMIR variation margin and initial margin
requirements do not apply.

Financial market intermediary
accounts:

Dealers need not collect initial
margin, but still need to collect
and deliver variation margin.
Exchange Act rule 18a-
3(c)(1)(iii)(B) [17 CFR 240.18a-
3(c)(2)(iii)(B)];**

Financial market intermediary accounts:

There is no such exception under EMIR.

Financial market intermediary accounts:

EMIR does not contain an exception which is
analogous to the financial market intermediary
account exception under the SEC rules and therefore
EMIR is stricter in this regard. However, we note that
under the back-to-back model of client clearing used
in the UK the transaction entered into between a
client and its clearing member is not subject to the
EMIR variation margin and initial margin
requirements because the parties thereto are
deemed to have fulfilled their clearing obligation with
respect to such contract and therefore the EMIR risk-
mitigation requirements applicable to uncleared
contracts do not apply.*

49 See General Question 2 in the ESMA Q&A on EMIR. See the Introduction regarding the on-going relevance of ESMA Q&A post-Brexit for interpretative purposes.
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SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exceptions to the margin requirement?

Affiliate accounts/intragroup
transactions:

Dealers need not collect initial
margin, but still need to collect
and deliver variation margin.
Exchange Act rule 18a-
3(c)(1)(iii)(G) [17 CFR 240.18a-
3(c)(2)(iii)(G)];*°

Affiliate accounts/intragroup transactions:

There are exemptions from the EMIR variation
margin and initial margin requirements in respect
of certain intragroup transactions. The conditions
to this exemption depend on whether the parties
are established in the UK or outside the UK and
also on the classification of the parties. EMIR,
Articles 11(5), 11(8) and 11(9), and the
transitional provisions for intragroup transactions
set out in Part 5 of the EMIR SI.

Affiliate accounts/intragroup transactions:

The SEC rules are comparable to the CFTC margin
rules in this respect (i.e. both state that initial margin
does not need to be collected but that variation
margin does need to be collected in respect of inter-
affiliate transactions). We note that, notwithstanding
differences between the EU and the CFTC margin
rules on affiliate accounts/intragroup transactions, in
the CFTC’s Substituted Compliance Decision on
Margin, the CFTC found that the treatment of inter-
affiliate transactions under the CFTC margin rules is
comparable to the treatment of inter-affiliate
transactions under EU EMIR on an outcomes basis.
Whilst the UK has now left the EU, the position in the
UK relating to inter-affiliate transactions remains
broadly the same as in the EU.

Sovereigns:

Dealers need not collect initial
margin, but still need to collect
and deliver variation margin for
accounts of sovereigns with
minimal credit risk. Exchange

Sovereigns:

Under EMIR, only “undertakings” are subject to
the margin requirements. There is no explicit
definition of the term ‘undertaking’ in EMIR.
However, the EC Q&A on EMIR provide some
guidance on the meaning of “undertaking”.>?
Consequently, the UK analysis on whether a

sovereign may benefit from an exemption from

Sovereigns:

To the extent that a sovereign is not an “undertaking”
for the purposes of EMIR the dealer will not be
required to exchange initial margin or variation
margin under the EMIR Margin RTS. Under Exchange
Act rule 18a-3(c)(1)(iii)(F) [17 CFR 240.18a-
3(c)(1)(iii)(F)] the dealer would not be required to

%0 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
52 See the Introduction regarding the on-going relevance of EC Q&A post-Brexit for interpretative purposes.
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SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exceptions to the margin requirement?

Act rule 18a-3(c)(1)(iii)(F) [17
CFR 240.18a-3(c)(1)(iii)(F)];**

margin requirements will depend on the activities
carried out by the sovereign in question and
whether it is, therefore, an undertaking. If a
sovereign is not acting as a commercial entity and
is entering into derivative contracts solely for
hedging purposes, there may be an argument
that this is the proper exercise of public authority
or powers which does not constitute economic
activity and, consequently, that the sovereign is
not an undertaking.

Article 1(5) of EMIR (as further discussed above)
may also be relevant.

collect initial margin but would be required to
exchange variation margin with such an entity.

Legacy accounts:

Dealers need not collect initial
margin, and need not collect or
deliver variation margin.
Exchange Act rule 18a-
3(c)(1)(iii)(D) [17 CFR 240.18a-
3(c)(2)(iii)(D)].**

Legacy accounts:

The EMIR Margin RTS apply to uncleared OTC
derivative contracts entered into or novated on
or after the relevant margin start date.

Initial margin requirements do not apply to
contracts concluded from January in a given year
if the AANA of either party was below EUR 8
billion for the months of March, April and May of
the previous year. EMIR Margin RTS, Article 28.

Legacy accounts:

The UK requirement is analogous to Exchange Act rule
18a-3(c)(1)(iii)(D) [17 CFR 240.18a-3(c)(1)(iii)(D)] as
both specify that dealers do not need to collect initial
margin or exchange variation margin in respect of
transactions entered into before the compliance date
of the relevant margin requirement.

Initial margin threshold:

Initial margin threshold:

Initial margin threshold:

51 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
58 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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SEC Requirement and/or Policy UK Requirement and/or Policy Goal Summary Comparability Assessment
Goal Summary per SEC (with link
to the US rule)

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exceptions to the margin requirement?

Dealers need not collect initial Counterparties may provide in their risk The UK requirement is analogous to Exchange Act rule
margin to the extent the amount | management procedures that initial margin 18a-3(c)(2)(iii)(H) [17 CFR 240.18a-3(c)(1)(iii)(H) as

of initial margin would be below | collected is reduced by an amount up to EUR 50 both set a comparable threshold (EUR 50 million and
the USD 50 million threshold but | million where neither counterparty belongs to USD 50 million respectively).

this does not impact the any group or the counterparties are part of

obligation to collect and deliver | different groups, or EUR 10 million where both We note that the SEC requirement is the same in this
variation margin. Exchange Act counterparties belong to the same group. EMIR regard as the CFTC margin rules, and the CFTC has
rule 18a-3(c)(1)(iii)(H) [17 CFR Margin RTS, Article 29(1). found that the USD 50 million threshold in the CFTC
240.18a-3(c)(1)(iii)(H)];** and margin rules is comparable with the threshold under

EU EMIR, notwithstanding the possibility that
fluctuating exchange rates may mean the EU
threshold may be greater than that under the CFTC
margin rules and vice versa. Whilst the UK has now
left the EU, the position in the UK remains the same.

Minimum transfer amounts: Minimum transfer amounts: Minimum transfer amounts:

Dealers need not collect initial Counterparties may provide in their risk The UK requirement is analogous to Exchange Act rule
margin, and need not collect or management procedures that no collateral is 18a-3(c)(1)(iii)(1) [17 CFR 240.18a-3(c)(1)(iii)(1)] as both
deliver variation margin until collected from a counterparty where the amount | ¢4t 5 comparable minimum transfer amount (EUR

the total amount of collateral due from the last collection of collateral is equal 500,000 and USD 500,000 respectively).

that needs to be collected with to or lower than the amount agreed by the

respect to the counterparty is counterparties. The minimum transfer amount We note that the SEC requirement is the same in this
greater than USD 500,000. shall not exceed EUR 500,000 or the equivalent regard as the CFTC margin rules, and the CFTC has

Exchange Act rule 18a- amount in another currency. EMIR Margin RTS, found that the USD 500,000 minimum transfer

Article 25(1). amount in the CFTC margin rules is comparable with

the minimum transfer amount under EU EMIR,
notwithstanding the possibility that fluctuating

54 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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Comparability Assessment

c. Subcategory: Margin Requirements for Nonbank Firms

7. To what extent are there exceptions to the margin requirement?

3(c)(2)(iii)(1) [17 CFR 240.18a-
3(c)()(i)(n).*

exchange rates may mean the EU minimum transfer
amount may be greater than that under the CFTC
margin rules and vice versa. Whilst the UK has now
left the EU, the position in the UK remains the same.

5 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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FCA Official

d. Subcategory: Internal Risk Management Requirements

Dealers are obligated to follow policies and procedures reasonably designed to assist them in managing the risks associated with their business

activities.

SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

d. Subcategory: Internal Risk Ma

nagement Requirements

8. To what extent are firms required to implement internal risk management contro

Is?

Firms must “establish robust and
professional risk management
systems adequate for managing
[their] day-to-day business.”
Exchange Act section 15F(j)(2)
[15 U.S.C. 780-10(j)(2)].%¢

Firms are generally required, as
part of their supervisory systems,
to establish, maintain and
enforce written policies and
procedures addressing the
obligations to, inter alia, monitor
trading, establish a day-to-day
business risk management
system, disclose trading
information to the SEC, establish
internal recordkeeping systems,
and implement systems to
safeguard against conflicts of
interest. Exchange Act rule 15Fh-

Threshold Conditions

The Threshold Conditions require:

(a) a Dual Regulated Firm to conduct its business
in a prudent manner and to have appropriate
non-financial resources. A Dual-Regulated Firm
must be willing and able to value its assets and
liabilities appropriately; have resources to
identify, monitor, measure and take action to
remove or reduce risks to its safety and
soundness and the accuracy of its valuation of its
assets and liabilities; ensure that its business is
managed to a reasonable standard of
effectiveness competition (as appropriate to the
particular UK Firm, and accounting for its group
context). Threshold Conditions at paragraph 5D.

(b) a Dual-Regulated Firm to have appropriate
non-financial resources in relation to the
regulated activities that it carries on and the
FCA’s objectives in respect of consumer
protection, integrity and competition (as

Comparability of outcomes:

The UK requirements to implement internal risk
management controls provide a similar regulatory
outcome to the SEC requirements for risk
management controls. In particular, the regulatory
outcomes pursued under Exchange Act section
15F(j)(2) and the UK requirements are consistent in
that each require Investment Firms to establish robust
internal risk management systems to manage risks
associated with their business activities.

While we believe that the SEC as a market regulator
regulating derivatives activity should find the directly
equivalent UK requirements alone sufficient, we have,
for background, also listed additional risk
management requirements relevant UK regulated
entities are subject to, as they contribute to the
regulatory landscape on the topic of risk
management.

While the SEC Guidance does not require that the UK
have analogues to every requirement under SEC rules

% https://www.govinfo.gov/content/pkg/USCODE

-2010-title15/pdf/USCODE-2010-title15-chap2B-sec780-10.pdf

61



https://www.govinfo.gov/content/pkg/USCODE-2010-title15/pdf/USCODE-2010-title15-chap2B-sec78o-10.pdf

FCA Official

SEC Requirement and/or Policy
Goal Summary per SEC (with link
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UK Requirement and/or Policy Goal Summary

Comparability Assessment

d. Subcategory: Internal Risk Ma

nagement Requirements

8. To what extent are firms required to implement internal risk management contro

Is?

3(h)(2)(iii)(1) [17 CFR 240.15Fh-
3(h)(2)(ii) (11>

The capital rule for nonbank
firms imposes a requirement
that firms comply with a
separate rule related to internal
risk management control
systems that requires firms to
establish, document, and
maintain a system of internal
risk management controls to
assist them in managing the
risks associated with their
business activities. Exchange Act
rule 18a-1(f) [17 CFR 240.18a-
1(f)).%8

Firms must comply with
Exchange Act rule 15c3-4 [17
CFR 240.15¢3-4]*° as if they were
an OTC derivatives dealer, with
the exclusion of select
provisions. Dealers must comply

appropriate to the particular UK Firm, and
accounting for its group context).®* Threshold
Conditions at paragraph 3C and sections 1B — 1D
FSMA.

(c) a Solo-Regulated Firm to have appropriate
resources (which includes non-financial
resources) in relation to the regulated activities
that it carries on (as appropriate to the particular
UK Firm, and accounting for its group context).5?
Threshold Conditions at paragraph 2D.

PRA Fundamental Rules and FCA Principles

A UK Firm must take reasonable care to organise
and control its affairs responsibly and effectively,
with adequate risk management systems. FCA
PRIN 2.1.1.R(3).

A Dual-Regulated Firm must have effective risk
strategies and risk management systems. PRA
Fundamental Rule 5.

MiFID

in order to be deemed comparable, we note the
comparability of specific UK requirements below for
completeness.

Comparability of specific requirements:

The below UK requirements are, when taken
together, comparable to analogous SEC requirements
in the following ways:

e Policies and procedures. Article 23 MiFID Org
Reg. requires Investment Firms to establish and
maintain policies and procedures to identify risk,
set risk tolerance levels, and monitor the
effectiveness of such policies and procedures and
address deficiencies in them, while Article 23(2)
MiFID Org Reg. requires an independent risk
management function to be established to
implement risk management policies and
procedures. Counterparties are required to
establish a thorough and dynamic internal
governance processes to assess the
appropriateness of the initial margin model on a
continuous basis and document associated risk

57 https://www.ecfr.gov/cgi-bin/text-idx?SID=9b882404cd3calbbabc9db86a0458e48 &mc=true&node=se17.4.240_115fh_63&rgn=div8

%8 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337& mc=true&node=sg17.4.240_117ad_622.sg51&rgn=div7
% https://www.govinfo.gov/content/pkg/CFR-2011-title17-vol3/pdf/CFR-2011-title17-vol3-sec240-15¢3-4.pdf

6 Guidance on how these Threshold Conditions are applied in practice by the FCA is set out in FCA COND 2.4.

62 Guidance on how these Threshold Conditions are applied in practice by the FCA is set out in FCA COND 2.4.
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Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

d. Subcategory: Internal Risk Ma

nagement Requirements

8. To what extent are firms required to implement internal risk management contro

Is?

with rule 15¢3-4 with respect to
all of their business activities.

The margin rule requires that
dealers must monitor the risk of
each account and establish,
maintain and document
procedures and guidelines for
monitoring the risk of accounts
as part of their required risk
management and control
systems. The rule specifies
minimum requirements for
associated policies and
procedures including, inter alia,
requirements related to the
review or monitoring of financial
information, counterparty credit
limits and credit risk exposure,
the use of stress tests,
determinations regarding the
need to collect collateral, and
the maintenance of sufficient
equity in each counterparty
account. Exchange Act rule 18a-
3(e) [17 CFR 240.18a-3(e)].*°

An Investment Firm must establish, implement
and maintain adequate risk management policies
and procedures that identify the risks relating to
the Investment Firm's activities, processes and
systems and, where appropriate, set the level of
risk tolerated by the Investment Firm. The
requirement goes beyond this to encompass
monitoring the effectiveness and adequacy of the
Investment Firm's risk management policies and
procedures, together with the level of
compliance by the Investment Firm and its
personnel with the arrangements, processes and
mechanisms adopted and the adequacy and
effectiveness of measures taken to address
deficiencies in them. Article 23 MiFID Org Reg.

A specific risk management function is required
where appropriate and proportionate that must:
(i) operate independently, (ii) implement the
Investment Firm's risk management policies and
procedures, and (iii) provide required reports and
advice to senior management. Article 23(2) MiFID
Org Reg.

Investment Firms must have sound
administrative and accounting procedures,

internal control mechanisms, effective

management procedures under RTS, Articles 1,
18(2) and 18(3). FCA SYSC 4.1.1R, PRA General
Organisational Requirements Rule 2.1 require CRR
Firms to establish robust internal risk
management systems, including internal
administrative and accounting procedures. FCA
SYSC 7.1.4R requires management bodies of CRR
Firms to review and approve internal risk
management strategies and policies. FCA SYSC
7.1.18R(1), PRA Risk Control Rule 3.1(1) requires
CRR Firms that are sufficiently large and complex
to establish a risk committee which we would
expect to encompass most dealers. The FCA and
the PRA Rules (FCA SYSC 4.1.1R, PRA General
Organisational Requirements Rule 2.1) require
Investment Firms to establish robust internal risk
management assessment procedures. These
requirements are consistent with the policy and
procedure requirements set forth in Exchange Act
rule 15Fh-3(h)(2)(iii)(1).

Internal risk management systems. The
Threshold Conditions require UK Firms to have
adequate non-financial resources, which will
include risk management systems and suitable
staff to operate these systems. Dual-Regulated
Firms are additionally required to conduct their

8 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
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8. To what extent are firms required to implement internal risk management contro

Is?

procedures for risk assessment, and effective
control and safeguard arrangements for
information processing systems. FCA SYSC 4.1.1R,
PRA General Organisational Requirements Rule
2.1.

EMIR Margin RTS

Counterparties must establish, apply and
document risk management procedures for the
exchange of collateral for non-centrally cleared
OTC derivative contracts. EMIR Margin RTS,
Article 2(1).

The risk management procedures must include
procedures providing for or specifying the
following: (a) the eligibility of collateral for non-
centrally cleared OTC derivative contracts in
accordance with Section 2 of Chapter 1 of the
EMIR Margin RTS; (b) the calculation and
collection of margins for non-centrally cleared
OTC derivative contracts in accordance with
Section 3 of Chapter 1 of the EMIR Margin RTS;
(c) the management and segregation of collateral
for non-centrally cleared OTC derivative contracts
in accordance with Section 5 of Chapter 1 of the
EMIR Margin RTS; (d) the calculation of the
adjusted value of collateral in accordance with
Section 6 of Chapter 1 of the EMIR Margin RTS;

business in a prudent manner and to meet
specific requirements regarding risk management.
The FCA and the PRA Rules (FCA SYSC 4.1.1R, PRA
General Organisational Requirements Rule 2.1)
require Investment Firms to establish robust
internal risk management assessment procedures.
Article 23 MIFID Org Reg. requires Investment
Firms to establish and maintain policies and
procedures to identify risk, set risk tolerance
levels, and monitor the effectiveness of such
policies and procedures and address deficiencies
in them, while Article 23(2) MiFID Org Reg.
requires an independent risk management
function be established to implement risk
management policies and procedures. These
requirements are comparable to the internal risk
management requirements set forth in Exchange
Act rules 15c¢3-4, 15F(j)(2) and 18a-1(f).
Furthermore, FCA SYSC 4.1.1R, PRA General
Organisational Requirements Rule 2.1 require CRR
Firms to establish robust internal risk
management systems, including internal
administrative and accounting procedures. FCA
SYSC 7.1.4R and PRA Risk Control Rule 2.3 require
management bodies of CRR Firms to review and
approve internal risk management strategies and
policies. FCA SYSC 7.1.18R(1), PRA Risk Control
Rule 3.1(1) require CRR Firms that are sufficiently
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(e) the exchange of information between
counterparties and the authorisation and
recording of any exceptions to the risk
management procedures; (f) the reporting of the
exceptions in Chapter Il of the EMIR Margin RTS
to senior management; (g) the terms of all
necessary agreements to be entered into by
counterparties before the time in which a non-
centrally cleared OTC derivative contract is
concluded, including the terms of the netting
agreement and the terms of the exchange of
collateral agreement in accordance with Article 3
of the EMIR Margin RTS; (h) the periodic
verification of the liquidity of the collateral to be
exchanged; (i) the timely re-appropriation of the
collateral in the event of default by the posting
counterparty from the collecting counterparty;
and (j) the regular monitoring of the exposures
arising from OTC derivative contracts that are
intragroup transactions and the timely
settlement of the obligations resulting from those
contracts. EMIR Margin RTS, Article 2(2).

Risk management procedures must be tested,
reviewed and updated as necessary and at least
annually. EMIR Margin RTS, Article 2(5).

Upon request, counterparties using initial margin
models shall provide the competent authorities

large and complex, which we would expect to
encompass most dealers, to establish a risk
committee.

Managing account risk. CRR Firms are obliged by
FCA IFPRU 2.2.18R(1), PRA Internal Capital
Adequacy Assessment Rule 4.2 to monitor the risk
of accounts as part of their assessment of the
credit risk of exposures. More specifically:

Article 103 and 103(b)(ii) CRR require CRR Firms
to have policies and procedures for the active
management of trading book positions, which
must include the monitoring of position limits for
such positions.

- Account risk is also managed by stress
testing of exposures when using models
for the purpose of credit risk, CCR, market
risk, as well as for exposures to CCPs and
credit risk concentrations, including in
relation to the realizable value of any
collateral taken.

- The EMIR Margin RTS requires an account
level review to be taken in the calculation,
collection and adjustment of the value of
collateral for non-centrally cleared OTC
derivative contracts and the management
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with any documentation relating to the risk
management procedures regarding the
calculation and collection of margins for non-
centrally cleared OTC derivative contracts at any
time. EMIR Margin RTS, Article 2(6).

Counterparties shall establish an internal
governance process to assess the
appropriateness of the initial margin model on a
continuous basis, including all of the following:
(a) an initial validation of the model by suitably
qualified persons who are independent from the
persons developing the model; (b) a follow up
validation whenever a significant change is made
to the initial margin model and at least annually;
and (c) a regular audit process to assess the
following: (i) the integrity and reliability of the
data sources; (ii) the management information
system used to run the model; (iii) the accuracy
and completeness of data used; and (iv) the
accuracy and appropriateness of volatility and
correlation assumptions. EMIR Margin RTS,
Article 18(1).

The documentation of the risk management
procedures relating to the initial margin model
needs to meet all of the following conditions: (a)
it shall allow a knowledgeable third-party to
understand the design and operational detail of

and segregation of collateral for such
contracts.

Taken together these requirements are comparable to
the account risk requirements set forth in Exchange
Act rule 18a-3(e).
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the initial margin model, (b) it shall contain the
key assumptions and the limitations of the initial
margin model, and (c) it shall define the
circumstances under which the assumptions of
the initial margin model are no longer valid. EMIR
Margin RTS, Article 18(2).

Counterparties must document all changes to the
initial margin model. That documentation shall
also detail the results of the validations carried
out after those changes. EMIR Margin RTS, Article
18(3).

The risk management procedures referred to in
Article 2(1) of the EMIR Margin RTS (i) ensure
that the performance of an initial margin model is
monitored on a continuous basis including by
back-testing the model at least every three
months; (ii) outline the methodologies used for
undertaking back-testing, including statistical
tests of performance; (iii) describe what results of
the back-testing would lead to a model change,
recalibration or other remediation action; and (iv)
ensure that counterparties retain records of the
results of the back-testing. EMIR Margin RTS,
Article 14.

EMIR risk mitigation (other than margin)

67




FCA Official

SEC Requirement and/or Policy
Goal Summary per SEC (with link
to the US rule)

UK Requirement and/or Policy Goal Summary

Comparability Assessment

d. Subcategory: Internal Risk Ma

nagement Requirements

8. To what extent are firms required to implement internal risk management contro

Is?

See below discussion (in section 1(e) and (1)(f)) of
risk mitigation techniques set out in RTS
149/2013.

CRR & FCA, PRA Rules

The management body of a CRR Firm must
approve and periodically review the strategies
and policies for taking up, managing, monitoring
and mitigating the risks the entity is or might be
exposed to, including those posed by the
macroeconomic environment in which it operates
in relation to the status of the business cycle. FCA
SYSC 7.1.4R and PRA Risk Control Rule 2.3.

CRR Firms are required to have robust
governance arrangements, which include a clear
organisational structure with well-defined,
transparent and consistent lines of responsibility,
effective processes to identify, manage, monitor
and report the risks it is or might be exposed to,
and adequate internal control mechanisms,
including sound administrative and accounting
procedures. FCA SYSC 4.1.1R, PRA General
Organisational Requirements Rule 2.1.

CRR Firms must have in place clearly defined
policies and procedures for the active
management of trading book positions and must
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set and monitor position limits for trading book
positions. Article 103 and 103(b)(ii) CRR.

CRR Firms that are significant in terms of size,
internal organisation and nature, scope and
complexity of their activities must establish a risk
committee composed of members of the
management body who do not perform any
executive function in the entity concerned. FCA
SYSC 7.1.18R(1), PRA Risk Control Rule 3.1(1).

CRR Firms must have internal methodologies that
enable them to assess the credit risk of
exposures. FCA IFPRU 2.2.18R(1), PRA Internal
Capital Adequacy Assessment Rule 4.2.

CRR Firms must revalue their trading book
positions at least daily. Article 105(3) CRR.

CRR Firms must conduct stress testing on their
exposures when using models for the purpose of
credit risk, CCR, market risk, as well as for their
exposures to CCPs and credit-risk concentrations,
including in relation to the realisable value of any
collateral taken. Articles 177, 286(8), 290, 302,
369, 376 and 401 CRR.
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nternal controls required to address?

The capital rules related to
internal risk management
control systems are meant to
address risks associated with
their business activities,
including market, credit,
leverage, liquidity, legal, and
operational risks. Exchange Act
rule 18a-1(f) [17 CFR 240.18a-
1(f)).%3

The margin rules are meant to
address risks associated with the
review or monitoring of financial
information, counterparty credit
limits and credit risk exposure,
the use of stress tests,
determinations regarding the
need to collect collateral, and
the maintenance of sufficient
equity in each counterparty
account. Exchange Act rule 18a-
3(e) [17 CFR 240.18a-3(e)].%*

MiFID

Investment Firms must establish, implement and
maintain adequate risk management policies and
procedures that identify the risks relating to the
Investment Firm's activities, processes and
systems and, where appropriate, set the level of
risk tolerated by the Investment Firm. Article
23(1) MiFID Org Reg.

EMIR

Margin: The EMIR Margin RTS are intended to
protect counterparties from the risk of a
potential default of the other counterparty. EU
EMIR Margin RTS, Recital (3).%°

FCA & PRA Rules

An Investment Firm’s risk management strategy
will, amongst other things, be required to cover:
credit and counterparty risk, residual risk,

interest rate risk, operational risk, liquidity risk,
risk of excessive leverage, etc. FCA IFPRU 2.2.17R

concentration risk, securitisation risk, market risk,

Comparability of outcomes:

The UK's risk management requirements provide for
similar outcomes with respect to the types of risks
that must be managed as the SEC's risk management
requirements. In particular, the regulatory outcomes
pursued under Exchange Act rules 18a-1(f) and 18a-
3(e) and MiFID Org Reg, EMIR, the relevant FCA and
PRA Rules are consistent in that each requires
Investment Firms to ensure that their internal risk
management structures address all varieties of risk.

While the SEC Guidance does not require that the UK
have analogues to every requirement under SEC rules
in order to be deemed comparable, we note the
comparability of specific requirements below for
completeness.

Comparability of specific requirements:

The below UK requirements are, when taken
together, comparable to analogous SEC requirements
in the following ways:

8 https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=sg17.4.240_117ad_622.sg51&rgn=div7
& https://www.ecfr.gov/cgi-bin/text-idx?SID=f21356649423aa2f17ac838f9928d337&mc=true&node=se17.4.240_118a_63&rgn=div8
8 See the Introduction regarding the on-going relevance of recitals in EU legislation post-Brexit for interpretative purposes.
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nternal controls required to address?

—2.2.35R, PRA Internal Capital Adequacy
Assessment Rules 4-11.

Risks addressed. Article 23(1) MiFID Org Reg.
requires Investment Firms to establish risk
management policies and procedures addressing
risks relating to an Investment Firm’s activities,
processes and systems. FCA IFPRU 2.2.17R-
2.2.35R and PRA Internal Capital Adequacy
Assessment Rules 4-11 require Investment Firms
to implement risk management strategies to
address, inter alia, credit and counterparty risk,
residual risk, concentration risk, securitization
risk, market risk, interest rate risk, operational
risk, liquidity risk and risk of excessive leverage.
These requirements are consistent with the risks
addressed in Exchange Act rules 18a-1(f) and 18a-
3(e).
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Comparability Assessment

e. Subcategory: Trade Acknowledgement and Verification Requirements

10. To what extent are transactions subject to trade acknowledgment, confirmation, or similar requirements that provide for the creation of
definitive written records of the transaction?

The trade acknowledgment rules
apply to any transaction in which
a firm “purchases from or sells to
any counterparty a security-
based swap.” Exchange Act rule
15Fi-2(a) [17 CFR 240.15Fi-
2(a)].%¢

MIiFID requirements & FCA Rules

An Investment Firm that has carried out an order
on behalf of a client (including by executing an
order as principal with its client) must promptly
provide the client, in a durable medium, with the
essential information concerning the execution of
that order and send a notice to the clientin a
durable medium confirming execution of the
order. In addition, Investment Firms must supply
the client, on request, with information about the
status of its order. FCA COBS 16A.2.1R, COBS
16A.3.1UK and Article 59 MiFID Org Reg.

EMIR: timely confirmation

FCs and NFCs are required to confirm the terms
of each uncleared OTC derivative contract in a
timely manner and by electronic means where
available. EMIR, Article 11(1)(a).

Comparability of outcomes:

The timely confirmation requirement under EMIR,
MiFID Org Reg and the FCA Rules requirements provide
a comparable regulatory outcome to the SEC trade
acknowledgement and confirmation requirements. In
particular, the regulatory outcomes pursued under the
Exchange Act rule 15Fi-2(a) and Article 11(1)(a) of EMIR
and the FCA Rules are consistent, in that each requires
the timely confirmation of relevant details of a trade in
order to promote effective risk management and
minimize legal and operational risks.

In the CFTC Substituted Compliance Decision on
Transaction-Level Requirements, the CFTC found that
the EU EMIR timely confirmation requirements were
“[glenerally identical in intent”, as well “comparable
to and as comprehensive as the swap transaction
confirmation requirements of Commission regulation
23.501”. Whilst the UK has now left the EU, the
position in the UK remains the same.

8 https://www.ecfr.gov/cgi-bin/text-idx?SID=9h882404cd3calbbabc9db86a0458e48&mc=true&node=se17.4.240_115fi_62&rgn=div8
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transaction terms?

11. To what extent are transactions further subject to verification or similar requirements intended to identify disagreements regarding

A firm must verify®” the accuracy
of, or dispute with the
counterparty, the terms of the
trade acknowledgment.
Exchange Act rule 15Fi-2(d)(2)
[17 CFR 240.15Fi-2(d)(2)].%8

The trade verification
requirement applies to security-
based swap transactions for
which a firm has received a trade
acknowledgment (subject to
certain exceptions). Exchange Act
rule 15Fi-2(d)(2) [17 CFR
240.15Fi-2(d)(2)].%°

EMIR

Both counterparties to an uncleared OTC
derivative transaction are equally subject to the
timely confirmation obligation described in
question 1 of section 1(e). EMIR, Article 11(1)(a).

Comparability of outcomes:

Although the timely confirmation requirements under
EMIR apply in a different manner to the SEC’s
transaction verification requirements, the risk
management objectives pursued under Exchange Act
rule 15Fi-2(d)(2) and Article 11(1)(a) of EMIR are
consistent and comparable, in that each regulation is
designed to ensure that both parties to a transaction
are informed of, and agree upon, all terms of that
transaction in writing and in a timely manner following
execution. The SEC requirement with respect to timely
confirmation is substantially the same as the CFTC
requirement and the CFTC noted in the CFTC
Substituted Compliance Decision on Transaction-Level
Requirements that “the trade confirmation
requirements of th