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China—The New Netting Jurisdiction

By Chin-Chong Liew, partner, Simon Zhang, managing associate and Zhou Ying, associate, af Linklaters in Hong Kong.

Market practitioners have long looked forward to the enforceability of close-out netting for over-the-
counter derivative transactions under the International Swaps and Derivatives Assoclation master

agreement in China.

This key milastone has finally been reached following a judicial
intarpretation issued by the Supreme People’s Court in
Sapiember last year. It is now clear that posi-insolvency close-out
can take place {albeit before acceplance of a bankrupicy petition by
tha Paople’s Court) and post-insolvency netfing can be achisved by
the assertion of the creditor’s right fo set off.

Background

Whera neither party is insclvent, the enforceability of the close-out
neiting provisions in the ISDA master agreamant is not genarally
controversial. This is because the choice of govarning law (typically
English or Mew York law) is recognised undar the conflicts of laws
rules in most jurisdictions, including China, and clese-out natting
will be enforceable as a matier of coniract law.

Howevar, whera a party has become inschvent, the enforcaability
of close-out netting against such countarparty become subjact to
mandatory insolvency requiremants, and it bacomeas necessary to
determine whethear the righis to close-out and net ara affected. In
Chima, the Enterprize Bankruptcy Law is tha primary law governing
insclvency proceedings.

Close-out netting provisions comprisa, firstly, the right to closa-out
{or terminaie) fransactions and, secondly, the right to nat the values
of all terminated transactions o come up with a single net amount
which will be payable by ona party to the othar. Each of thase steps
is to be considered separataly under China’s bankruptcy law.

The Right To Net

Az thara is no saparate legal concept of netting in China, any
proposad post-insolvency netting would need to be recognised under
the concept of sat off. Proviously, under the old China bankruptcy law
{trial implemantation - 1986}, a craditor was reguired to “apply” to the
liguidation committea in order to set off mutual obligations batweaen
the bankrupt debior and the craditor. Whila the new bankrupicy law
removad the reguiremant to “apply” and instead allowad a creditor to
“assert” its right to set off, uncertainty still remained as to wheathear any
such assertion operated as a self-help remedy, or was sfill subject to
the approval of, or acceptance by, the banknuptcy administrator.

This lingering uncartainty has bean removed by tha SPC
interpretation. The SPC intarpratation clarifies that tha right of set
off is affective upon receipt of a sat off notice from the creditor by
the administrator. The administrator is not required to take any

positive actions for the right of sat off to be effective. Whils the
administrator is able to challenge such right of set off, any such
challenge may only be made during a limited pericd and based

on limited grownds. Accordingly, it is now clear that a creditor only
neads to assart the right of set off and such creditor's right of set off
operates as a self-help remedy.

The Right To Close-0Out: Time Window For Exercising
The Right To Close-Out.

Undar the bankruptcy law, after the commencemant of bankrupicy
proceadings, the administrator is entitled to choosa whather to
tarminate or continue parforming a contract within 80 days (or 30
days, if requestad by tha ralevant craditor). As a statutory right
under the bankruptcy law, the moratorium right of the administrator
prevails over the non-defaulting pariy's contractual right to close-
out under an ISDA mastar agreament.

Howevar, unlike cartain jurisdiciions, the moratoium right of the
administrator commencas from the acceptance (and not the filing) of
A bankruptcy patition with a court. This means that thera is a “tima
window” during which the right o close-out may be exercised (i.a. the
paricd prior to tha acceptance of a petition), and the key issue is to
ansura that the right fo close-out is exarcised during such time window.

Designation Of Early Termination Date

This raises tha guestion as to whether the non-defaulting party will
have sufficiant time to designate an eary termination date under
the ISDA master agreament falling prior to the acceptance of tha
petition by the court.

Generally spaaking, there should be sufficient tima, althocugh
this will depend on the facts. For exampla, even whare a petition
has already been filed, pursuant to the bankrupicy law, thera are up
to 37 calendar days (in the case of creditor-initiated petition) or 30
calendar days (in the case of dabtor-initiated petition) betwean the
filing and the accaptance of the petition.

Im addition, tha bankmuptcy evant of default in the ISDA mastar
agreament {which gives rise to the right to close-out) can be
triggerad even prior to tha time the pelition is filed. For example, a
bankrupécy event of default may ba constituted by an action taken
to obtain a shareholder's resolution or the relevant regulator's
approval to bankrupt the company. As long as the non-defaulting
party is aware of the circumstances triggering tha bankruptcy evant
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of default, it can designate an eary tarmination data. One concearn
i= that a court is not requirad to give notice to the insolvent entity’s
creditors unfil it accepts the petition. Monetheless, a petition filed
against a major financial institution is typically reported across
the newspapers, and the non-defaulting party should have the
information it needs in time for itto close out the transactions.

number of other ISDA jurisdictions, including Garmany, Switzerdand,
Japan and South Korea. In particular, the Korean netting opinion
suggests using AET to terminate and set off transactions before the
commeancemeant of cartain corporate recrganization procaading,
after which a courtarparty would not have the right to set off
against the Koraan entity subjact to the recrganization procaeding.
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Favorable Attitudes From
The Courts and Regulators
Particulady comforting is the fact that the
courts and the relevant financial regulators
in China have been taking a positive
and encouraging attitude towards the
enforcaability of close-out netting.
Recantly, the SPC has explicitly required
the courts to respect the validity of contracts
ralating to innovative financial business
twhich should include arrangements such
as close-out netting). In the landmark
F;?"" insolvency of Guangdong International
Trust & Investment Co., the application of
AET under the 1987 ISDA Agreament was

Automatic Early Termination

To address concernsthat a party is not aware of tha imminant
insolvency or the filing of bankruptey petition of its counterparty, it
wiould be advisable to provide for automatic early tarmination in the
|S0A master agreament. If, for example, the AET provision weara to
state that AET shall occur at the time a petition is filed, the close-out
wiould occur upon the filing of the petition prior to the commencament
of the moratorium whean the petition is accepted by the court.

In certain jurisdictions, AET clauses are drafted to have
retrospective effect in that upon the occumance of an event, say
the filing of a bankruptey petition, the closs-out shall be deemed to
have occurred immediately prior to such filing. Such retrospective
effect might invite scrutiny from the courts on the basis that itis
artificial in nature. In China, howewver, there is no nead for the
AET clausa to have retrospective effect and a close-out can take
place upon the making of the petition (so long as it is before the
accaptance of the petition by the court).

The quastion does arise as to whethear an AET clausa (even
without retrospective effect) would be struck down as an attempt to
circumvent the moratorium right of the administrator. This should not
bethe case since the non-defaulting party is always able to exarcise
its closa-out right after tha filing of the patition, so long as itis prior to
the acceptance of the petiion by the count. An AET clause, which is
triggerad upon filing of the petition, but befora the acceptance of the
petiion by the court, simply dispensas with the requirement for the
non-defaulting party to "physically” izsue a termination notice,

Readars may wish to note that AET is recommeanded across a

honourad and not challenged by the court.
Moreower, itis a judicial practice and also an exprass

raquirement from the SPC that the courts must seek the opinion of
the ralevant financial regulator when it comes to innovative financial
products, and closs-out netting has been blessad by most financial
regulators. For example, Liu Mingkang, the formear chaiman
of the China Banking Regulatory Commission, has called for
legal clarification to ensure the enforceability of close-out netting.
Closa-out netting has also been infreduced in many of China’s own
master agreements, such as the MNational Association of Financial
Market Instifutional Investors derivative master agreements and
the Securitias Association of China derivatives mastar agreamant,
publication of which have bean approved by the People’s Bank of
China, China Securities Regulatory Commission and the State
Administration of Foreign Exchanges.

Conclusion
In light of the above, there is now clear legal and regulatory support
for post-insolvancy close-out netting in China. Close-out is possible
as long as it occurs prior to the acceptance of a bankruptey petition
by the court, and netting is possible as long as the relevant creditor
asserts sot off against the administrator.

Theare may vet be further developmants in this area. We
note, for exampla, that the State Council Legislative Affairs
Office together with the CERC and PBOC are currently drafting
bankruptey regulations for banks and other financial institutions.
Market participants should cortinue to lobby for close-out netting to
prevail even after acceptance of bankruptcy petition by the court.
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