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OVERVIEW
Typical types of transactions
Other than transactions between dealers, what are the most typical types of over-the-counter 
(OTC) equity derivatives transactions and what are the common uses of these transactions?

The OTC equity derivatives transactions that we have seen most frequently over the past two to three years (other than
between dealers) include:

margin loans used to finance or leverage shareholdings (this is often used by British Virgin Islands companies in
respect of shares in Cayman Islands companies);
zero strike call options, prepaid forward transactions or share loans between an issuer and an underwriter or its
affiliates to facilitate the hedging by investors of, or mitigate dilution by, the issuer’s convertible debt;
call spreads used by the issuer to raise the effective strike price of its convertible debt;
prepaid forward contracts to monetise shareholdings; and
total return swaps to provide the swap buyer with investment exposure to the underlying shares.

 

Our responses focus on shares issued by Cayman Islands companies, but not those companies listed on the Cayman
Islands Stock Exchange (CSX), irrespective of whether the shares are also listed and traded on a stock exchange in
another jurisdiction. It is not typical to see OTC equity derivatives transactions written over shares that are listed on the
CSX. At the time of writing, five companies have shares listed in the equity section of the Official List of the CSX.
Accordingly, the Listing Rules of the CSX or any other rules, regulations or codes issued by the CSX, are not considered
in this chapter.

Borrowing and selling shares
May market participants borrow shares and sell them short in the local market? If so, what rules 
govern short selling?

As a matter of Cayman Islands law, it is permissible for Cayman entities to borrow shares and sell them short in the
local market. There are no rules in the Cayman Islands that govern short selling.

Applicable laws and regulations for dealers
Describe the primary laws and regulations surrounding OTC equity derivatives transactions 
between dealers. What regulatory authorities are primarily responsible for administering those 
rules?

In general, the Securities Investment Business Law (2020 Revision) of the Cayman Islands (SIBL), which is
administered by the Cayman Islands Monetary Authority, provides for the regulation and licensing of any company,
foreign company or partnership incorporated, established or registered in the Cayman Islands that carries on securities
investment business or any entity that has a place of business established in the Cayman Islands through which
securities investment business is carried out. The term ‘securities’ is widely defined as shares, partnership interests,
trust units, debt instruments, warrants, options, futures and contracts for differences, and includes OTC equity
derivatives. However, OTC equity derivatives transactions between dealers are excluded from the scope of SIBL. 
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SIBL specifically provides that the activities of a person dealing in securities as principal for their own account should
not constitute securities investment business under SIBL, provided that they do not solicit members of the public to
deal in securities nor hold themselves out as willing to deal in securities at prices determined by them generally and
continuously or as engaging in the business of underwriting securities.

Entities
In addition to dealers, what types of entities may enter into OTC equity derivatives transactions?

Cayman Islands law does not restrict the types of entities that may enter into OTC equity derivative transactions.

Applicable laws and regulations for eligible counterparties
Describe the primary laws and regulations surrounding OTC equity derivatives transactions 
between a dealer and an eligible counterparty that is not the issuer of the underlying shares or an 
affiliate of the issuer? What regulatory authorities are primarily responsible for administering 
those rules?

There are no laws or regulations in the Cayman Islands that specifically regulate OTC equity derivatives transactions
between a dealer and an eligible counterparty that is not the issuer of the underlying shares or an affiliate of the issuer.
There is no regulatory authority specifically responsible for the regulation of such transactions.

EU regulations and directives, such as the Markets in Financial Instruments Directive (MiFID), do not apply in the
Cayman Islands. The Cayman Islands does not have a concept of ‘eligible counterparty’ such as that which applies
under the MiFID.

Securities registration issues
Do securities registration issues arise if the issuer of the underlying shares or an affiliate of the 
issuer sells the issuer’s shares via an OTC equity derivative?

There are no securities registration requirements under Cayman Islands law applicable to issuers or their affiliates who
sell the issuer’s shares via an OTC equity derivative. 

A Cayman Islands exempted company that is not listed on the CSX is prohibited from making any invitation to the
public in the Cayman Islands to subscribe for any of its securities.

Repurchasing shares
May issuers repurchase their shares directly or via a derivative?

The Companies Law (2020 Revision) of the Cayman Islands (the Companies Law) permits a Cayman Islands company
limited by shares or by guarantee and with a share capital, if authorised by its articles of association, to purchase its
own shares, subject to certain restrictions to protect creditors and shareholders. A company may not purchase any of
its shares that are not fully paid or if, as a result of the repurchase, it would no longer have any shares in issue other
than treasury shares. 

A company’s purchase of its own shares must be in the manner and on the terms authorised by its articles of
association or by a shareholder resolution (if the articles are silent on manner and terms) or, if the board of directors is
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authorised by the articles or a shareholder resolution to do so, in the manner and on terms determined by the board of
directors.

Under the Companies Law, payments by a company to purchase its shares may only be made from its profits, the
proceeds of a fresh issue of shares, the share premium account or out of capital. If a payment is made from the
company’s share premium account or out of its capital, a statutory solvency test must be satisfied, such that
immediately following the date of the payment the company must be able to pay its debts as they fall due in the
ordinary course of business. There are significant criminal penalties for knowingly or wilfully making payments out the
share premium account or capital in breach of this solvency test.

Although the Companies Law does not lay down a solvency test for payments out of profits, the view is held that the
fiduciary duties owed to the company by its directors (including acting in the company’s best interests and not acting
imprudently) mean that in the context of a share repurchase out of profits, the company’s directors must be able to
conclude reasonably that, following the payment for the shares, the company would be able to continue to meet its
debts as they fall due. 

More generally, the issuer’s directors will also need to be confident that any share repurchase and its terms are in the
best interests of the company.

The Cayman Islands does not specifically prohibit a company from giving financial assistance for the purchase of its
shares. However, under the common law’s maintenance of capital rule, a transaction whereby a company returns
capital to its shareholders in whatever form and under whatever label, and whether directly or indirectly, cannot be
ratified by the shareholders and is void unless it has been sanctioned by the courts or by statute. In assessing whether
there has been an unlawful return of capital, the courts will focus on the substance over the form of a transaction.

Where a company redeems or repurchases any of its shares, such activity does not constitute the carrying on of
securities investment business under SIBL and, therefore, does not require registration under SIBL.  

Provided that the shares are not listed on the CSX, a purchase by a Cayman Islands company of its own shares would
not be subject to any Cayman Islands laws or regulations directed to addressing market manipulation.

Risk
What types of risks do dealers face in the event of a bankruptcy or insolvency of the 
counterparty? Do any special bankruptcy or insolvency rules apply if the counterparty is the 
issuer or an affiliate of the issuer?

Cayman Islands counterparty insolvency risks

A particular feature of the official liquidation process in the Cayman Islands can lead to uncertainty for those facing a
Cayman Islands counterparty in an insolvency scenario. Official liquidation of a Cayman Islands company is
commenced by the court making a winding up order. The court process is initiated by the filing of a winding up petition.
If a winding up order is made, the liquidation is deemed to have commenced on the date the winding up petition was
filed. This is important because any disposition of the company’s property, any transfer of shares and any alteration in
the status of the company’s shareholders purportedly made after the deemed commencement of winding up is void
unless the court orders otherwise. This means that there will be uncertainty between the date upon which a winding up
petition is filed and the date of the hearing at which the court will determine whether the company is to be wound up. It
would be possible to apply to court for an order to validate any transaction that involves the disposition of the Cayman
Islands company’s property or, where it is also the issuer, any transfer of shares in the counterparty issuer or alteration
in the status of its shareholders. However, there can be no guarantee that the court would validate a particular
transaction as there would be a number of factors to be considered (eg, the solvency of the company). Of course, if no
winding up order were to be made, then the company would be able to perform the transaction as contemplated by its
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terms.

When a liquidator has been appointed in respect of a Cayman Islands company, there are different proceedings that the
liquidator may bring to challenge transactions of the company, which are outlined below.

 

Voidable preference

A transaction that constitutes a voidable preference is invalid and will be reversed such that the parties will, to the
extent possible, be put back into the position they were in prior to entry into the transaction. A transaction that involves
or consists of a transfer of property or payment obligation will be a voidable preference where the transaction was
made:

by a Cayman Islands company in favour of a creditor within six months immediately preceding the
commencement of the liquidation of the company;
at a time when the company was unable to pay its debts on a cash-flow basis; and
with a view to giving the creditor a preference over other creditors. English judicial authority (which is persuasive
although not technically binding in the Cayman Islands) indicates that acting ‘with a view’ to preferring one
creditor over another means that it is the company’s dominant intention to do so.

 

Fraudulent disposition or disposition at an undervalue

Any disposition of property made at an undervalue (which means for no consideration or for consideration the value of
which is significantly less than the value of the property disposed of) by or on behalf of a company with the intention of
defrauding its creditors (which means an intention wilfully to defeat an obligation owed to a creditor that existed on or
prior to the date of the disposition) is voidable at the instance of the company’s official liquidator. If these elements are
present, the transaction is also voidable at the instance of a creditor that is prejudiced by it (although such a claim can
be made outside of the company’s liquidation). However, such action by a liquidator or creditor cannot be commenced
more than six years after the relevant disposition. If a transaction is set aside on this ground then, if the court is
satisfied that the transferee has not acted in bad faith, the transferee will have a first and paramount charge over the
property that is the subject of the disposition in an amount equal to the costs properly incurred by the transferee in
defending the proceedings, and the disposition will be set aside subject to the proper fees, costs, pre-existing rights,
claims and interests of the transferee.

 

Fraudulent trading

This statutory cause of action requires the liquidator to establish that certain business of the company has been
carried on with intent to defraud creditors of the company or of any other person or for any fraudulent purpose. The
court may declare that any person who was knowingly party to carrying on the company’s business in such manner is
liable to make such contributions to the company’s assets as the court deems proper. This power is very wide, allowing
a liquidator to seek redress from any such knowing party to the fraudulent trading. There is no limitation period for
fraudulent trading actions brought by a liquidator. 

 

Constructive trust

A liquidator may bring proceedings against the directors of the company in liquidation for breach of their fiduciary
duties owed to the company, for example, where the company (by its directors) knowingly divests itself of an asset at
an undervalue in breach of the directors’ duty to act in the best interests of the company. If the recipient of the property
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‘knew’ that it was receiving the property as a result of a breach of fiduciary duty, the liquidator may seek, as part of its
relief, a declaration that the recipient is holding the property on constructive trust for the company. Based on English
judicial authority (which is persuasive although not technically binding in the Cayman Islands), the test for the required
level of knowledge is whether the recipient knew enough of the facts surrounding the breach of fiduciary duty to make
it unconscionable for it to retain the benefit received.

Constructive trust claims are not exclusively available to a liquidator and may arise pre-insolvency. However, a claim
based on a breach of fiduciary duty is a claim of the company. As a practical matter, it may be unlikely that the
company’s directors would cause the company to commence proceedings against themselves. A shareholder
derivative action may be possible with the leave of the court, but dissatisfied creditors would have no standing to make
a claim of this kind. The creditors’ remedy in that situation, if the company is on the brink of insolvency or is insolvent,
would be to petition for the winding up of the company and to seek the company’s liquidator to pursue any claims
against the directors.

 

Insolvency risks – where the counterparty is the issuer

Where the counterparty is the issuer of shares that are the subject of an OTC equity derivatives transaction, the
transaction is one that is in respect of the counterparty’s shares rather than its assets. 

As noted above, any transfer of shares in a Cayman Islands company and any alteration in the status of the company’s
shareholders purportedly made after the commencement of a winding up of the company is void unless the court
orders otherwise.

To the extent that the issuer will, or may, acquire its own shares under an OTC equity derivatives transaction, the share
purchase regime under the Companies Law would apply in respect of the transaction. It is important that the issuer is
solvent at the time that it makes any payment to acquire its own shares and continues to be solvent immediately
following any such payment. 

Under the share purchase regime of the Companies Law, if at the commencement of the winding up of a Cayman
Islands company any of its shares that it agreed to purchase have not been purchased, the purchase agreement may
be enforced against the company unless either:

the purchase was to take place on a date later than the commencement of the winding up; or 
in the period from the agreed purchase date to the commencement of the winding up, the company could not, at
any time, have made a distribution equal to the purchase price because immediately following the date of such
distribution it would not have been able to pay its debts in the ordinary course of business.

 

Another important consequence of the liquidation of the counterparty issuer is that any claim for the payment of share
purchase monies would be subordinated. If a shareholder is able to enforce the share purchase agreement with the
issuer (as described above), such amount would be subordinated to all other debts and liabilities of the company (other
than any due to shareholders in their character as such), and any amount due to satisfy any preferential rights of other
classes of shares of the issuer. More generally, in a liquidation of a Cayman Islands company, the claims of
shareholders against the company are subordinated to the claims of unsecured creditors.

In the context of an OTC equity derivatives transaction, the risk of not being able to enforce the obligations of an issuer
to pay for its shares when that issuer is in liquidation may be mitigated if certain termination or settlement provisions
are structured into the transactions, the effect of which may be to change the overall nature of the characterisation of
the transaction.

Many OTC equity derivatives transactions are structured so that the only payments to be made by the issuer are at
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inception, in circumstances where the issuer’s solvency at such time can be determined, so as to reduce further the
potentially adverse consequences.

Reporting obligations
What types of reporting obligations does an issuer or a shareholder face when entering into an 
OTC equity derivatives transaction on the issuer’s shares?

Provided that no shares of the issuer are listed on the CSX, neither the issuer nor any of its affiliate shareholders would
have any reporting obligations under Cayman Islands law in respect of their entering into an OTC equity derivatives
transaction over the issuer’s shares.

There are certain reporting obligations under the Listing Rules of the CSX, the Code on Takeovers and Mergers and the
Rules Governing Substantial Acquisitions of Shares issued by the CSX that apply to companies whose shares are listed
on the CSX.

Restricted periods
Are counterparties restricted from entering into OTC equity derivatives transactions during 
certain periods? What other rules apply to OTC equity derivatives transactions that address 
insider trading?

Provided that the shares that are the subject of an OTC equity derivatives transaction are not listed on the CSX, and
outside of an insolvency scenario, Cayman Islands law does not restrict counterparties from entering into OTC
derivatives transactions during particular periods.

The criminal offences of insider dealing and creating a false or misleading market created under the SIBL apply only in
respect of securities listed on the CSX.

The Listing Rules of the CSX and the Code on Takeovers and Mergers also contain rules and restrictions that are
directed at addressing insider trading. In view of the small number of issuers that are listed on the CSX (as opposed to
other exchanges), these rules are not material for the purposes of the present discussion.

Legal issues
What additional legal issues arise if a counterparty to an OTC equity derivatives transaction is the 
issuer of the underlying shares or an affiliate of the issuer?

If the counterparty to an OTC equity derivatives transaction is the issuer of the underlying shares, assuming that the
counterparty is solvent (by which we mean able to pay its debts as they fall due) at all relevant times and that the
transaction does not involve the acquisition by the counterparty of its own shares or any fresh issuance of its shares,
the main issue to be aware of is whether the transaction may nonetheless be characterised by the courts as an
unlawful return of capital. Under the common law’s maintenance of capital rule, a transaction whereby a company
returns capital to its shareholders in whatever form and under whatever label, and whether directly or indirectly, cannot
be ratified by the shareholders and is void unless it has been sanctioned by the courts or by statute. In assessing
whether there has been an unlawful return of capital, the courts will focus on the substance over the form of a
transaction. English judicial authority (which is persuasive although not technically binding in the Cayman Islands)
indicates that the focus on substance over form means that the courts may be particularly astute to assess whether a
transaction constitutes an unlawful return of capital where a party to the transaction is a shareholder of another party
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to the transaction (or involved in a wider transaction or arrangement of which the transaction in question forms part) or
may be otherwise dealing in such other party's shares. The maintenance of capital rule is intended to protect primarily
the unsecured creditors of a Cayman Islands company. Accordingly, any arrangement that may have the effect of
improving the position of a shareholder with regard to the subordinated ranking that it would otherwise have in the
estate of such company on its winding up compared to unsecured creditors may be at risk of being found to constitute
an unlawful return of capital, even if such company is solvent at the time.   

As a corollary to the above, in the insolvency of a counterparty to a transaction that is also the issuer of the underlying
shares, there is a risk that any claims of the other party against the insolvency counterparty may, depending on the
circumstances, be treated as or as equivalent to a claim of a shareholder to the insolvent estate and therefore may be
subordinated to the claims of unsecured creditors.

There are no additional legal issues that arise under Cayman Islands law solely from a counterparty to an OTC equity
derivatives transaction being an affiliate of the issuer of the underlying shares, assuming that the transaction does not
form part of a wider transaction that does involve such issuer.

Tax issues
What types of taxation issues arise in issuer OTC equity derivatives transactions and third-party 
OTC equity derivatives transactions?

The Cayman Islands currently have no form of income, corporate or capital gains tax and no estate duty, inheritance tax
or gift tax. Payments under an issuer OTC equity derivative transaction or a third-party OTC derivative transaction
would not be subject to taxation in the Cayman Islands and no withholding would be required on any such payments
under Cayman Islands law, nor would any gains derived from the disposal of the underlying shares be subject to
Cayman Islands income or corporation tax. 

Stamp duty in the Cayman Islands arises where the relevant instrument is executed in or physically brought into the
Cayman Islands after execution or sought to be produced before a Cayman Islands court.

Liability regime
Describe the liability regime related to OTC equity derivatives transactions. What transaction 
participants are subject to liability?

There is no specific liability regime under Cayman Islands law related to OTC equity derivatives transactions.

Stock exchange filings
What stock exchange filings must be made in connection with OTC equity derivatives 
transactions?

Provided that the shares that are the subject of an OTC equity derivatives transaction are not listed on the CSX, there
are no stock exchange filings that are required to be made in connection with OTC derivatives transactions.

The Listing Rules of the CSX do not contain any provisions specifically dealing with OTC equity derivative transactions,
although depending on the particular facts, an OTC equity derivatives transaction written over shares listed on the CSX
may trigger certain general filing requirements.
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Typical document types
What types of documents are typical in an OTC equity derivatives transaction?

Typically, OTC derivatives transactions involving Cayman Islands counterparties, or that are in respect of shares issued
by Cayman Islands companies, are documented under International Swaps and Derivatives Association (ISDA)
documentation governed by New York law or English law.

In the case of prepaid forward transactions used to monetise a shareholding, where the shares in question are held
with a custodian, it would be typical to see a non-ISDA security document given in respect of the custodied shares or
the counterparty’s rights against the custodian. If it is a Cayman Islands custodian or the custodial account is located
in the Cayman Islands, the security documents may also include a security agreement governed by Cayman Islands
law. 

Margin loans in respect of shares in a Cayman Islands company are typically documented as a loan agreement
together with a non-ISDA security given over the shares, either directly or following a similar arrangement to that
described above, where the shares are held by a custodian.

Legal opinions
For what types of OTC equity derivatives transactions are legal opinions typically given?

Legal opinions would typically be given regarding the following OTC equity derivatives transactions:

margin loans used to finance or leverage shareholdings (this is often used by British Virgin Islands companies in
respect of shares in Cayman Islands companies);
zero strike call options, prepaid forward transactions or share loans between an issuer and an underwriter or its
affiliates to facilitate the hedging by investors of, or mitigate dilution by, the issuer’s convertible debt;
call spreads used by the issuer to raise the effective strike price of its convertible debt;
prepaid forward contracts to monetise shareholdings; and
total return swaps to provide the swap buyer with investment exposure to the underlying shares.

 

Admittedly, it is not necessarily the case that Cayman Islands counsel will be asked to advise on every OTC equity
derivatives transaction involving a Cayman Islands counterparty. For instance, the counterparties to a particular
transaction may have an existing trading relationship, which means that the non-Cayman Islands counterparty may be
sufficiently comfortable, and perhaps familiar with the jurisdiction, not to need a Cayman Islands legal opinion as to the
existence, capacity and authority of its Cayman Islands counterparty. In such circumstances, the ISDA market opinions
or a legal opinion on enforceability from the jurisdiction of the governing law of the transaction may be sufficient,
although many parties will consult with Cayman Islands counsel:

if they consider bespoke aspects of a particular transaction may remove that transaction from the coverage of
the ISDA market opinions;
if the particular transaction concerns shares issued by the counterparty itself; and
where the counterparty is of a legal form that warrants special considerations (eg, segregated portfolio
companies, trusts, STAR trusts, unit trusts and exempted limited partnerships).
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Hedging activities
May an issuer lend its shares or enter into a repurchase transaction with respect to its shares to 
support hedging activities by third parties in the issuer’s shares?

Assuming that the issuer is a Cayman Islands company limited by shares or by guarantee and with a share capital that
is solvent (by which we mean able to pay its debts as they fall due) at all relevant times, that the directors of the issuer
would be confident that in authorising such transactions they would be acting in the best interests of the issuer and
otherwise in accordance with their fiduciary duties, and that such transactions are authorised by the issuer’s articles of
association, an issuer should, in principle, be able to lend its fully paid shares or enter into a repurchase transaction
with respect to its fully paid shares to support hedging activities by third parties in the issuer’s shares.

For an issuer that is a Cayman Islands company, a share loan or a repurchase transaction would involve two distinct
stages. 

With regard to a share loan, the initial ‘loan’ of the shares would involve the issuance of new shares by the issuer to the
share borrower, with the issuer entering the borrower into its internal share register as holder of the relevant shares. At
maturity, the only material obligation to be performed would be the borrower’s delivery to the issuer equivalent shares
(which presumably would also be shares in the issuer) to those initially issued to the borrower. No payment would be
required from the issuer at maturity. Depending on the terms of the share loan, the delivery of the equivalent shares at
maturity could be seen as a purchase of its shares by the issuer for no further cash consideration or by way of
surrender of the shares for no consideration by the borrower. In either case, the requirement under the Companies Law
that the shares must be fully paid up to their par or nominal value could be achieved by ensuring that the borrower
made a cash payment at inception, which the issuer applies to pay the new shares. 

For a repurchase transaction, the initial sale leg would also involve the issuance of new shares by the issuer as ‘seller’,
with the buyer paying the purchase price to it in return. The purchase price should be applied to pay the shares fully as
to their par or nominal value and the issuer would enter the buyer into its internal share register as holder of the shares.
At maturity, the ‘repurchase’ leg of the transaction would involve a purchase by the issuer of its shares equivalent to
those initially issued to the buyer at the pre-agreed repurchase price. The purchase would need to comply with the
share purchase regime under the Companies Law.

For both a share loan and a repurchase transaction, the articles of association of the issuer should be reviewed to
confirm that they permit the issuer to purchase its own shares or, in the case of a share loan, accept the surrender of its
shares for no consideration.

Securities registration
What securities registration or other issues arise if a borrower pledges restricted or controlling 
shareholdings to secure a margin loan or a collar loan?

The Cayman Islands does not have a generally applicable concept of restricted shareholdings, although the articles of
association of a Cayman Islands company may always impose specific restrictions upon shares or a particular class of
shares.

There are no registration requirements under Cayman Islands law if a borrower pledges restricted or controlling
shareholdings to secure a margin loan or a collar loan.

Provided that the shares were not listed on the CSX, the granting of security by a borrower would not give rise to any
particular issue under Cayman Islands law that particularly differed from taking security over shares in a Cayman
Islands company in general.
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Borrower bankruptcy
If a borrower in a margin loan files for bankruptcy protection, can the lender seize and sell the 
pledged shares without interference from the bankruptcy court or any other creditors of the 
borrower? If not, what techniques are used to reduce the lender’s risk that the borrower will file for 
bankruptcy or to prevent the bankruptcy court from staying enforcement of the lender’s remedies?

The Cayman Islands do not have formal corporate rehabilitation regime akin to administration in England and Wales or
Chapter 11 in the US pursuant to which a Cayman Islands company may benefit from an automatic ‘stay’ or
‘moratorium’ that would prevent creditors taking steps to enforce their security or recover their debts through the
commencement of legal proceedings, upon the commencement of insolvency proceedings by the Cayman company.
Notwithstanding the lack of a formal restructuring regime, corporate rehabilitation in the Cayman Islands can be
achieved through the Cayman Court appointment of provisional liquidators pursuant to section 104(3) of the
Companies Law coupled with a Cayman Court request for a moratorium pursuant to section 97(1) of the Companies
Law. With the benefit of the moratorium ordered bv the Cayman Court , the provisional liquidators can present a
compromise or arrangement to the company’s creditors or stakeholders.

Assuming that the security interest of the lender in the secured shares is valid, binding and enforceable (in accordance
with all applicable laws) and that it gives the lender the power to seize and sell the secured shares, the secured creditor
would be able to enforce its security without the leave of the Cayman Court or the permission of a liquidator (including
a provisional liquidator) pursuant to section 142 of the Companies Law. This right subsists irrespective of whether the
company is insolvent as a matter of Cayman Islands law (ie, unable to pay its debts) or whether it has initiated a formal
insolvency process (including a provisional liquidation).

Market structure
What is the structure of the market for listed equity options?

There are no equity options and no derivative warrants listed on the CSX at the time of writing. Derivative warrants are
defined under the Listing Rules of the CSX as specialist securities that give the holder the right, but not the obligation,
to buy from or sell to the issuer at a predetermined price a specified number of securities issued by an entity other than
the issuer or any other assets, indices or specified variables or to receive a cash payment by reference to the value of
any of the foregoing.

Governing rules
Describe the rules governing the trading of listed equity options.

The CSX has not promulgated rules specifically for the trading of listed equity options.

Under the Listing Rules of the CSX, equity options fall within the definition of equity securities. Chapter 2 (General
Listing Requirements) and Chapter 6 (Equity Securities) of the Listing Rules provide for certain continuing obligations
that apply in relation to listed equity securities generally. There are no continuing obligations in these chapters that
specifically apply to listed equity options.

Equity Derivatives

13/16© Copyright 2006 - 2020 Law Business Research



TYPES OF TRANSACTION
Clearing transactions
What categories of equity derivatives transactions must be centrally cleared and what rules 
govern clearing?

There are no requirements under Cayman Islands law or regulations for the central clearing of any categories of equity
derivatives transactions, although Cayman Islands entities may, depending on the circumstances and their activities, be
subject to rules or regulations of other jurisdictions that require central clearing.

Exchange-trading
What categories of equity derivatives must be exchange-traded and what rules govern trading?

There are no requirements under Cayman Islands law or regulations that make any provision for any categories of
equity derivatives transactions to be exchange-traded.

Collateral arrangements
Describe common collateral arrangements for listed, cleared and uncleared equity derivatives 
transactions.

Not applicable.

Exchanging collateral
Must counterparties exchange collateral for some categories of equity derivatives transactions?

There are no requirements under Cayman Islands law or regulations for counterparties to exchange collateral for equity
derivatives transactions.

LIABILITY AND ENFORCEMENT
Territorial scope of regulations
What is the territorial scope of the laws and regulations governing listed, cleared and uncleared 
equity derivatives transactions?

Not applicable.

Registration and authorisation requirements
What registration or authorisation requirements apply to market participants that deal or invest in 
equity derivatives, and what are the implications of registration?

There are no registration or authorisation requirements under Cayman Islands law or regulations that apply to market
participants that deal or invest in equity derivatives provided that such activities of the relevant market participant do
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not constitute securities investment business under the Securities Investment Business Law (2020 Revision) of the
Cayman Islands (SIBL).

Reporting requirements
What reporting requirements apply to market participants that deal or invest in equity derivatives?

All Cayman Islands companies, limited liability companies (LLCs), limited liability partnerships (LLPs) and registered
foreign companies (excluding partnerships and trusts) have obligations under the Cayman Islands economic
substance regime, including at a minimum, to file an annual economic substance notification with the Cayman Islands
Tax Information Authority (TIA). Under the Cayman Islands beneficial ownership regime, Cayman Islands companies,
LLCs and LLPs must establish and maintain beneficial ownership registers, unless exempt, and make related filings to
the competent authority. In practice, many Cayman Islands market participants may benefit from exemptions to the
above regimes.

Legal issues
What legal issues arise in the design and issuance of structured products linked to an unaffiliated 
third party’s shares or to a basket or index of third-party shares? What additional disclosure and 
other legal issues arise if the structured product is linked to a proprietary index?

There are no securities registration requirements under Cayman Islands law in respect of the issuance of structured
products, whether linked to an unaffiliated third party’s shares or a basket or index of third-party shares or to a
proprietary index.

Provided that the structured products in question are not listed on the Cayman Islands Stock Exchange (CSX), there
would be no disclosure requirements whether they were linked to an unaffiliated third party’s shares or a basket or
index of third-party shares or to a proprietary index.

There may be filings and registrations for the issuing entity pursuant to the Tax Information Authority (International Tax
Compliance) (United States of America) Regulations of the Cayman Islands (FATCA) and other tax information sharing
legislation depending on the classification of the entity. The Cayman Islands is a party to numerous tax information
exchange agreements and subject to FATCA, as well as the Common Reporting Standard pursuant to the Tax
Information Authority (International Tax Compliance) (Common Reporting Standard) Regulations of the Cayman
Islands (CRS). Reporting entities incorporated or formed in the Cayman Islands will, therefore, be bound to provide
information regarding their investors to the TIA as and when required by law.

Other than as stated in the foregoing paragraph and, potentially in relation to stamp duty, there should be no Cayman
Islands tax issues that arise from equity-linked structured products. 

If the issuer of the structured products is a Cayman Islands exempted company that is not listed on the CSX, it is
prohibited under the Companies Law from making any invitation to the Cayman Islands public to subscribe for any of
its securities.

Liability regime
Describe the liability regime related to the issuance of structured products.

There is no specific liability regime under Cayman Islands law related to the issuance of structured products.
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Other issues
What registration, disclosure, tax and other legal issues arise when an issuer sells a security that 
is convertible for shares of the same issuer?

Provided that no shares of the issuer, or convertible securities, are listed on the CSX, there should be no disclosure
issues where an issuer sells a security that is convertible for shares in the same issuer. There may potentially be filings
and registrations for the issuing entity pursuant to FATCA, CRS and other tax information-sharing legislation depending
on the classification of the issuer.

There should be no Cayman Islands tax issues that arise from equity linked structured products, with the possible
exception of stamp duty. 

The board of directors of the issuer would need to be confident that the transaction was in the best interests of the
issuer, particularly where it was also entering into OTC equity derivative transactions in connection with the issuance of
its convertible securities. The issuer would also need to ensure that it would, at all relevant times, have sufficient
authorised but unissued share capital to enable it to issue the required number of shares pursuant to the proposed
conversion of the securities by investors, to the extent that it could not obtain sufficient numbers of its issued shares
from the market.

What registration, disclosure, tax and other legal issues arise when an issuer sells a security that 
is exchangeable for shares of a third party? Does it matter whether the third party is an affiliate of 
the issuer?

Provided that no shares of the issuer, exchangeable securities, are listed on the CSX, there should be no disclosure
issues where an issuer sells a security that is exchangeable for shares in a third party, regardless of whether the third
party is an affiliate of the issuer. There may potentially be filings and registrations for the issuing entity pursuant to
FATCA, CRS and other tax information-sharing legislation depending on the classification of the issuer. 

There should be no Cayman Islands tax issues that arise from equity linked structured products, with the possible
exception of stamp duty. 

The board of directors of the issuer would need to be confident that the transaction was in the best interests of the
issuer.

UPDATE AND TRENDS
Recent developments
Are there any current developments or emerging trends that should be noted?

No.

LAW STATED DATE
Correct on
Give the date on which the information above is accurate.

27 March 2020.
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