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Improving Master Agreement and
Related Trading Agreement Negotiations
Introductory Note

The following material is intended to reflect a discussion among the members of the Global Documentation Steering Committee (the "Committee") of certain issues which may arise in the course of an ISDA Master Agreement
 negotiation.  The discussion was an effort to resolve some of the seemingly intractable disagreements which may hinder the execution of a master agreement between trading counterparties.  The approaches discussed in each section below may assist counterparties in reaching agreement and executing a master agreement in such situations.  The Committee does not believe that the approaches to resolving differences discussed below are appropriately used in every, or even most, negotiations.  Rather, these options are intended to help serve the Committee’s philosophy that, ultimately, it is better to have a signed imperfect document than an unsigned perfect one.  In other words, these options should be appropriately applied to those situations where there is risk of an undocumented trading relationship due to negotiating roadblocks.
This document is not intended to and does not provide a comprehensive overview of the issues and solutions which may arise in any one ISDA Master Agreement negotiation.  Negotiating parties, furthermore, are urged to remain abreast of market developments and evolutions in master agreement negotiations practice and should, in each instance, consider these matters in the context of the overall relationship between them.
The following should not be considered as necessarily the Committee’s last word on the provisions treated or the negotiation of ISDA Master Agreements generally.  Further Committee discussions may well come with the passage of time and evolutions in practice.
It should be noted that this document deals with aspects of the ISDA Master Agreement because there has been a well-developed, market-wide discussion of the evolution of the ISDA Master Agreement over the past several years.  The Committee believes, however, that this sort of inquiry should be extended to other industry-standard documents.  
I.  
Valuation Upon Termination
A.
Methodologies

In a valuation upon termination scenario, market participants typically use one of four methods of valuation: the 2002 Master's Close-out Amount ("Close-out Amount"), the 1992 Master's Market Quotation ("Market Quotation") or Loss ("Loss"), or a customized standard ("Customized").  

Importantly, the Committee would suggest that market participants use a standard which will fairly value the particular asset or assets traded, not only in a normal market scenario but also in cases of market interruption and meltdown, e.g., the fall of Asian-Pacific currencies in 1997, the collapse of the ruble in 1998 and the Enron debacle.  Market participants negotiating new agreements with each other are also encouraged to consider the totality of and inter-relationship among their existing contractual valuation provisions when choosing the valuation methodology to be employed in a new agreement.
1.
Close-out Amount

The 2002 Master's Close-out Amount is designed to combine transparency and objectivity with flexibility in moments of market stress.  However, concerns exist among some market participants regarding the Determining Party's discretion in deciding the usefulness or reliability of market quotations and choosing to utilize other methods of determining a value that is fair.  Such market participants are simultaneously apprehensive of a Non-defaulting Party using such discretion to the other party's disadvantage (as the Defaulting Party) and of being required to demonstrate appropriate exercise of that discretion (as the Determining Party) with respect to a defaulting counterparty.  The ISDA drafting committee for the 2002 Master intended to mitigate these exact concerns by embedding an explicit good faith and commercial reasonableness standard for both process and outcome within the definition of Close-out Amount.  This standard may provide parties a degree of comfort, as might awareness that New York case law strongly favors the use of market indicia in establishing the value of defaulted performance in commercial settings.  Some dealers' concerns over reopening old master agreements might also affect use of Close-out Amount.  These dealers may be understandably slow in moving to the 2002 Master in the case of long-standing ISDA relationships, which utilize the earlier 1992 ISDA Market or Loss standards.
2.
Market Quotation 
Market Quotation is designed to allow for absolute transparency via reliance on observable third-party market quotations in all circumstances.  In its application, Market Quotation has presented challenges when valuing a large portfolio or in unsettled or illiquid markets.  The Non-defaulting Party may face uncertainty regarding the appropriate timing for a fallback to the use of Loss - when Market Quotation cannot be determined or would not produce a commercially reasonable result.  In addition, the use of average or mean market quotations, though intended to produce a fair calculation, under some circumstances may exacerbate the extent to which gains or losses are not adequately reflected.
3.
Loss

Loss may include (subject to certain limitations) "any loss of bargain, cost of funding or, at the election of such party…loss or cost incurred as a result of its terminating, liquidating, obtaining or reestablishing any hedge or related trading position (or any gain resulting from any of them)."  Loss may also reflect "losses and costs (or gains) in respect of any payment or delivery required to have been made (assuming satisfaction of each applicable condition precedent) on or before the relevant Early Termination Date".  Some market participants prefer Loss because they feel this language provides the Non-defaulting Party greater flexibility to value fairly the portfolio or transaction and/or avoids the burden of considering the formal fallback from Market Quotation to other methods and the risk that market average or mean pricing will not cover actual losses.  In addition, some parties find Loss particularly useful in stressed markets and with large portfolios.  Other parties, however, see the incorporation of hedging costs, or other costs that may be considered too indirect, as inappropriate.  The good faith standard explicit in Loss may provide reassurance when considering this issue.  The counterparties may also wish to consider incorporating specific language which sets parameters for the inclusion of related transactions or hedges in Loss.  

Foreign exchange transactions, as an asset class, have become associated with the use of Loss and it has become the market standard for such products.  If, in this type of situation, the asset specific standard is not the desired methodology for the totality of the trading relationship, transacting parties may find it appropriate to create a master agreement level carve-out for the methodology applicable to the particular asset class.
4.
Customized

In addition to the foregoing, some market participants have created customized methodologies incorporating both Market Quotation and Loss methodologies, as well as customized methodologies utilizing methodologies other than of Market Quotation and Loss.  For example, parties favoring quotation methodology may choose to value trades based upon actionable bids from third parties (with the value dependent on the highest rather than the average bid).  Participants open to use of dual methodologies may choose to apply Market Quotation and Loss methodologies according to the remaining maturity or complexity of the trades, e.g., the master agreement may specify Market Quotation for trades which are liquid and of shorter tenor and Loss for trades of greater complexity and longer tenor.  When using customized methodology solutions, counterparties should take special care in detailing the specifics of execution.  For example, the parties could require that all bids be submitted by a time specified by the Non-defaulting Party and also that all bidders be objectively qualified to act as counterparty to the Non-defaulting Party.  Counterparties should also take care to consider the customized methodology against any other existing valuation provisions in other documents.
B.
Process Points
The manner of executing the chosen valuation methodology may be a significant topic of negotiation between the counterparties.  Non-dealer market participants often seek to address concerns with dealer discretion by introducing agreed procedures such as a contractual provision allowing the Defaulting Party to seek firm bidders for valuation bidding.  If, despite the Defaulting Party's involvement, no bids are forthcoming, the Non-defaulting Party may find more comfort in turning towards other relevant information sources for valuation.  In order to demonstrate that relevant standards of calculation valuations are met, the counterparties may also agree on robust reporting requirements and verifiable attributes.  
C.
Harmonization of Cross-Documentation Default Provisions 

As a corollary to discussion of counterparties' choices of valuation methodologies, it should be mentioned that the methodologies and procedures of ISDA documentation are often at odds with the valuation standards found within financing documents for the identical contracting parties.  With a goal of symmetry and proper pricing of risk, it might be expected that counterparty credit risk would be met in standard fashion across the range of financial transactions.  This inconsistency is often raised in the context of discussion of master netting and security agreements and should be addressed by transacting parties whenever possible.  
II.  
Events of Default and Termination Events 

A.
Early Warning Triggers

Early warning triggers are viewed from divergent perspectives by credit providers and credit recipients.  Credit institutions see early warning triggers as necessary safeguards to their extensions of credit, intended to assure that an extension of credit, once made, is able to be prudently maintained. Credit recipients, on the other hand, frequently see early warning triggers as subjecting them to credit institution discretion at times when the stability of their financial backing may be critical to their ability to survive changing circumstances.

In many situations, counterparties may be able to consider the posting of collateral as an alternative to termination.  Collateralization events may be tied to NAV declines or other objective measures.

It should be noted that early warning triggers may vary from one product-specific master agreement to another, even when the agreements are between the identical pair of counterparties.  Accordingly, master netting agreements are an important tool for the simultaneous termination of agreements with differing early warning triggers.  Credit recipients may become comfortable with the possibilities for cross default created by these master netting agreement as a result of the increased margining efficiencies and/or other benefits also provided in master netting agreements.

1.
Adequate Assurances Clause

An adequate assurances clause can provide a party with a means of protecting itself against uncertainties that do not, by themselves, otherwise constitute enumerated events of default or termination events under the applicable agreement.  Where the relevant trigger (be it reasonable grounds for insecurity or some other standard) has been satisfied, the party receiving the demand must provide adequate assurances, within a specified time frame, of its ability to perform its obligations to the counterparty under the agreement containing the adequate assurances clause.  (These obligations may include both payment and performance obligations).  The adequate assurances clause may provide that the party making a request for adequate assurances be permitted to suspend performance of its obligations to the other party pending receipt of the requested assurances.  In this connection, it also should be noted that, unless parties agree otherwise, if an adequate assurances clause is designated as an Event of Default, a request for adequate assurances based on reasonable grounds for insecurity also provides the requesting party the right under Section 2(a)(iii) of the ISDA Master Agreement to suspend its performance pending receipt of the requested assurances.

Adequate assurances clauses are endorsed for their flexibility and frequently used in certain markets but are avoided in other markets due to their breadth and potential ambiguity.

2.
Material Adverse Change in Financial Condition Clause (a "MAC" clause) 

MAC clauses, which seem (anecdotally) to be increasingly less-utilized among market participants, have been supplanted by other, more specific early warning triggers which are now commonly in use (such as NAV triggers).  Although some parties continue to use MACs, many market participants seem to be less comfortable with the uncertainty and subjectivity of the term "material adverse change".  Should a counterparty insist on utilizing a MAC, improvements may be made by creating and/or refining the definitions of "adverse" and "material" in order to more clearly enunciate the exact standard to be met.

3.
Net Asset Value Clause

Net Asset Value clauses are heavily utilized and, correspondingly, heavily negotiated.  Many difficult issues revolve around the frequency with which numbers are provided and the "actionability" of such numbers, e.g. whether they can trigger a Termination Event or Event of Default.  Parties providing NAV numbers may also have proprietary concerns about distribution of information.  The appeal of NAVs, however, lies in their apparent precision and objectivity; they allow counterparties to agree to a specific credit risk threshold, which is monitored by the measurement of reliable and regularly available indicia.  The specific tailoring of the NAV clause varies based upon the frequency of measurement, method of comparison and scope of reporting.  

(a)
Timing of Measurement

NAVs may be measured periodically by the week, month, quarter and year or at specific points, such as an initial floor date or reset date.  

In addition to the fact that some credit recipients may not be comfortable in revealing daily and weekly figures, they also may differ in the frequency of their internal NAV calculations, the inclusion of redemptions, and other similar aspects of NAV calculation.  In instances when regularly calculated NAV numbers may not be available, estimated NAV numbers may sometimes be used, subject to regard for applicable standards of care (as discussed below).  Also, if use of redemption numbers in the calculation is problematic, performance per share numbers may be utilized as they do not take redemptions into consideration.

When market participants come to an impasse over the issue of short-term (weekly or daily) NAV triggers, they may consider instead the provision of short-term numbers without embedded triggers.  In such a situation, credit providers are given the desired window into the financial status of the credit recipient and, presumably, basis for discussions upon poor performance or impending erosion of creditworthiness, while the credit recipient's need for short-term security is met.  Also, NAV information which is not independently actionable may nevertheless eliminate credit provider guesswork in determining whether actionable NAV triggers have been breached. When short-term NAVs are provided there must be careful consideration by the fund of the same business and legal considerations as are associated with revealing short-term numbers in pursuit of a lending line.  Conversely, issues may arise where credit institutions act adversely to a credit recipient based on estimated or short-term figures.

(b)
Method of Comparison

The NAV may be compared to prior periods on either a rolling basis (for example, week to week with a fifty-two week look-back, month to month with a twelve month look-back, quarter to quarter with a four quarter look-back, and/or year to year with a three year look-back), fixed basis (for example, a floor to each week/month/quarter/year-end) or a combination of those two approaches (for example, rolling quarterly and fixed floor to quarter).  Comparison may also be made against the highest reported value to date, known as "peak to trough".  As with respect to the timing of measurement, negotiating over methods of comparison may be moderated by consideration of the "actionability" of the numbers. 

(c)
Scope

In lieu of negotiating methodologies and in the interest of transparency, market participants may wish to mirror the method of calculating NAV described in the credit recipient's constitutional documents., e.g. "NAV shall be the [insert constitutional document term for NAV] calculated as specified in [name constitutional documentation] of [party name]." 

While constitutional documentation may dictate the actual accounting methods used to calculate NAV, parties may debate other issues surrounding scope.  These issues may  include whether the NAV is calculated per share (restricted to performance and, accordingly, exclusive of redemptions) and/or pursuant to the size of the asset pool.  Parties may also decide that more than one type of NAV calculation may be provided (for example, calculation by both performance and asset size) and each may be tied to separate triggers.  Triggers and floors may be expressed in either percentage terms or as absolute dollar values. The Committee encourages the use of percentages as opposed to absolute dollar values as they retain their applicability regardless of changes in the counterparty's actual dollar value.  To the extent triggers and baselines are articulated as absolute dollar values, parties should consider including a mechanism for periodically "refreshing" the value (e.g., by agreed formula or table). 

4.
Key Person Clause

Key Person Clauses are relevant depending upon a counterparty's reliance upon a "key person".  Although larger institutional funds are less likely to rely upon a key person in their operations, size is not strictly indicative of the need for such a clause.  The prominence of the key person or persons may not be in name but in function; for example, a mid-size firm could have an investment committee of five members with the departure of a super-majority of those members triggering a termination or perhaps requiring notice by the fund and the running of a negative consent period. 

The negative consent period, otherwise known as the "use it or lose it" approach, is one limitation to a Key Person Clause.  With respect to such a clause, the right of the Non-defaulting or Non-affected Party to call a termination on this basis is extinguished after a certain time period has passed.  This structure serves the need for credit control while providing a time limit on the pendency of close-out.  The length of the negative consent period will vary depending on the counterparties involved and the timetable of the counterparties' internal decision-making processes (i.e. the steps necessary for the Non-affected/Non-defaulting Party to agree internally as to its decision to call or not to call a termination on this basis).

5.
Investment Manager/Management Company Clause (the "IM Clause")

Like the Key Person Clause, the IM Clause comes into effect upon the disassociation of a management company/investment manager.  An IM Clause is utilized when there is investment strategy or reputational importance attached to the association of the management company or investment manager with the counterparty.  Some market participants expect to receive both an IM and Key Person Clause from investment fund counterparties, as they consider both relationships central to the credit decisions of such institutions.  However, because an IM Clause is more generalized than a Key Person Clause, it may also be used as a fallback for a party unwilling to provide a more specific Key Person Clause.  Exceptions to a straightforward IM Clause may include any number of compromises and alterations, a common approach being an exception to termination where a replacement investment manager or management company is under common control with the original investment manager or management company.  Where an investment manager hires sub-managers, a party may seek a trigger tied to the hiring and termination of those sub-managers.
III.
Most Favored Nation Clause (an "MFN Clause")

Sometimes master agreement negotiations are not finalized when a party does not want to provide or cannot provide certain information or contractual provisions requested by its counterparty.  An MFN Clause may be of some use in avoiding such impasse.  The party providing an MFN Clause typically represents that the withheld information or contractual provision has not been and, in some cases, will not be, provided to any other counterparty.  Although MFN Clauses can be useful in these circumstances, they should not be considered substitutes for the requested information or contractual provision.  Most importantly, it is extremely difficult to monitor counterparty compliance with an MFN Clause.  Breach of MFN Clauses typically result in either a claim for breach of contract or the imposition of a springing provision.  Although a breach of contract claim will be of little use when a breach of an MFN Clause is discovered only after a counterparty has failed, a springing provision of the type which was withheld in negotiation may provide a valuable remedy.

IV.
Clauses of Good Faith and Commercial Reasonableness

Parties having difficulty concluding agreements may find comfort in incorporating explicit references to standards of good faith and/or commercial reasonableness.  Parties may wish to do so even if they believe that such standards would be implied by law generally. 

V.
Dispute Resolution

Counterparties to ISDA Master Agreements discuss dispute resolution procedures in two separate contexts – with respect to calls for collateral or margin and with respect to other valuations, typically in connection with calculation agent determinations.  Solutions common to both contexts include third-party as well as counterparty driven resolutions.  Independent third parties may be asked to provide a resolution based upon their own individual appraisal with regard to the disputed valuation and/or may be required to refer to price/level submissions of the disputing parties in setting parameters for decision.  In instances where counterparties have or contemplate a large number of transactions between them, they may agree to "sampling" prices of a subgroup of transactions in order to expedite resolution; in such a practice, the parties jointly choose a number of trades that are representative of the valuation disputes at hand and agree that the independent third-party valuation of such trades will govern the outcome for all other similar outstanding trades.  Parties themselves may resolve disputes by agreeing in advance to the employment of certain calculation methodologies and agreed price sources in the event of valuation disputes.  In addition, they may also agree to move disputed trades to other parties upon the expiration of a specified period of time.  

Overall, when drafting dispute resolution provisions, market participants should give careful regard to the practicalities and timing of the dispute resolution procedure.  Counterparties may wish to specify that the non-delivery of any disputed amount is not a default if the non-delivery is in good faith and during the pendency of the dispute resolution process.  Dispute resolution-type procedures may also be used in narrowing the scope of calculation agency determinations.  In other words, rather than providing for broad calculation agent discretion subject to a dispute resolution mechanism, parties may wish to limit or replace that discretion, perhaps by use of the same methodologies that could govern resolution of a dispute.
� The forms of master agreement published by the International Swaps and Derivatives Association, Inc. and discussed herein are the ISDA Master Agreement (Multicurrency – Cross Border) published in 1992 (the "1992 Master") and the 2002 Master Agreement (the "2002 Master").  References herein to the ISDA Master Agreement or ISDA Master refer generically to both the 1992 Master and the 2002 Master.
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