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Dear Sirs,

Exposure Draft Cross-Product Master Netting Agreement  (the "Agreement")

[bookmark: LetterBody]On behalf of the International Swaps and Derivatives Association, Inc. ("ISDA"), we are writing in response to the Notice of Publication and Request for Comment issued by The Bond Market Association (the "Association") on July 9, 1999.  A working group consisting of members of ISDA has reviewed the Agreement together with the associated Guidance Notes and the purpose of this letter is to reflect the working group's comments. 

1.	General Comments

Generally, the ISDA working group commends the work of the Association in producing the Agreement.   It is entirely consistent with the interests of all participants in the financial markets to attempt to reduce credit risk by increasing contractual netting coverage across traditionally distinct product areas.  In particular, the working group notes that the development of a bilateral cross-product netting agreement of this type is seen as one of several available means of achieving cross-product netting.

One of the concerns voiced by the working group, however, relates to the timing of the Association's initiative.  Many publishers of standard form documentation for the financial markets, including ISDA, are in the process of conducting fundamental reviews of their documentation library.  The spur for this activity was provided by the publication, in June, 1999, of the Counterparty Risk Management Policy Group's report: "Improving Counterparty Risk Management Practices", which makes a number of comments and recommendations in relation to financial market documentation practices.  It has been suggested that publication by the Association of the Agreement prior to the culmination of these reviews might be premature.  The working group therefore advocates delaying publication at least until the second quarter of 2000.
[the second quarter of 2000].

2.	Structural Comments

(a)	Legal Opinions

Many of the forms of agreement listed in part I of the Schedule to the Agreement which the Association anticipates will be specified as "Principal Agreements" by users of the Agreement are supported by legal opinions which confirm the efficacy of their contractual netting provisions. Concern has been expressed that the amendments to the Principal Agreements contemplated by the Agreement might raise questions with respect to aspects of those supporting opinions.  Clearly this is as much an issue for the trade associations that sponsor the underlying agreements as it is for the Association.  However, a prominent "health warning" somewhere in the Guidance Notes might be appropriate to highlight this issue.

The working group notes that the Association anticipates obtaining legal opinions confirming the enforceability of the Agreement when governed by English law and New York law.  We understand, however, that these will not be "netting opinions".  Does the Association have any plans to obtain netting opinions from particularly important jurisdictions?

(b)	Guarantees and Collateral

The working group notes that  the draft Agreement attempts to deal with collateral arrangements in respect of the Principal Agreements in Part VIII.  A number of issues arise:

(i)	Question 3 in the Request for Comments is important.  The potential danger in amending existing security arrangements in respect of only Closed-Out Agreements is that the Closed-Out Agreements will only be identifiable at the moment of, or shortly after, default.  This seems a particularly sensitive time at which to be amending security arrangements, particularly if the default is insolvency - related.

(ii)	Has any attention been paid to possible re-registration or re-filing requirements arising from the amendment of existing security arrangements?

(iii)	In relation to the second alternative in Part (VIII), what exactly is this intended to cover?  Would these types of issues not be dealt with in the underlying agreements?

(iv)	The Agreement appears not to deal with guarantees.  Where obligations in respect of any of the Principal Agreements are guaranteed, presumably the benefits of the guarantee would be lost if a Settlement Amount for the relevant Principal Agreement is wrapped up into the set-off/netting effected by the Agreement.  Perhaps the Guidance Notes should refer to the advisability of obtaining a guarantee in respect of the Agreement itself where any of the Principal Agreements have the benefit of a guarantee.

(v)	Presumably, the types of "title transfer" credit support arrangements used, for example, in the ISDA Credit Support Annex governed by English law are intended to be dealt with by way of the definition of "Settlement Amount".  Is this correct?
	
(c)	Amendments to Principal Agreements

This is an issue that would be difficult to resolve.  It arises from the fact that the Agreement effectively amends the terms of existing (and possibly subsequently executed) Principal Agreements.  The concern relates to the fact that, particularly in a litigious situation, ready access to complete documentation is important.  Having distinct strands, together making up the contractual relationship between two parties, may add to confusion at a time when certainty and speed are paramount.

(d)	Mismatching Default Provisions

A key element of the Agreement is Section 2 which allows a "Closing-Out Party" to treat the occurrence of  a "Close-Out Event" under one Principal Agreement as a Close-Out Event under one or more other Principal Agreements.  The risk identified by the working group is that users of the Agreement might overlook the fact that this provision may effectively override grace periods and/or other provisions that have been specifically negotiated in certain of the Principal Agreements.  In most cases, of course, this is simply a feature of the Agreement's structure: it effectively builds a zero-threshold cross-default clause into each Principal Agreement.  Thus, a failure to pay under a principal Agreement with a two day grace period will allow the non-defaulting party to close-out under another Principal Agreement where the equivalent grace period is, say, five days.  This may well be a desirable result, but it should be pointed out in the Guidance Notes.

A slightly less obvious example, and one which we feel should be highlighted, is the potential for mismatch in relation to events of default in the different pPrincipal Agreements that attempt to catch the same events or circumstances.  For example, the ISDA Master Agreement contains (at Section 5(a)(vii)(4)) an event of default triggered by the institution of bankruptcy proceedings, as do esboth the PSA/ISMA Global Master Repurchase Agreement (the "GMRA") (at paragraphs 10(a)(iv) and 2(a)(iv)) and the Association's Master Securities Loan Agreement (the "MSLA" at Section 11.5(ii)).  Under the ISDA master Master Agreement, however, there is a general "cure period" of 30 days which, although present in the GMRA is slightly more restricted in its application there.  In the MSLA the equivalent cure period is 15 days.  Because of Section 2 of the Agreement, where each ofboth the ISDA Master Agreement, and the GMRA and the MSLA are specified as Principal Agreements, the ISDA Master Agreement will be affected by the more limited cure periods in the GMRA and the MSLA: the non-defaulting party under the GMRA or the MSLA will be entitled to close-out under the ISDA Master Agreement notwithstanding that by its own terms, the close-out provisions of the ISDA Master Agreement would not have been triggered.

We understand that efforts will be made to harmonise various provisions across the range of standard industry made agreements.  This may be another good reason to delay finalising the Agreement.

Again, a prominent health warning in the User Guidance Notes may be the most appropriate means of addressing this issue.

(e)	Inclusion of Certain Agreements May be Inappropriate

In line with point (d) above, certain working group members have highlighted the dangers of including certain underlying master agreements (in particular the International Deposit Netting Agreement) (the "IDNA") within the Agreement.  The IDNA has extremely limited termination provisions, in recognition of the potentially fatal liquidity issues associated with acceleration of interbank deposits.  It is suggested that a banking regulator would not look kindly on inclusion of the IDNA under the Agreement where a more expansive range of defaults or termination events (credit downgrades, changes of control and possibly even tax events) could effectively lead to acceleration under the IDNA.

Again, perhaps a suitably clear health warning is sensible in these circumstances.

(f)	Possible Characterization Issues

A concern has been raised that a master netting agreement of the type contemplated by the Agreement could be characterized as a type of security agreement, on the grounds that it attempts to provide a creditor with a superior claim to some assets of a debtor.  This gives rise to concerns as to perfection, possible breach of negative pledge clauses, etc.  Has this issue been considered and will it be covered in the legal opinions?


(g)	Close-Out

Section 2 allows the Closing Out Party to designate which Principal Agreements are to be subject to a Close-Out Event.  Have possible bank regulatory concerns been addressed?  There is some scope for suggesting that the provision may be regarded by regulators as a "walkaway clause" in the same way that conditionality clauses have been challenged.  A distressed financial institution may find that the clause will be used against it - rather than by it - and will result in the close out of those Principal Agreements on which the distressed dealer or bank owes money but not in the close out of agreements under which the distressed regulated financial institution is owed money.

[Are we comfortable with the optional nature of the close-out provisions: the ability to cherry-pick among master agreements that is available to the Closing-Out party?] 

(h)	Duplication of Notices

We are concerned that there are numerous occasions in the course of a close-out under the Agreement when a Closing-Out Party will be required to deliver notices.  For example, statements appear to be required in respect of each Settlement Date (Section 4.1) as well as in respect of the Final Settlement Amount (Section 4.4.(a)).  These notice obligations seem to be in addition to those required by the terms of the Closed-Out Agreements (such as the Section 6 notices under the ISDA Master Agreement) - assuming we are reading Section 3.1 correctly to the effect that you comply with all close-out mechanics (including notice provisions) in the Closed-Out Agreements.  This duplication of notices seems to be inconsistent with the move in the market generally to try to minimise notice requirements.  Various groups, including ISDA are reviewing the notice provisions in their published forms of agreements with a view to rationalising them.  It may be advisable to await a resolution on the issue before layering over a new set of notices.

3.	Drafting Comments

(a)	Close-Out Event

We are unsure why the term Close-out Event is drafted so broadly.  Admittedly, parties to the Agreement are able to carve certain events out of the definition (for example, Termination Events under an ISDA Master Agreement that would not necessarily result in the termination of all transactions if acted upon) by means of Part II of the Schedule.  However, if parties fail to make use of Part II, it is conceivable that a non-credit - related event (such as a tax event or an illegality) could trigger full close-out under the terms of the Agreement.  The use of the words "or substantially all" in lines 8 and 9 seems unnecessary.  Surely the types of events we would want to trigger full close-out could only ever be those that entitle a party to close-out all, but not some only, of the transactions outstanding under a Principal Agreement.

(b)	US Representations

The elective US representations in Sections 5.1 and 5.2 should not appear in the body of the Agreement but should be set out in the Guidance Notes.

(c)	Tax Gross-Up

[The working group is  not convinced that the deemed application of tax gross-up provisions from a named Principal Agreement would be helpful.  It should be made clear that the relevant gross-up provision applies to payments due under the Agreement itself and does not override equivalent provisions in the other Principal Agreements..]

(d)	Base Currency

The enclosed mark-up of the Agreement suggests a number of amendments in relation to the treatment of the terms "Base Currency" and "Base Currency Equivalent".  The specific concerns are (i) that there is currently no detail on how the Closing-Out Party is to designate or specify the Base Currency - presumably, this should be a specification required in the Close-Out Notice; (ii) that the drafting in 3.2 should be clearer; and (iii) that the payment instructions in Part VI will have to acknowledge that the Base Currency has not yet been decided.

(e)	Settlement Amount

We have suggested amendments to the definition of the term "Settlement Amount".  On a more general note, we believe that more clarity is required in this definition, particularly as to what constitutes "margin, collateral or credit support" in this context.  For example, are common-law or contractual set-off rights included?  Is credit support provided under a keep well or liquidity agreement covered?

We also enclose copies of the Agreement and of the Guidance Notes, marked with a number of other suggested amendments which, we hope, do not require further elaboration.

Please feel free to contact Richard Tredgett of Allen & Overy (teltel. +44 171 330 3000, fax +44 171 330 9999) if you would like to discuss these comments, or if there are any other issues that you would like to discuss.

Yours faithfully,




Allen & Overy 
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